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Notes

Unless otherwise indicated, all of the years referred to in describing the economic outlook are
calendar years; other years referred to in this report are federal fiscal years (which run from
October 1 to September 30).

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

Figures on the cover and in Chapters 2 and 4 use shaded vertical bars to indicate periods of
recession as well as dashed vertical lines to separate actual from projected data. (A recession
extends from the peak of a business cycle to its trough.)

Supplemental data for this analysis are available on the home page of the Congressional
Budget Office’s Web site (www.cbo.gov) under “Budget Projections” and “Economic
Projections.”
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Summary

he Congressional Budget Office (CBO) projects
that after three years of declining budget deficits, a slow-
ing economy this year will contribute to an increase in
the deficit. Under an assumption that current laws and
policies do not change, CBO projects that the budget
deficit will rise to 1.5 percent of gross domestic product
(GDP) in 2008 from 1.2 percent in 2007 (see Summary
Table 1). Enactment of legislation to provide economic
stimulus or additional funding for military operations in
Iraq and Afghanistan could further increase the deficit for
this year.

The state of the economy is particularly uncertain at the
moment. The pace of economic growth slowed in 2007,
and there are strong indications that it will slacken fur-
ther in 2008. In CBO’s view, the ongoing problems in
the housing and financial markets and the high price of
oil will curb spending by households and businesses this
year and trim the growth of GDP. Although recent data
suggest that the probability of a recession in 2008 has
increased, CBO does not expect the slowdown in eco-
nomic growth to be large enough to register as a reces-
sion.! Economic performance worse than that suggested
in CBO’s forecast could significantly decrease projected
revenues and increase projected spending. Furthermore,
policy changes intended to mitigate the economic slow-
down would, by design, tend to increase the budget defi-

cit in the short term.?

1. The National Bureau of Economic Research, which by conven-
tion is responsible for dating the peaks and troughs of the business
cycle, defines a recession as “a significant decline in economic
activity spread across the economy, lasting more than a few
months, normally visible in real [inflation-adjusted] GDDP, real
income, employment, industrial production, and wholesale-retail
sales.”

2. See Congressional Budget Office, Options for Responding ro Short-
Term Economic Weakness (January 2008).

CBO expects the economy to rebound after 2008, as the
negative effects of the turmoil in the housing and finan-
cial markets fade. Under the assumptions that govern
CBO’s baseline, the budget deficit will amount to

1.5 percent of GDP or less each year from 2009 to 2011.
Subsequently, the budget will show a small surplus of
0.5 percent of GDP in 2012 and remain near that level
each year through 2018 (the end of the current 10-year
projection period).

The relatively sanguine outlook suggested by the 10-year
baseline projections should not be interpreted as imply-
ing that the nation’s underlying fiscal condition is sound,
both because the United States continues to face severe
long-term budgetary challenges and because many
observers expect policy changes that would deviate from
the current-law baseline over the next decade. Ongoing
increases in health care costs, along with the aging of the
population, are expected to put substantial pressure on
the budget in coming decades; those trends are already
evident in the current projection period. Economic
growth alone will be insufficient to alleviate that pressure,
as Medicare and Medicaid and, to a lesser extent, Social
Security require ever greater resources under current law.
A substantial reduction in the growth of spending, a sig-
nificant increase in tax revenues relative to the size of the
economy, or some combination of the two will be neces-
sary to maintain the nation’s long-term fiscal stability.>

CBO’s baseline budget projections for the next 10 years
are not a forecast of future outcomes; rather, they are
based on the assumption that current laws and policies
remain the same. The projections stem from long-
standing procedures that were, until recently, specified in
law, and they serve as a benchmark that lawmakers and

3. For a detailed discussion of the long-term pressures facing the
federal budget, see Congressional Budget Office, The Long-Term
Budget Outlook (December 2007).
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Summary Table 1.

CBO’s Baseline Budget Outlook

Actual
2007 2008 2009 2010 2011

2012

Total, Total,
2009- 2009-
2013 2014 2015 2016 2017 2018 2013 2018

Total Revenues 2,568 2,654 2,817 2,907 3,182
Total Outlays 2,731 2,873 3,015 3,148 3,299
Total Deficit (-) or Surplus -163 -219 -198 -241 -117
On-budget 344 -414 396 450 343
Off-budget® 181 195 198 210 226

Debt Held by the Public
at the End of the Year 5035 5,232 5443 5,698 5,827

In Billions of Dollars

3,442
3,355

87
-151
238

5,751

3,585 3,763 3941 4131 4334 4548 15933 36,649
3,524 3,666 3,824 4,037 4183 4325 16,341 36,376
61 % 117 95 151 223 -408 274
-184  -154 136 -160  -102 27  -1,525 -2,104
244 251 254 254 253 249 1117 2378

5701 5,613 5503 5414 5,269 5,050 n.a. n.a.

As a Percentage of Gross Domestic Product

Total Revenues 18.8 18.7 19.0 18.6 19.3
Total Outlays 20.0 20.2 20.4 20.2 20.1

Total Deficit (-) or Surplus  -1.2 -1.5 -1.3 -1L5 -0.7

Debt Held by the Public

at the End of the Year 36.8 36.8 36.7 36.5 35.4
Memorandum:

Gross Domestic Product

(Billions of dollars) 13,670 14,201 14,812 15,600 16,445

19.9
19.4

0.5

333

17,256

199 200 20 201 202 203 19.4 19.8
195 194 194 197 195 193 19.9 19.7

0.3 0.5 0.6 0.5 0.7 1.0 -05 0.1

3,6 298 280 264 246 226 n.a. n.a.

18,043 18,856 19,685 20,540 21,426 22,355 82,156 185,018

Source: Congressional Budget Office.

Note: 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.

others can use to assess the potential impact of future pol-
icy decisions.* Following those procedures generates defi-
cits and surpluses in the baseline that are predicated on
two key projections:

B That revenues will rise from 18.7 percent of GDP this
year to almost 20 percent of GDP in 2012 and then
remain near that historically high level through 2018.
Much of the projected increase in revenues results
from the growing impact of the alternative minimum
tax (AMT) and, even more significantly, the expira-
tion at the end of 2010 of various provisions originally
enacted in the Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA) and the Jobs

4. The Balanced Budget and Emergency Deficit Control Act of

1985, which established rules that have governed the calculation

of CBO’s baseline, expired on September 30, 2006. Nevertheless,
CBO continues to prepare baselines according to the methodol-

ogy prescribed in that law.

and Growth Tax Relief Reconciliation Act of 2003
(JGTRRA).

That outlays for discretionary programs (those whose
spending levels are set anew each year through appro-
priation acts) will decline from 7.6 percent of GDP
last year to 6.1 percent by 2018—a lower percentage
than any recorded in the past 40 years. Such a projec-
tion derives mainly from the assumption in the base-
line that discretionary funding will grow at the rate of
inflation, which is lower than the growth rate that
CBO projects for nominal GDP. Implicit in the pro-
jection for discretionary spending is an assumption
that no additional funding is provided for military
operations in Iraq and Afghanistan in 2008 and that
future appropriations for activities related to the war
on terrorism remain equivalent, in real (inflation-
adjusted) terms, to the $88 billion appropriated so far
this year.



