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Preface

House and Senate Committees on the Budget—is intended to help inform policy-

makers about options for the federal budget. The report presents a broad range of
possibilities, focusing on the effects of paying down the debt, options to cut spending or to
increase it, and options to cut taxes or to increase revenues.

This volume—ypart of the Congressional Budget Office’s (CBO’s) annual report to the

The broad proposals and specific policy options addressed in this volume come from
many sources. In keeping with CBO’s mandate to provide objective and impartial analy-
sis, the discussion of each proposal or option presents the cases for and against it. The in-
clusion or exclusion of a particular idea does not represent an endorsement or rejection by
CBO. As a nonpartisan Congressional agency, CBO does not make recommendations
about policy.

The report begins with an introduction that discusses how the emergence of large
surpluses has transformed the budget debate, presents rationales for the budget options
presented, and explains how to use this volume. Part One (Chapter 1) looks at the costs
and benefits of paying down federal debt held by the public. Part Two (Chapters 2
through 5) examines options for spending. Chapter 2 is a broad discussion of proposals
that would expand federal programs for retirement, health, and education. Chapter 3, in
similar fashion, discusses proposals that would increase spending for physical capital and
information. Chapter 4 provides an overview of defense spending and presents specific
options to increase or decrease it. Chapter 5 includes numerous options to cut nondefense
spending, organized by the functional categories of the budget—international affairs;
general science, space, and technology; and so on. Each functional category is introduced
by a page of background information about recent spending trends in that function. Part
Three (Chapters 6 and 7) looks at revenue options. Chapter 6 presents a broad discussion
of significant proposals for cutting taxes. Chapter 7 contains specific options for increas-
ing revenues, which follow the one-page format used in Chapter 5. Appendix A discusses
the usefulness of agencies’ reports under the Government Performance and Results Act for
assessing budget options. Appendix B contains the scorekeeping guidelines used to en-
force the requirements of the Budget Enforcement Act of 1990 (as amended). Appendix C
lists contributors to this report.

This volume is available in multiple formats on CBO’s Web site (www.cbo.gov), in-
cluding an “interactive” version with enhanced search capability.

Dan L. Crippen
Director

February 2001
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Introduction

recent robust rates of growth, continues to pro-

duce historic budget surpluses. For fiscal year
2001, the Congressional Budget Office (CBO) esti-
mates that higher revenues linked to the growing
economy will continue to outstrip spending and push
the total budget surplus (including the off-budget So-
cial Security trust funds) to $281 billion. That sur-
plus would be the largest in history in nominal dol-
lars and the largest since 1948 as a percentage of
gross domestic product (GDP). It would also mark
the first time in over a century that rising surpluses
were recorded for four consecutive years. Over that
span, surpluses would total more than $700 billion
and federal debt held by the public would fall by
roughly the same amount. CBO expects the current
slowing in the economy to be short-lived and over the
next 10 years projects rates of economic growth that
will continue to produce rising surpluses under pres-
ent policies. Under CBO’s projections, those sur-
pluses will be large enough in a few years to retire all
public debt that is available for redemption.

The U.S. economy, although slowing from its

The emergence of large surpluses has trans-
formed the budget debate in this country. Dominated
for decades by the problem of how to control persis-
tent deficits, that discussion now centers on questions
of how to use record surpluses—whether to devote
them to paying down the debt, increasing spending,
cutting taxes, or some combination of those three
broad options. Initially, the debate over surpluses
was muted by lawmakers’ pledge to ensure that total
budget surpluses equaled or exceeded those credited
to the off-budget Social Security trust funds—a step
intended to dedicate those off-budget surpluses to
paying down debt. But the appearance in fiscal year
2000 of the first large on-budget surplus ($86 billion)
and recent projections that show such surpluses to be

not only sustained but growing during the following
10 years have intensified the debate over what to do
with those funds. In fact, the recent Presidential and
Congressional election campaigns focused in large
part on the issue of how best to use the burgeoning
surpluses, and that issue is likely to be central to con-
sideration of the budget in the 107th Congress.

Yet despite the current budgetary prosperity and
favorable outlook for the near future, uncertainties
remain. The budget outlook for the next 10 years is
based on economic and other assumptions that could
prove to be wrong. In addition, that outlook does not
reflect the major budgetary pressures that loom just
beyond the 10-year budget horizon.