Summary Figure 1.
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Policy choices that differ from the assumptions in the
baseline would produce different budgetary outcomes.
For example, if lawmakers continued to provide relief
from the AMT (as they have done on a short-term basis
for the past several years) and if the provisions of
EGTRRA and JGTRRA that are scheduled to expire
were instead extended, total revenues would be $3.6 tril-
lion lower over the next 10 years than CBO now projects.
Similarly, if discretionary spending (other than that for
military operations in Iraq and Afghanistan and other
spending labeled as emergency) grew at the rate of nomi-
nal GDP over the next 10 years, total discretionary out-
lays during that period would be about $1.4 trillion
higher than in the baseline. Combined, those policy
changes—and associated debt-service costs—would pro-
duce a deficit of $402 billion (2.3 percent of GDP) in
2012 and a cumulative deficit of $5.7 trillion (3.1 per-
cent of GDP) over the 2009-2018 period.

The Budget Outlook

CBO estimates that if today’s laws and policies did not
change, federal spending would total $2.9 trillion in
2008 and revenues would total $2.7 trillion, resulting in a
budget deficit of $219 billion. That deficit could increase

SUMMARY

significantly if legislation is enacted to provide economic
stimulus—as is currently under consideration. Further-
more, additional funding that is likely to be needed to
finance military operations in Iraq and Afghanistan could
add $30 billion to outlays this year.

Baseline Projections for the 2009-2018 Period
According to CBO’s projections, under current laws and
policies the deficit will drop slightly in 2009, to $198 bil-
lion. That decrease results primarily from two factors. On
the revenue side of the budget, receipts from the AMT
are estimated to increase by about $75 billion next year,
largely because of the scheduled expiration of the relief
provided through tax year 2007. On the spending side of
the budget, outlays for military operations in Iraq and
Afghanistan are about $10 billion lower in 2009 than in
2008 under the assumptions of the baseline.

The deficit is projected to rise modestly in 2010, as out-
lays grow by about 4.4 percent and revenues increase by
about 3.2 percent. That projected growth rate for reve-
nues is lower than in recent years, mainly because of a
projected slowdown in corporate tax receipts (to a level
that is more consistent with their historical relationship
to GDP).

After 2010, spending related to the aging of the baby-
boom generation will begin to raise the growth rate of
total outlays. The baby boomers will start becoming eligi-
ble for Social Security retirement benefits in 2008, when
the first members of that generation turn 62. As a result,
the annual growth of Social Security spending is expected
to accelerate from about 5.1 percent in 2008 to 6.4 per-
cent by 2018.

More important, because the cost of health care is likely
to continue rising rapidly, spending for Medicare and
Medicaid is anticipated to grow even faster—generally in
the range of 7 percent to 8 percent annually. Total outlays
for those two health care programs are projected to more
than double during the baseline period, increasing by
114 percent, while GDP is projected to grow somewhat
more than half as fast, by 64 percent (see Summary
Figure 1). Under the assumptions underlying CBO’s
baseline, spending for Medicare and Medicaid will rise
to 5.9 percent of GDP in 2018, compared with about
4.6 percent this year, and spending for Social Security
will rise to 4.9 percent of GDP from 4.3 percent this year.

Xin
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Summary Figure 2.

Total Revenues and Qutlays as a Percentage of Gross Domestic Product

(Percent)
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Source: Congressional Budget Office.

Revenues are projected to increase sharply after 2010 2012 with the expiration of tax provisions originally
under the assumption that various tax provisions expireas  enacted in EGTRRA and JGTRRA. After that, revenues
scheduled. In the baseline, total revenues grow by continue growing faster than the overall economy for
9.4 percent in 2011 and by 8.2 percent in 2012, thereby three reasons: increases in total real income combined
bringing the budget into surplus. Beyond 2012, revenues with the progressive structure of the tax code, the increas-
are projected to grow at roughly the same pace as outlays ing reach of the AMT, and taxable withdrawals of retire-

(between 4 percent and 5 percent a year), keeping the

ment savings as the population ages. Under the assump-
budget in the black through 2018.

tions used for the baseline, CBO projects that revenues
will equal 20.3 percent of GDP by 2018—a level reached

Outlays over the 2009—-2018 period are projected to only once since World War II.

range between 19.3 percent and 20.4 percent of GDP
under the assumptions of the baseline—somewhat lower
than the 20.6 percent average of the past 40 years (see
Summary Figure 2). Mandatory spending (funding deter-
mined by laws other than annual appropriation acts) is
projected to grow by nearly 6 percent a year over that
period, which is faster than the economy as a whole. By
contrast, discretionary appropriations are assumed simply
to keep pace with inflation and, to a lesser extent, with
the growth of wages. Thus, discretionary outlays are pro-
jected to increase by about 2.2 percent a year, on average,
or less than half as fast as nominal GDP.

Federal government debt that is held by the public
(mainly in the form of Treasury securities sold directly in
the capital markets) is expected to equal about 37 percent
of GDP at the end of this year. Thereafter, the baseline’s
projections of short-term deficits followed by emerging
surpluses diminish the government’s need for additional
borrowing, causing debt held by the public to shrink to
22.6 percent of GDP by 2018.

Changes in the Baseline Budget Outlook

Since August

In CBO’s projections, revenues average 18.8 percent of The budget outlook for 2008 has deteriorated somewhat

GDP in 2009 and 2010 (close to the 18.7 percent level since CBO issued its previous projections in August, but

expected for this year) before the sharp jump in 2011 and ~ the pattern of deficits and surpluses in the outlook for the



Summary Table 2.

SUMMARY

CBO’s Economic Projections for Calendar Years 2008 to 2018

(Percentage change)

Estimated Forecast Projected Annual Average
2007 2008 2009 2010-2013 2014-2018
Nominal GDP
Billions of dollars 13,828 14,330 14,997 18,243 ® 22,593 b
Percentage change 4.8 3.6 4.7 5.0 4.4
Real GDP 2.2 1.7 2.8 31 2.5
GDP Price Index 2.5 1.9 1.8 1.9 1.9
PCE Price Index* 2.5 2.6 1.8 1.9 1.9
Core PCE Price Index’ 2.1 1.9 1.9 1.9 1.9
Consumer Price Index® 2.8 2.9 2.3 2.2 2.2
Core Consumer Price Index’ 23 2.2 2.2 2.2 2.2
Unemployment Rate (Percent) 4.6 51 5.4 49 4.8
Interest Rates (Percent)
Three-month Treasury bills 4.4 3.2 4.2 4.6 4.7
Ten-year Treasury notes 4.6 4.2 49 5.2 5.2

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

Statistics; Federal Reserve Board.

Notes: GDP = gross domestic product; PCE = personal consumption expenditure.

Percentage changes are measured from one year to the next.