CBO’s projections of growing surpluses depend
largely on continued high levels of revenues spurred
by the growing economy. Should that economy,
which has already seen the longest expansion on re-
cord, perform below expectations, total revenues and
surpluses would be smaller. A substantial economic
downturn that lasted for some time could lower reve-
nues dramatically, increase spending, and reduce or
even eliminate surpluses altogether. Further, CBO’s
budget projections reflect current laws and policies,
which are likely to change over the 10-year projec-
tion period. After 2012, demographic shifts tied to
the aging and retirement of the baby-boom generation
will create demands for spending under current poli-
cies that are projected to generate both deficits and
record levels of public debt before the middle of the
century.

In today’s promising but uncertain fiscal envi-
ronment, lawmakers may find it useful to be in-
formed about a broad range of budgetary choices.
This volume discusses the three broad categories of
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Table 1.
The Budget Outlook Under Current Policies (By fiscal year, in billions of dollars)
Total,
Actual 2002-

2000 2001 2002 2003

2005 2006 2007 2008 2009 2010 2011 2011

On-Budget Surplus 86 125 142 171
Off-Budget Surplus?® 150 156 171 188
Total Surplus 236 281 313 359

Debt Held by the Public 3,410 3,148 2,848 2,509

Balance of Uncommitted

Funds® na. na. na na.
Net Indebtedness® 3,410 3,148 2,848 2,509
Memorandum:

Social Security Surplus 152 157 172 188

Total Surplus as a
Percentage of GDP 24 27 29 3.1

Debt Held by the Public as a
Percentage of GDP 347 305 262 219

212 267 316 359 417 484 558 3,122
221 238 257 276 2094 312 331 2488

433 505 573 635 710 796 889 5,610

1,714 1,251 1,128 1,039 939 878 818 n.a.

n.a. 28 466 1,003 1,608 2,338 3,164 n.a.

1,714 1,223 662 36 -669 -1,460 -2,346 n.a.

221 238 257 276 294 312 331 2,490

3.4 3.8 4.1 4.3 4.6 4.9 53 na

13.5 9.4 8.1 7.1 6.1 55 48 na.

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.

b. CBO’s term for the surpluses remaining in each year after paying down publicly held debt available for redemption. Uncommitted funds

accumulate from one year to the next.

c. Negative net indebtedness means that the balance of uncommitted funds exceeds the remaining debt held by the public.

budget options that face lawmakers in this period of
unprecedented surpluses: paying down the debt (Part
One); options for spending, including enhancements
and savings (Part Two); and options for revenues,
including tax cuts and increases (Part Three). Each
part centers on how the various policy alternatives
might affect projected surpluses; however, many of
the options also consider other budgetary rationales,
such as reordering budgetary priorities, improving
efficiency, or achieving other goals.

The Budget Outlook

CBO projects that under current policies and assump-
tions about the economy, total budget surpluses will

continue to grow, summing to about $5.6 trillion
from 2002 to 2011 (see Table 1). By 2006, surpluses
would be large enough to pay off all publicly held
federal debt available for redemption.! CBO’s pro-
jections include large and growing on-budget sur-
pluses totaling about $3.1 trillion over the next 10
years, as well as off-budget surpluses—which result
almost entirely from the surpluses of the Social Secu-
rity trust funds—accumulating to about $2.5 trillion.
Off-budget surpluses alone would be sufficient to pay
off the available debt by 2011.

1. Paying off available public debt does not mean that all outstanding
federal debt will be eliminated. For example, some outstanding
debt with longer maturities will not be available for redemption
during the 2002-2011 period. See Congressional Budget Office,
The Budget and Economic Outlook: Fiscal Years 2002-2011 (Jan-
uary 2001), pp. 14-15.
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CBO’s projections of on-budget surpluses are
based on certain levels of spending and revenues.’
Discretionary spending (provided anew each year in
appropriation acts) is estimated to grow at the rate
CBO projects for inflation—a rate of growth lower
than the increase in such spending since 1998 but
higher than that for most of the 1990s. The projec-
tions assume no changes in mandatory spending (con-
trolled in laws other than annual appropriation acts)
or tax laws, which means, in part, that no new bene-
fits are assumed to be added to existing entitlement
programs and expiring tax breaks that are routinely
extended are assumed to lapse. CBO projects that
revenues will remain near historically high levels
from 2002 through 2011, averaging just over 20 per-
cent of GDP each year.

The favorable outlook for the next several years,
however, is subject to considerable uncertainty.
CBO’s budget projections are based on economic
forecasts that could turn out better or worse than ex-
pected; in addition, current budget policies are likely
to change. Under alternative economic assumptions
that are also reasonable, surpluses several years from
now would differ from CBO’s current projections by
hundreds of billions of dollars a year.> Substantial
new spending or tax cuts, in the absence of offsetting
savings, could erode projected surpluses.

Since 1997, economic growth has outpaced ex-
pectations and led to significant upward revisions in
CBO’s projections of future surpluses. Those revi-
sions have dwarfed the spending and revenue effects
of legislation enacted during the same period, includ-
ing comparatively sizable increases in annual appro-
priations since 1998.* Whether future budget projec-
tions will continue to outstrip current expectations
and show even larger surpluses depends on at least
two factors: whether a strong economy continues to
produce federal revenues at a record clip and whether
lawmakers enact major spending hikes or tax cuts of
the type that were vigorously debated during the re-
cent election campaigns.

2. For a discussion of the baseline concept, see The Budget and Eco-
nomic Outlook, pp. 5-7.

3. See Chapter 5, “The Uncertainties of Budget Projections,” in Con-
gressional Budget Office, The Budget and Economic Outlook.

4. See Congressional Budget Office, The Budget and Economic Out-
look: An Update (July 2000), p. 7.

Rationales for Budget Options

The broad options for using on-budget surpluses—
paying down the debt, increasing spending, and cut-
ting revenues—highlight a more fundamental choice
facing lawmakers. Should on-budget surpluses be
saved or consumed? Yet even that basic choice does
not encompass the full range of budgetary decisions
that lawmakers confront. Although surpluses may
widen policy options, they do not by themselves jus-
tify more resources for federal programs or other ac-
tivities, especially those that are ineffective, ineffi-
cient, or unnecessary. Even with a bright budget out-
look in the near term, lawmakers continue to face sig-
nificant choices and trade-offs among competing
budgetary priorities.

Paying Down the Debt

Although the budget’s near-term outlook is favorable,
the aging of the population and the continued growth
of health costs over the next several decades will
bring about major structural shifts in the federal bud-
get, substantially increasing the amount of resources
directed toward programs for the elderly. CBO pro-
jects that spending on Social Security, Medicare, and
Medicaid (which finances long-term care and other
health benefits for low-income people, including the
elderly) will more than double as a share of GDP,
climbing from 7 percent in 1999 to almost 17 percent
in 2040. And unless current policies change, sub-
stantial budget deficits will reemerge during that pe-
riod, CBO projects.’

Saving budget surpluses to pay down federal
debt held by the public is a policy option that has at-
tracted considerable attention from policymakers and
others (see Chapter 1). Public debt has fallen from
about 50 percent of GDP in 1995 to about 35 percent
in 2000. Continuing to reduce that debt could pro-
vide additional economic benefits and enhance
policymakers’ flexibility in dealing with the fiscal
implications of an aging population. It could also
help prepare the United States for unexpected events

5. See Congressional Budget Office, The Long-Term Budget Outlook
(October 2000).
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that might create new demands for goods and ser-
vices. Paying down public debt could expand the
nation's pool of savings, boost the capital stock, and
raise GDP. Over time, the economy could be larger,
and a greater fraction of the income it produced could
be available to U.S. residents for consumption. As a
result, future workers could be better able to bear the
heightened burden of a graying population.

Although paying down the debt offers long-term
economic benefits, it implicitly requires current gen-
erations (who will increase the size of the over-62
population by nearly 40 million from 2010 to 2040)
to forgo tax cuts or spending increases. Paying down
public debt could also require investors to find alter-
native financial instruments to replace the Treasury
securities that principally make up the debt. If the
government continued to run budget surpluses after
available debt was paid off, it could eventually accu-
mulate a large stock of private assets, raising impor-
tant questions about the government’s involvement in
private businesses.

Spending Options

Some lawmakers support using on-budget surpluses
to increase federal spending in high-priority areas. In
particular, numerous proposals have focused on pro-
viding retirement income, health insurance, and edu-
cation (see Chapter 2). Surpluses offer an opportu-
nity to expand federal support of new initiatives in
those areas, conferring potentially significant benefits
but costing billions of dollars. However, the vulnera-
bility of Social Security and Medicare to increasing
cost pressure over the coming decades has also
prompted spirited debate over long-term restructuring
of those programs.

A period of fiscal strength also provides an op-
portunity to consider spending more on physical capi-
tal, scientific research, and federal information activi-
ties (see Chapter 3). Such investments can redistrib-
ute the benefits of a prosperous period over a longer
span of time—or even help sustain and extend the
prosperity itself. Of course, not all expenditures that
are future-oriented (or characterized as such) have an
adequate payoff down the road.