Year-by-year economic projections for 2008 to 2018 appear in Appendix E.

a. Levelin 2013.

b. Levelin 2018.

c. The personal consumption expenditure chained price index.
d.

The consumer price index for all urban consumers.

The personal consumption expenditure chained price index excluding prices for food and energy.

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

following 10 years is about the same.” At $219 billion,
the deficit projected for 2008 is $64 billion higher than
what CBO estimated in August. Because the August pro-
jections already reflected some expected slowing of the
economy in 2008, most of that difference stems from leg-
islation that extended relief to individuals from the AMT
for one year.

For the 2009-2017 period, the baseline’s bottom line has
improved slightly, compared with CBO’s projections in

August. In the current baseline, projected revenues are

5. Those projections were published in Congressional Budget Office,
The Budget and Economic Outlook: An Update (August 2007).

lower, mostly as a result of lower estimates of corporate
profits. Projected outlays are also lower, primarily because
of the use of partial-year funding for military operations
in Iraq and Afghanistan; this baseline extrapolates the
$88 billion appropriated thus far for 2008, whereas the
August baseline extended the entire funding provided for
2007 (about $170 billion). With the effect of partial-year
funding excluded, the current baseline would show an
increase in the cumulative deficit for 2008 through 2017
of more than $850 billion (0.5 percent of GDP).

The Economic Qutlook
Underlying CBO’s baseline projections is a forecast that
U.S. economic growth will slow in calendar year 2008
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but pick up in 2009. Specifically, CBO anticipates that
GDP will grow by 1.7 percent in real terms for 2008

as a whole, about half a percentage point less than the
growth recorded last year. For 2009, CBO forecasts that
GDP growth will rebound to 2.8 percent (see Summary
Table 2).

Problems in the housing and financial markets, along
with high oil prices, triggered much of the recent slow-
down. Between mid-2006 and the end of 2007, residen-
tial investment (which includes the construction of new
housing units, improvements to existing units, and bro-
kers’ commissions) declined, but the drop was largely off-
set by growth in both consumer spending and business
fixed investment (businesses’ spending on structures,
equipment, and software). Those two sectors are unlikely
to provide as much support to economic growth this year.
Residential investment is expected to continue to decline
through much of 2008; in addition, the growth of con-
sumer spending, sustained thus far by solid growth in
people’s real income as well as by their borrowing and use
of savings, is likely to fall off, curtailed by a drop in hous-
ing wealth (home equity), increased costs for borrowing,
the high price of oil, and slower growth of real income.
The resulting weak domestic demand for goods and ser-
vices in turn is expected to slow the growth of business
fixed investment, which is likely to further diminish the
pace of overall economic growth this year.

In contrast, the relative economic strength of the United
States’ major trading partners—in particular, developing
countries with emerging market economies—when com-
bined with the dollar’s decline will partially offset the
sluggishness in domestic demand expected in 2008 and
support U.S. economic growth by stimulating exports.
Emerging economies have become increasingly less

dependent on demand in the United States to fuel their
expansions and, as a result, have become less vulnerable
to slowdowns in U.S. economic growth. Moreover, the
pace of the decline begun in 2002 in the value of the dol-
lar relative to the currencies of major trading partners—
which helps make U.S. exports less expensive—has
quickened. Those developments, accompanied by less
domestic demand for imports, are likely to reduce the
U.S. current-account deficit (broadly, the summary
measure of the United States” trade with the rest of the
world).

Inflation (as measured by the year-to-year change in the
price index for personal consumption expenditures) is
likely to be about the same this year as last year; in 2009,
CBO forecasts, the rate will fall, to 1.8 percent, as infla-
tion in energy and food prices eases. The unemployment
rate, which was 4.6 percent last year, will average 5.1 per-
cent in 2008 and reach 5.3 percent by the end of the year,
CBO estimates. Interest rates on Treasury securities are
expected to remain low this year and to increase in 2009
as the economy works through and emerges from its cur-
rent difficulties. In CBQO’s forecast, the rate on 3-month
Treasury bills averages 3.2 percent in 2008 and moves
higher, to 4.2 percent, in 2009. Similarly, the rate on 10-
year Treasury notes moves from an average of 4.2 percent
in 2008 to 4.9 percent in 2009.

For 2010 to 2018, CBO projects that real growth will
average 2.7 percent and the personal consumption
expenditure price index, 1.9 percent. CBO also projects
that in the latter years of the projection period, the
unemployment rate will average 4.8 percent and that the
interest rates on 3-month Treasury bills and 10-year
Treasury notes will average 4.7 percent and 5.2 percent,
respectively.



CHAPTER

L

The Budget Outlook

I he Congressional Budget Office (CBO) projects

that if current laws and policies remained unchanged, the
federal budget would show a deficit of $219 billion for
2008 (see Table 1-1). That deficit would amount to

1.5 percent of gross domestic product (GDP), slightly
larger than the shortfall of 1.2 percent of GDP ($163 bil-
lion) posted in 2007.

That increase in the deficit in 2008 would come after
three consecutive years of declining deficits. Without
changes in law, revenues would increase by only 3.4 per-
cent, but outlays would grow by 5.2 percent. Those esti-
mates—along with the other projections that make up
the agency’s budget baseline—reflect an assumption that
no further legislation affecting the budget will be enacted.
Accordingly, the current deficit projection excludes the
effects of potential policy changes to spending or reve-
nues, including any steps lawmakers may take to bolster a
weakening economy through fiscal stimulus.!

In addition, so far this year funding has been provided for
only a portion of the anticipated costs for operations in
Iraq and Afghanistan and the war on terrorism.? Supple-
mental appropriations for such purposes could increase
outlays by about $30 billion this year.

Beyond 2008, deficits under baseline projections con-
tinue each year until 2012, when they yield to modest
surpluses through 2018. Under the assumptions that gov-
ern those projections, the deficit falls from $219 billion
in 2008 (1.5 percent of GDP) to $198 billion in 2009
(1.3 percent of GDP) and $117 billion (0.7 percent of

1. See Congtressional Budget Office, Options for Responding to Short-
1erm Economic Weakness (January 2008).

2. In addition to the $88 billion in funding already provided this
year, the Administration has requested $105 billion for military
operations in Iraq and Afghanistan and other activities associated
with the war on terrorism.

GDP) in 2011 and then changes to small surpluses in
2012 and later years (see Figure 1-1). By 2018, the sur-
plus reaches 1.0 percent of GDP.

CBO’s budget baseline, however, is not intended as a
forecast of future outcomes, but rather as a benchmark
that encompasses current laws and policies. It is predi-
cated on two key projections that stem from long-
standing statutory procedures, one affecting revenues
and one affecting discretionary outlays.

B Under current law, revenues will increase from
18.7 percent of GDP in 2008 to almost 20 percent
of GDP in 2012 and remain near that historically
high level through 2018. Much of that increase results
from two factors: the growing impact of the alterna-
tive minimum tax (AMT) and, even more significant,
the scheduled expiration in December 2010 of provi-
sions originally enacted in the Economic Growth and
Tax Relief Reconciliation Act of 2001 (EGTRRA) and
the Jobs and Growth Tax Relief Reconciliation Act of
2003 (JGTRRA).

B Discretionary outlays, measured relative to the econ-
omy, will decline from 7.6 percent in 2007 to 6.1 per-
cent by 2018, a ratio lower than any recorded in the
past 40 years. That projection results primarily from
the assumption that discretionary funding grows at

the rate of inflation, a pace slower than the estimated
rate of growth of GDP.

It is likely that appropriations will differ from those
assumed in the baseline and that lawmakers will enact
changes in spending and tax policies. Although CBO’s
baseline projections do not incorporate such potential
changes in policy, this chapter shows the implications
that some alternative policy assumptions would have for
the budget over the next 10 years. For example, CBO has
constructed two possible scenarios for future spending
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Table 1-1.

Projected Deficits and Surpluses in CBO’s Baseline

(Billions of dollars)

Total, Total,
Actual 2009- 2009-
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2013 2018
On-Budget Deficit -344  -414 -396 -450 -343 -151 -184 -154 -136 -160 -102 -27  -1,525 -2,104
Off-Budget Surplus® 181 195 198 210 226 238 244 251 254 254 253 249 1,117 2,378
Total Deficit (-) or
Surplus -163 -219 -198 -241 -117 87 61 96 117 95 151 223 -408 274
Memorandum:
Social Security Surplus 187 197 199 210 226 238 244 250 253 254 253 249 1,118 2,378
Postal Service Outlays 5 2 2 1 * * * * * * * * 2 *
Total Deficit (-)
or Surplus as a
Percentage of GDP -2 -15 -13 -15 -07 0.5 0.3 0.5 0.6 0.5 0.7 1.0 -0.5 0.1
Debt Held by the Public
asaPercentageofGDPb 36.8 36.8 367 365 354 333 316 298 28.0 264 246 226 n.a. n.a.
Probability of a Budget
Deficit (Percent) n.a. 97 83 79 62 42 45 o c o c c n.a. n.a.
Source: Congressional Budget Office.
Note: GDP = gross domestic product; n.a. = not applicable; * = between -$500 million and zero.

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

b. Debt held at the end of the year.

c. Probabilities for years after 2013 cannot be calculated because of an insufficient history of past comparisons between projections and

outcomes.

related to military operations in Iraq and Afghanistan and
other activities associated with the war on terrorism.
Those scenarios incorporate different assumptions about
how rapidly troop levels might be reduced over the next
several years—and have different effects on the path of
spending projections.

Alternative assumptions about tax policy also would
change CBO’s projections. If all of the tax provisions that
are set to expire over the next 10 years were extended and
the AMT was indexed for inflation, the budget outlook
for 2018 would change from a surplus of $223 billion to
a deficit of $617 billion. In addition, debt held by the
public at the end of 2018 would nearly double from
22.6 percent of GDP to 44.4 percent, and the 10-year, or
cumulative, bottom line would change from a surplus of
$0.3 trillion to a deficit of $4.6 trillion.

Over the long term, the nation faces substantial fiscal dif-
ficulties, which are already becoming apparent in CBO’s
baseline. Throughout the coming decade, spending for
the government’s health care programs and spending on
the nation’s elderly population will increasingly strain the
federal budget. In CBO’s projections, outlays for Medi-
care grow at an average rate of almost 7 percent per year
between 2010 and 2018. Projected federal spending for
Medicaid increases even more rapidly. Also, beginning
this year, the first baby boomers become eligible for
Social Security retirement benefits, and increasing num-
bers of beneficiaries will help boost the annual rate of
growth of spending for Social Security from about

5.1 percent this year to 6.4 percent in 2018.

Beyond 2018, those trends will accelerate. Health care
costs are likely to continue growing faster than GDP—as
they have for the past 40 years. Indeed, the rate at which
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Figure 1-1.

The Total Deficit or Surplus as a
Share of Gross Domestic Product,
1968 to 2018

(Percent)
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health care costs grow relative to national income will be
the most important determinant of future federal spend-
ing. In addition, as the percentage of the population age
65 or older continues to increase, spending for Medicare,
Medicaid, and Social Security will, under current law,
exert such pressure on the federal budget as to make the
current path of fiscal policy unsustainable.> Substantial
changes in federal spending and tax policies will be neces-
sary to maintain fiscal stability.

A Review of 2007

The budget deficit fell in 2007 for the third year in a
row, dropping from $318 billion in 2005 to $248 billion
in 2006 and to $163 billion in 2007. As a percentage of
GDPD, the deficit declined from 2.6 percent in 2005 to
1.2 percent in 2007.

Revenues
Revenues in 2007 totaled $2.6 trillion (or 18.8 percent of

GDP), an increase of 6.7 percent from the amount the
previous year. They were buoyed by a rise of 11.5 percent
($120 billion) in individual income tax receipts (see

3. See Congressional Budget Office, The Long-Term Budget Outlook
(December 2007).
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Table 1-2). In contrast, such tax receipts grew by 4.7 per-
cent annually from 1997 to 2006. Revenues from other
sources grew more slowly than they have in recent years.

Corporate income tax receipts grew by 4.6 percent

($16 billion) last year, compared with 7.5 percent annu-
ally over the preceding decade (which included a particu-
larly rapid average annual growth rate of nearly 40 per-
cent between 2003 and 2006). Social insurance tax
revenues (including payroll tax receipts for Social Security
and Medicare) grew by 3.8 percent ($32 billion) in 2007,
lower than the 5.1 percent average annual growth over
the 1997-2006 period.

Revenues from all other sources, including excise, estate,
and gift taxes as well as customs duties, dropped by

4.2 percent ($7 billion) in 2007, in part as a result of the
abolition of certain telephone tax payments and the
refund of some previous payments of those taxes. Those
revenues had increased at an average rate of 4 percent per
year in the previous 10 years.

Outlays
Outlays totaled $2.7 trillion in 2007, or 20.0 percent of

GDP. Federal spending grew modestly last year, by

2.9 percent (if adjusted for shifts in the timing of certain
payments, the rate of increase was slightly less—2.6 per-
cent). In recent years, the growth of spending was much
higher, averaging 5.5 percent from 1997 to 2006. Both
mandatory and discretionary spending grew more slowly
in 2007 than they did over the past 10 years.

Mandatory spending rose by 2.7 percent (to $1.45 tril-
lion) in 2007, compared with 6.0 percent average annual
growth from 1997 to 2006. Growth in Medicare spend-
ing, which rose by 16.7 percent in 2007, was well above
the average annual rate for that program of 6.9 percent
over the previous 10 years. That percentage difference
from 2006 outlays, however, overstates the growth in
Medicare spending because it reflects shifts in the timing
of certain payments. After adjusting for payments that
were shifted from 2006 to 2007, CBO estimates that out-
lays for Medicare grew by 12.8 percent in 2007 and by
7.1 percent, on average, from 1997 to 2006. That sub-
stantial increase in 2007 occurred in part because 2007

4. After adjusting for shifts in the timing of some payments, CBO
estimates that mandatory spending grew by 2.0 percent in 2007
and that growth from 1997 to 2006 averaged 6.1 percent.