Many lawmakers support using a portion of the
on-budget surpluses to provide additional resources
for national defense. During the 1990s, following the
collapse of the Warsaw Pact and the dismantling of
the Soviet Union, federal spending for defense fell by
about 25 percent in real (inflation-adjusted) terms.
As the Soviet threat disappeared, however, the mis-
sions of the military services were redefined, with a
much greater emphasis on using the armed forces for
smaller-scale contingencies (such as overseas peace-
keeping and police functions). Some lawmakers are
concerned that the current defense budget is too low
to allow the Department of Defense to carry out those
new missions and still purchase the equipment
needed to sustain U.S. forces in the long run. They
favor restoring some of the post-Cold War cuts to
help offset those burdens and improve the military’s
readiness (see Chapter 4).

A period of surpluses and the opportunities they
offer for increased spending do not keep lawmakers
from having to make trade-offs among budget priori-
ties or to reorder those priorities. And if the budget
outlook sours, lawmakers may need options for cut-
ting spending to help preserve surpluses or to achieve
other budgetary goals. For example, proposals to
substantially increase funding for high-priority dis-
cretionary programs such as education and defense
may have to be offset with savings elsewhere in the
budget if lawmakers decide to preserve the on-budget
surpluses projected under CBO’s baseline. (Chapter
4 presents options for cutting defense spending, and
Chapter 5 details ways to cut nondefense outlays.)

Savings may be necessary for another reason as
well. The budget enforcement framework that has
governed budgetary decisionmaking for the past
decade—consisting of the annual limits on discre-
tionary appropriations and the pay-as-you-go require-
ment for new mandatory spending and revenue laws
—expires at the end of fiscal year 2002. In the 107th
Congress, lawmakers face the question of whether or
how to extend those disciplines. Budgetary savings
may be needed to help lawmakers comply with a new
or revised budget enforcement framework.

A component of such a framework may be one
of the various “lockbox™ proposals that lawmakers
considered during the last Congress. In general, lock-
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box procedures are intended to prohibit the Congress
from acting on legislation that would lower projected
surpluses below specified levels. Offsetting savings
may be needed to help meet those targets. A lockbox
has been proposed to help policymakers follow
through on their commitment to preserve off-budget
Social Security surpluses; one has also been proposed
to preserve portions of projected on-budget surpluses
for Medicare and for additional debt reduction.
Lockbox proposals may be high on the legislative
agenda of the 107th Congress.

Options to reduce spending may also help
achieve policy or programmatic goals whose primary
intents differ from or have a broader scope than en-
acting budgetary savings. For example, some of the
options in this volume could be used to reduce the
size of government, limit its rate of growth, or scale
back activities for which a federal role is questioned.
Other alternatives would enable lawmakers to re-
structure programs to achieve their goals at a lower
cost or eliminate programs that may have outlived
their usefulness or achieved the purposes for which
they were created. In some cases, changing condi-
tions may lead to different budgetary priorities and a
shift in funding from one program to another. For
example, changes in defense strategy in the post-Cold
War era may lead lawmakers to reduce resources for
defense activities or operations that are viewed as
outmoded, even as defense spending may be in-
creased in other areas to meet new or different
threats.

Some ideas for reducing programs’ costs may
come from performance reports required by the Gov-
ernment Performance and Results Act of 1993
(GPRA). GPRA directs federal agencies to establish
goals for their performance and criteria for measuring
progress toward those goals. The act further states
that information about performance is to be incorpo-
rated in the budget process to enable lawmakers to
better allocate budgetary resources. CBO attempted
to use GPRA-generated information from agencies to
evaluate the options in this volume. However, it
found little help for that exercise in the agencies’ first
reports—specifically, those issued in March 2000.
(Appendix A discusses GPRA and CBO’s analysis in
more detail.)

Revenue Options

In an environment of budget surpluses, some law-
makers believe that the overall tax burden should be
eased. In recent years, proposals for broad-based tax
cuts have been actively debated and were a principal
focus of the 2000 election campaign. (Chapter 6 de-
scribes the tax system and discusses some of those
proposals.) But lawmakers may also need options
that increase revenues to help improve the function-
ing of the tax system, craft a consensus on overall
budget priorities, make trade-offs, or achieve other
budgetary goals (see Chapter 7).