3
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Table 1-2.

Average Annual Growth Rates of Revenues and Outlays Since 1997 and in

CBO’s Baseline

(Percent)
Actual Estimated Projected®
1997-2006 2007 2008 2009 2010-2018
Revenues
Individual Income Taxes 4.7 11.5 41 10.6 6.9
Corporate Income Taxes 7.5 4.6 -1.7 -2.2 1.0
Social Insurance Taxes 51 3.8 4.6 41 4.5
Other” 4.0 4.2 3.1 3.0 6.6
Total Revenues 5.2 6.7 34 6.1 5.5
Outlays
Mandatory 6.0 2.7 6.9 6.7 5.6
Discretionary 6.7 2.6 45 2.9 2.2
Net Interest -0.6 5.0 -1.6 3.1 0.8
Total Outlays 5.5 2.9 5.2 49 4.1
Memorandum:
Consumer Price Index 2.6 2.3 3.2 2.3 2.2
Nominal GDP 5.4 4.6 3.9 43 4.7
Source: Congressional Budget Office.

Note: The growth rates in this table do not account for shifts in the timing of certain payments or receipts.

a. CBO’s baseline budget projections. CBO uses the employment cost index for wages and salaries to inflate discretionary spending related
to federal personnel and the gross domestic product price index to adjust other discretionary spending when constructing its baseline.

b. Includes excise, estate, and gift taxes as well as customs duties.

was the first full fiscal year in which the new prescription
drug program (Part D of Medicare) was in effect and
because of rapid growth in the Medicare Advantage com-
ponent of the program (under which beneficiaries may
enroll in private health insurance plans).

Outlays for Social Security grew at a faster pace than in
recent history—6.9 percent in 2007 versus 4.6 percent,
on average, over the past decade. (Outlays for Social
Security were held down in 2006 because the Treasury
adjusted both Social Security outlays and revenues down
by $6.2 billion to correct for previous accounting errors
related to taxes withheld from Social Security benefits.
With that accounting change excluded, the growth rate
was 6.0 percent in 2007, and the adjusted rate over the
1997-2006 period was 4.7 percent.) Growth in Medicaid
was below average, with outlays 5.5 percent above the
2006 level, compared with average annual growth of
about 7 percent over the preceding decade. (See

Chapter 3 for a more detailed discussion of these and
other spending programs.)

All other mandatory spending experienced a sharp drop
in growth compared with that in the past 10 years,
returning to more typical levels. In recent years, this com-
ponent of mandatory spending (with Medicare, Medic-
aid, and Social Security excluded) had increased markedly
because of a variety of factors, including increases in the
amounts and refundable portions of the earned income
tax credit (EITC) and child tax credit, higher spending
on agricultural subsidies, and large outlays for flood
insurance payments following Hurricane Katrina.

Discretionary spending also grew more slowly than it had
in the past—by 2.6 percent in 2007 (reaching $1.0 tril-
lion), compared with 6.7 percent, on average, over the
previous 10 years. That slower growth happened in part
because, in 2007, many federal agencies were operating
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under a continuing resolution, which stipulated funding
levels at or below the amounts they received in 2006.
Within the category of discretionary spending, outlays
for defense increased by 5.5 percent, whereas nondefense
spending contracted slightly, dropping by 0.6 percent in
2007.° In contrast, from 1997 through 2006, defense
spending grew by 6.9 percent annually, and nondefense
spending increased by 6.4 percent.

Funding for U.S. operations in Iraq and Afghanistan and
other activities in the war on terrorism expanded signifi-
cantly in 2007. Budget authority for those purposes
totaled $171 billion in that year, compared with

$120 billion in 2006. (Funding for those operations and
activities is discussed in greater detail in Box 1-1.) CBO

estimates that outlays for those purposes totaled about
$120 billion in 2007.

Outlays for net interest rose by 5.0 percent in 2007 after
a decade in which they declined, on average, by 0.6 per-
cent per year. That increase in net interest payments
reflects an uptick in short-term interest rates and a larger
amount of federal debt. In 2007, short-term interest rates
were nearly 30 basis points higher than in 20006, and the
debt increased by about $200 billion.®

The Concept Behind CBO’s Baseline

Projections

The projections that make up CBO’s baseline are not
intended to be predictions of future budgetary out-
comes—rather, they represent CBO’s best judgment of
how the economy and other factors would affect federal
spending and revenues if current laws and policies
remained in place. CBO constructs its baseline in accor-
dance with provisions set forth in the Balanced Budget
and Emergency Deficit Control Act of 1985 and the
Congressional Budget and Impoundment Control Act of
1974. (Although the relevant provisions in the Deficit
Control Act expired at the end of September 2006, CBO
continues to follow that law’s specifications in preparing
its projections.) In general, those provisions spell out how
the agency should project federal spending and revenues
under current laws and policies. The resulting baseline
can then be used as a benchmark against which to

5. After adjusting for the effects of shifts in the timing of payments,
defense spending in 2007 grew by 6.0 percent.

6. A basis point is one one-hundredth of a percentage point.
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measure the effects of proposed changes in spending and
tax laws and policies.

For discretionary spending, the Deficit Control Act spec-
ified that the baseline should be derived by assuming that
the most recent year’s budget authority, including any
supplemental appropriations, is provided in each future
year, with adjustments to reflect projected inflation (as
measured in specified indexes) and certain other factors
(such as the annual cost-of-living adjustments to federal
benefits).

For revenues and mandatory spending, the Deficit Con-
trol Act required that baseline projections assume that
present laws continue unchanged.” In many cases, the
laws that govern revenues and mandatory spending are
permanent. Thus, CBO’s baseline projections for those
programs reflect anticipated changes in the economy,
demographics, and other relevant factors that affect the
implementation of those laws.

CBO’s Baseline Projections for
2008 to 2018

Under CBO’s assumptions for its baseline, the federal
budget will show a deficit in 2008 of around 1.5 percent
of GDP—though that figure could be higher if economic
stimulus is provided or if additional appropriations are
made for operations in Iraq and Afghanistan. In the base-
line, deficits of about the same magnitude remain
through 2011, at which point they give way to surpluses
as a result of the rise in projected revenues when certain
tax provisions expire. By 2018, the surplus equals about
1.0 percent of GDP (see Table 1-3).

Outlays

Even without additional legislation that might increase
outlays, federal spending is expected to pick up in 2008.
Spending will rise by 5.2 percent from 2007 levels, CBO

7. The Deficit Control Act provided some exceptions. For example,
it directed that spending programs whose authorizations are set to
expire be assumed to continue if they have outlays of more than
$50 million in the current year and were established on or before
the enactment of the Balanced Budget Act of 1997. Programs
established after that law was enacted are not automatically
assumed to continue. The Deficit Control Act also required CBO
to assume that expiring excise taxes dedicated to trust funds will
be extended at their current rates. The law did not provide for the
extension of other expiring tax provisions, even if they had been
extended routinely in the past.
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Box 1-1.

Funding for Activities in Iraq and Afghanistan and for the

War on Terrorism

Since September 2001, the Congress and the Presi-
dent have provided a total of $691 billion in budget
authority for military and diplomatic operations in
Iraq, Afghanistan, and other regions in support of the
war on terrorism and for related veterans’ benefits
and services (see the table). Appropriations specifi-
cally designated for those activities, which averaged
about $93 billion a year from 2003 through 2005,
rose to $120 billion in 2006 and $171 billion in
2007. The Administration has requested $193 billion
for war-related purposes in 2008, of which $88 bil-
lion has been appropriated thus far.

Funding to date for military operations and other
defense activities related to the war totals $618 bil-
lion, most of which has gone to the Department of
Defense (DoD). Lawmakers also provided $33 bil-
lion to train and equip indigenous security forces in
Iraq and Afghanistan.! A total of $651 billion has
thus been appropriated since September 2001 for
defense operations in Iraq and Afghanistan and for
the war on terrorism.

In addition, $40 billion has been provided for
diplomatic operations and foreign aid to Iraq,
Afghanistan, and other countries that are assisting
the United States in the war on terrorism. Of that
amount, $16 billion was appropriated for the Iraq
Relief and Reconstruction Fund.

DoD reports that it obligated an average of about
$11 billion per month in 2007 for operations in Iraq

1. The $33 billion includes $5 billion provided for Iraqi secu-
rity forces in 2004 in an appropriation for the Department of
State’s Iraq Relief and Reconstruction Fund.

and Afghanistan and for other activities related to the
war on terrorism—an increase of about $3 billion
compared with average monthly obligations in 2006.
Operation Iraqi Freedom accounted for approxi-
mately 85 percent of all reported obligations; Opera-
tion Enduring Freedom (which refers mainly to oper-
ations in and around Afghanistan) accounted for
another 15 percent. Additional security missions that
have taken place in the United States since the terror-
ist attacks of September 11, 2001—such as combat
air patrols over Washington, D.C., and New York
City (known as Operation Noble Eagle)—accounted
for less than 1 percent.

Because most appropriations for operations in Iraq
and Afghanistan and for other activities related to the
war on terrorism appear in the same budget accounts
that record appropriations for DoD’s other functions,
determining how much has actually been spent for
those activities is difficult. However, CBO estimates
that appropriations for defense operations in Iraq and
Afghanistan and for the war on terrorism resulted in
outlays of about $430 billion through fiscal year
2007 (with about $115 billion occurring in 2007).
Of the funds appropriated for international affairs
related to the war, about $30 billion was spent
through 2007, CBO estimates. In total, by the
agency’s estimate, outlays for operations in Iraq and
Afghanistan amounted to about $120 billion last
year. The President has requested another $105 bil-
lion for the war in 2008, in addition to the $88 bil-
lion that has been appropriated for that year. If that
amount is provided, outlays in 2008 (which also
include outlays from prior years’ appropriations)
would total about $145 billion, CBO estimates.
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Box 1-1.
Continued
Estimated Appropriations Provided for Activities in
Iraq and Afghanistan and for the War on Terrorism, 2001 to 2008
(Billions of dollars)
Total,

2001 2002 2003 2004 2005 2006 2007 2008 2001-2008

Military Operations and Other Defense Activities

Iraq® 0 0 46 68 53 89 113 71 440
Other® 14 18 34 21 18 22 39 13 178
Subtotal 14 18 80 88 70 111 152 84 618
Indigenous Security Forces®
Iraq 0 0 0 5 6 3 6 2 21
Afghanistan 0 0 0 0 1 2 7 1 12
Subtotal 0 0 0 5 7 5 13 3 33
Diplomatic Operations and Foreign Aid
Traq 0 0 3 15 1 3 3 1 26
Other * 2 5 2 2 1 2 1 15
Subtotal % 2 8 17 3 4 5 1 40
Veterans' Benefits and Services®
Iraq 0 0 0 0 0 0 1 0 1
Other 0 0 0 0 0 0 * 0 *
Subtotal 0 0 0 0 0 0 1 0 1
Total® 14 19 88 111 81 120 171 88 691

a.

Source: Congressional Budget Office.

Note: * = between zero and $500 million.

CBO estimated how much money has been provided for Operation Iragi Freedom by allocating funds on the basis of obligations
reported by the Department of Defense (DoD). For more information about funding for that operation, see Congressional Budget
Office, Estimated Costs of U.S. Operations in Iraq Under Two Specified Scenarios (July 13, 2006).

Includes Operation Enduring Freedom (in and around Afghanistan), Operation Noble Eagle (homeland security missions, such as
combat air patrols, in the United States), the restructuring of Army and Marine Corps units, classified activities other than those
funded by appropriations for the Iraq Freedom Fund, and other operations. (For 2005 through 2008, funding for Operation
Noble Eagle has been intermingled with regular appropriations for the Department of Defense. That funding is not included in
this table because it cannot be separately identified.)

Funding for indigenous security forces—which went to accounts for diplomatic operations and foreign aid (budget function 150)
in 2004 and, since 2005, has gone to defense accounts (budget function 050)—is used to train and equip local military and
police units in Iraq and Afghanistan.

Excludes almost $2 billion in spending for medical care, disability compensation, and survivors’ benefits for veterans of opera-
tions in Iraq and Afghanistan and the war on terrorism. Those amounts are based on CBO's estimates of spending from regular
appropriations for the Department of Veterans Affairs and were not explicitly appropriated for war-related expenses.

At the current rate of military operations, the funding provided to date for 2008 will not be sufficient to pay for all of the costs
that will be incurred this year.

7
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Table 1-3.

CBO’s Baseline Budget Projections

Total, Total,
Actual 2009- 2009-
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2013 2018
In Billions of Dollars
Revenues
Individual income taxes 1163 1211 1340 1399 1611 1753 1863 1,962 2070 2,18 2307 2438 7,966 18928
Corporate income taxes 370 364 356 334 333 357 327 342 350 361 374 388 1,707 3,522
Social insurance taxes 870 910 947 997 1,049 1100 1149 1199 1,249 1301 1355 1411 5244 11,758
Other 164 169 174 177 188 231 245 260 272 285 298 311 1,016 2,441
Total 2,568 2,654 2,817 2907 3,182 3442 3,585 3,763 3,941 4,131 4,334 4,548 15,933 36,649
On-budget 1,933 1,990 2123 2177 2414 2636 2,743 283 3,024 3175 3337 3509 12,093 28,020
Off-budget 635 665 694 730 768 806 842 880 918 957 997 1,039 3,839 8,629
Outlays
Mandatory spending 1,450 1550 1,654 1,737 1846 184 2,022 2138 2270 2451 2578 2706 9142 21,285
Discretionary spending 1,042 108 1121 1145 1170 118 1216 1,243 1,272 1,307 1335 1360 588 12356
Net interest 238 234 241 266 283 286 285 285 282 278 271 259 1,360 2,735
Total 2,731 2,873 3,015 3,148 3,299 3,355 3,524 3,666 3,824 4,037 4,183 4,325 16,341 36,376
On-budget 2,277 2404 2,519 2,628 2,757 2,788 2,926 3,037 3,160 3334 3439 3536 13,618 30,124
Off-budget 454 469 496 520 541 568 597 629 664 702 744 789 2,723 6,251
Deficit (-) or Surplus -163 -219 -198 -241 ~-117 87 61 926 117 95 151 223  -408 274
On-budget -344 -414 -396 -450 -343 -151 -184 -154 -136 -160 -102 =27 <1525 2104
Off-budget 181 195 198 210 226 238 244 251 254 254 253 249 1117 2,378
Debt Held by the Public 5035 5232 5443 5698 5827 5751 5701 5613 5503 5414 5269 5,050 n.a. n.a.
Memorandum:
Gross Domestic Product 13,670 14201 14,812 15,600 16,445 17,256 18,043 18,856 19,685 20,540 21,426 22,355 82,156 185,018
As a Percentage of Gross Domestic Product
Revenues
Individual income taxes 85 85 9.0 9.0 9.8 10.2 10.3 10.4 10.5 10.6 10.8 10.9 9.7 10.2
Corporate income taxes 2.7 2.6 2.4 2.1 2.0 21 1.8 1.8 1.8 18 17 17 2.1 1.9
Social insurance taxes 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.3 6.3 6.3 6.3 6.4 6.4
Other 12 12 1.2 11 11 13 14 14 14 14 14 14 1.2 13
Total 188 187 19.0 186 193 199 199 200 20.0 201 20.2 203 194 19.8
On-budget 141 14.0 143 14.0 14.7 15.3 15.2 153 15.4 15.5 15.6 15.7 14.7 15.1
Off-budget 4.6 4.7 47 47 4.7 47 47 47 47 4.7 47 4.6 47 47
Outlays
Mandatory spending 10.6 10.9 11.2 11.1 11.2 10.9 11.2 113 11.5 11.9 12.0 12.1 11.1 11.5
Discretionary spending 7.6 7.7 7.6 7.3 7.1 6.9 6.7 6.6 6.5 6.4 6.2 6.1 7.1 6.7
Net interest 17 L6 L6 17 L7 17 L6 L5 14 14 13 12 17 15
Total 20,0 202 204 202 201 194 195 194 194 197 195 193 19.9 19.7
On-budget 16.7 16.9 17.0 16.8 16.8 16.2 16.2 16.1 16.1 16.2 16.1 15.8 16.6 16.3
Off-budget 33 33 33 33 33 33 33 33 34 34 35 35 33 34
Deficit (-) or Surplus -12 -15 -13 -1.5 -0.7 0.5 0.3 0.5 0.6 0.5 0.7 1.0 -0.5 0.1
On-budget -2.5 -2.9 2.7 2.9 2.1 -0.9 -1.0 -0.8 0.7 -0.8 -0.5 -0.1 -1.9 -11
Off-budget 13 14 13 13 14 14 14 13 13 12 1.2 11 14 13
Debt Held by the Public 36.8 36.8 36.7 36.5 354 333 316 2.8 28.0 26.4 24.6 22.6 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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estimates, reaching nearly $2.9 trillion this year (or

20.2 percent of GDP, compared with 20.0 percent

of GDP for 2007). In CBO’s baseline, spending relative
to GDP falls slightly over the coming years—to 19.3 per-
cent by 2018. Baseline projections of trends for manda-
tory and discretionary spending move in opposite direc-
tions relative to GDP: Growth in mandatory spending
outstrips growth in the economy, while projected discre-
tionary spending loses ground relative to GDP.

Mandatory spending, which currently constitutes over
half of all federal spending, is projected to grow at rates
approaching 7 percent per year in 2008 and 2009. In
later years, the growth of mandatory spending slows
somewhat, averaging around 5.6 percent from 2010 to
2018. CBO estimates that under current laws and poli-
cies, outlays for such spending will reach 12.1 percent of
GDP by 2018, 1.5 percentage points above their level in
2007.

In contrast, discretionary spending is assumed simply to
keep pace with inflation and is therefore estimated to
grow at a rate of 2.2 percent per year after 2009—TIess
than half as fast as the projected rate of growth of nomi-
nal GDP (4.7 percent). Projected growth in discretionary
spending is also less than one-third the rate of increase in
such spending over the past 10 years: From 1997 to
2000, discretionary spending grew by about 6.7 percent
annually.

Revenues

Revenues in the baseline average less than 19 percent of
GDP until 2011, when they start to rise; in 2012 and
years thereafter, revenues continue to grow relative to

the size economy and reach 20.3 percent of GDP by
2018. That increase in revenues follows the baseline’s
underlying assumptions regarding laws that affect indi-
vidual income taxes. In particular, the projections assume
the expiration of various tax provisions originally enacted

in EGTRRA and JGTRRA.

The baseline also does not assume any further legislation
to provide relief from the alternative minimum tax. Such
legislation has been in effect to varying degrees since
2001 but expired on December 31, 2007. As a result, the
number of taxpayers who pay the AMT in the baseline
projection jumps markedly in tax year 2008, and reve-
nues jump most significantly a year later, in 2009. The
share of total revenues attributable to the AMT is pro-
jected to rise through 2010.8 Consequently, the impact
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on revenues and on the budget from modifying the tax so
that it does not apply to a broad array of taxpayers (which
was not the intent when it was originally enacted)
becomes greater over time. The Joint Committee on Tax-
ation estimates that the relief provided for the 2007 tax
year (in Public Law 110-166) will reduce revenues by a
total of slightly more than $50 billion; similar changes in
subsequent years would have a bigger effect.

Debt Held by the Public

In CBO’s baseline, accumulated federal debt held by the
public (mainly in the form of Treasury securities sold
directly in the capital markets) equals 36.8 percent of
GDP at the end of 2008—the same level as in 2007.
Under baseline projections, debt held by the public as a
percentage of GDP falls each year of the 2009-2018
period as deficits decline and surpluses emerge, thus
diminishing the government’s anticipated borrowing
needs. In the projections, in 2018, public debt drops to
22.6 percent of GDP (see Figure 1-2). Alternative
assumptions about spending and tax policies, however,
could produce a substantially different debt-to-GDP
ratio in that year.

Changes in CBO’s Baseline Since

August 2007

CBO’s estimate of the deficit for 2008 is higher than the
one that it published in its previous Budget and Economic
Outlook, in August 2007, primarily because revenues

are expected to be lower than previously estimated.” In
December, the Congress and the President enacted the
Tax Increase Prevention Act of 2007 (PL. 110-166),
which provided some relief from the AMT for the tax
year that ended on December 31, 2007. That law,

along with other legislation with much smaller effects,
boosted the projected deficit for 2008 by $59 billion (see
Table 1-4). Changes due to economic and other factors

increased the projected deficit for 2008 by another
$5 billion.

8. 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 income rises each year with the overall level of
prices, a larger number of taxpayers find themselves subject to the
AMT. Chapter 4 discusses the increased role of the tax in CBO’s

projections.

9. See Congressional Budget Office, The Budget and Economic Out-
look: An Update (August 2007).
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Figure 1-2.

Debt Held by the Public as a Share of Gross Domestic Product, 1940 to 2018
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For the years after 2008, CBO’s baseline projections show
slightly lower deficits and higher surpluses than they did
in August. (Changes to the baseline projections are dis-
cussed in detail in Appendix A.) Much of the improve-
ment in the baseline’s bottom line is related to the timing
of appropriations for operations in Iraq and Afghanistan
and other activities related to the war on terrorism, rather
than to changes in the underlying budgetary and eco-
nomic environment.

Because baseline projections are derived from the most
recent appropriations, CBO based its August projections
on appropriations for 2007, which included about

$170 billion in funding for military and diplomatic oper-
ations in Iraq and Afghanistan and other activities in the
war on terrorism.

In contrast, the basis for CBO’s most recent baseline is
the level of funding enacted for 2008, which includes
only partial-year funding for those purposes.'® To date,
$88 billion has been provided in 2008 for operations in
Iraq and Afghanistan and other activities related to the
war on terrorism. The effect of extending that smaller

10. Appropriations for 2008 were provided in the Department of
Defense Appropriations Act, 2008 (PL. 110-116), in the Consoli-
dated Appropriations Act, 2008 (PL. 110-161), and in a joint res-
olution making continuing appropriations for fiscal year 2008
(PL. 110-92).

amount of enacted appropriations throughout the projec-
tion period is partially offset by increases in spending in
other areas, resulting in a net reduction of $546 billion in
outlays between 2008 and 2017.

Other changes, in the aggregate, worsen the projected
budget outlook by a total of $371 billion over the 2008—
2017 period. Most of that difference results from a deteri-
orating economic outlook. CBO’s projections incorpo-
rate a slowdown in economic growth in the final quarter
0f 2007 and in 2008 and a slight reduction in the econ-
omy’s potential rate of growth during the next 10 years.
(Chapter 2 discusses the details of CBO’s economic pro-
jections.) Over the entire 10-year projection period, the
net result of changes in the economic outlook is a reduc-
tion of $479 billion in revenues, most of which stems
from lower projections of corporate income tax receipts.
Economic changes affecting projections of outlays offset
$8 billion of that reduction.

The remaining revisions to CBO’s baseline result from
technical factors—those not directly related to changes in
legislation or the economic outlook. Such revisions since
August have generally raised projections of revenues and
lowered estimates of outlays from 2008 to 2017, thereby
reducing this year’s estimated deficit by $12 billion and
the 10-year cumulative deficit by $159 billion.
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Table 1-4.
Changes in CBO’s Baseline Projections of the Deficit Since August 2007

(Billions of dollars)

Total, Total,
2008- 2008-
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2012 2017
Total Deficit as
Projected in August 2007 -155  -215  -255  -134 62 36 65 85 58 109 -696 -343
Changes
Legislative
Revenues -69 20 * 1 3 -1 1 1 * * 46 -44
Outlays® -10 -29 -45 -54 -56 -58 -66 -71 -77 -81 -194 -546
Subtotal, legislative -59 49 45 54 59 57 67 71 77 81 148 502
Economic
Revenues -33 -60 -63 -55 -45 -44 -44 -45 -45 -45 -256 -479
Outlays? -16 -14 -5 -2 * 3 8 10 11 13 -37 8
Subtotal, economic -7 -4 -8 52 -4 47 52 55 56  -58  -218  -486
Technical
Revenues -14 2 19 10 7 10 7 4 2 1 25 51
Outlays? -26 -12 -7 4 -4 -5 -9 -11 -13 -17 -53 -108
Subtotal, technical 12 15 26 15 11 15 16 16 16 18 79 159
Total Effect on the
Deficit® -64 17 14 17 25 25 32 32 36 42 8 175
Total Deficit (-) or Surplus as
Projected in January 2008 -219  -198  -241  -117 87 61 96 117 95 151 -688 -168

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

See Appendix A for more details on changes in CBQ’s projections since August 2007.
a. Includes net interest payments.

b. Negative numbers represent an increase in the deficit.

lays. Such changes would also affect projected debt-

Uncertainty and Budget Projections
Actual budgetary outcomes are almost certain to differ service costs (shown separately in Table 1-5).

from CBO’s baseline projections because of future legisla-
Activities Related to Iraq and Afghanistan and the War on

tive actions, unanticipated changes in conditions affect- i e '
Terrorism. CBO’s baseline includes outlays that arise

ing the economy, and many other factors that affect

federal spending and revenues.

Uncertainty of Future Legislative Actions

To illustrate how different fiscal policies might affect the
baseline, CBO estimated the budgetary impact of some
alternative policy actions (see Table 1-5). The discussion
below focuses on their direct effects on revenues and out-

from the $88 billion in appropriations already provided
for 2008 for operations in Iraq and Afghanistan and for
other activities related to the war on terrorism and from
the resulting $979 billion in budget authority for those
purposes that is projected over the 2009-2018 period (as
well as outlays from funding provided in 2007 and prior
years). However, the funding for 2008 represents only a

11
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Table 1-5.

The Budgetary Effects of Selected Policy Alternatives Not Included in
CBO’s Baseline

(Billions of dollars)

Total, Total,
2009- 2009-
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2013 2018
Policy Alternatives That Affect Discretionary Spending
Reduce the Number of Troops Deployed
for Military Operations in Iraq and
Afghanistan and Other Activities
Related to the War on Terrorism to
30,000 by 2010°
Effect on the deficit or surplus® 30 43 -14 22 45 55 60 63 65 68 70 65 390
Debt service * -2 -4 -4 -2 0 3 6 9 13 17 -12 35
Reduce the Number of Troops Deployed
for Military Operations in Iraq and
Afghanistan and Other Activities
Related to the War on Terrorism to
75,000 by 2013¢
Eﬁ‘ectonthedeﬁcitorsurplusb 30 -58 -59 51 -29 -13 4 17 21 24 25 -210 -120
Debt service * -2 -5 <9 -1 -13 -13 -14 -13 -13 -12 -40  -106
Increase Regular Discretionary
Appropriations at the Rate of Growth
of Nominal GDP*
Eﬁ‘ectonthedeﬁcitorsurplusb 0 -9 -33 -64  -95 -125 -154 -184 -214 -246 -280 -324 -1,403
Debt service 0 * -1 -4 -8 -13 -21 -30 -4 -55 -70 -26  -243
Freeze Total Discretionary
Appropriations at the Level
Provided for 2008
Eﬁ‘ectonthed