The criteria for inclusion of revenue options in
this volume are the three goals that guide the federal
tax structure: efficiency, fairness, and simplicity.
Efficiency demands that taxes distort behavior as lit-
tle as possible, consistent with other objectives. That
criterion often requires comparable taxation of alter-
native economic activities, and some revenue options
would eliminate tax provisions that favor some forms
of activity over others. For example, limiting the ex-
emption for employer-paid health insurance premi-
ums would reduce the differential tax treatment of
cash and noncash compensation. Other options
would correct inefficiencies that may occur in private
markets by imposing taxes on undesirable activities.
Taxing the emission of toxic water pollutants, for
example, would encourage firms to reduce their emis-
sions in a cost-effective manner. Another type of
option would alter tax provisions whose desirable
goals could be achieved more effectively in a differ-
ent manner. For example, limiting to $300,000 the
amount of mortgage principal that is eligible for the
interest deduction would continue to encourage home
ownership but at a lower cost in lost revenues.

Fairness requires that taxpayers in similar eco-
nomic circumstances pay similar taxes—a principle
known as horizontal equity—or that the tax burden
be distributed among the various classes of income in
conformance with the wishes of policymakers—ver-
tical equity. An option that would improve horizon-
tal equity, for example, would make investment in-
come from life insurance and annuities taxable, thus
treating those forms of income in the same way as
income from other sources, such as bank accounts,
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taxable bonds, and mutual funds. Other options
would adjust vertical equity: phasing out the child
and dependent care credit, for example, would make
the income tax more progressive by raising the aver-
age tax rates of higher-income taxpayers.

Lessening the tax system’s complexity would
reduce its administrative costs as well as the costs of
compliance for taxpayers. Eliminating the alternative
minimum tax, for example, would simplify the prepa-
ration of income tax returns for many taxpayers.
Similarly, standardizing the ranges of income over
which certain tax preferences phase out would reduce
the calculations required to determine a taxpayer’s
eligibility for such preferences.

Using This Volume

The three parts of this report correspond to the broad
alternatives proposed for using the surplus. Part One
(Chapter 1) discusses the option of saving the sur-
pluses to pay down the debt. Part Two (Chapters 2
through 5) describes spending options—both those
that would boost federal spending for high priorities
and those that would cut spending to help preserve
the surplus or to offset the cost of new initiatives,
reorder federal priorities, or serve other goals. Part
Three focuses on revenue options. Paralleling Part
Two, it presents options that would lower the tax bur-
den for broad classes of taxpayers (Chapter 6) and
options that would increase revenues to help save
surpluses or achieve budgetary savings that might be
needed for other purposes (Chapter 7).

Part One

This part of the volume discusses the benefits and
costs of paying down federal debt held by the public.
It also describes historical trends in federal debt, the
relationship between long-term budgetary pressures
and projected levels of debt, and the effects of debt
reduction over the long term.

Choosing the path of reducing the debt does not
imply a particular course of action or that there will
be no changes in current spending or revenue poli-

cies. Indeed, if lawmakers choose to increase spend-
ing or cut taxes significantly and if the record levels
of revenues seen in recent years begin to subside,
they may have to make other budgetary trade-offs if
they wish to preserve surpluses and continue reduc-
ing the public debt. The options for reducing spend-
ing or increasing revenues in Chapters 4, 5, and 7
may help them achieve those goals.

Part Two

Part Two discusses spending options. In general, itis
divided into separate chapters that describe policy
changes that would increase spending and specific
options to cut costs.

Chapters 2 and 3 address a number of major
proposals that have been actively debated and that
would significantly change federal spending:

o  Chapter 2 treats proposals that would boost re-
sources for a variety of federal programs for
retirement, health, and education. The changes
proposed include ways to increase retirement
income, expand Medicare benefits, subsidize
the purchase of health insurance for people un-
der age 65, and expand federal funding for edu-
cation. The proposals generally involve sub-
stantial increases in federal spending; some
would also impose federal mandates on the pri-
vate sector and on state and local governments.
The chapter also describes policies that could
address the long-term budgetary pressures faced
by Social Security and Medicare.

o  Chapter 3 discusses proposals that would in-
crease federal spending for capital investment
(such as transportation and water systems), ci-
vilian research and development, and federal
financial management and statistics.

Some of the proposals noted above would be
relatively complicated to carry out. The chapters are
intended to provide a basic understanding of broad
policy areas and consequently do not include detailed
cost estimates. Instead, they offer a context for law-
makers and others as the budget debate proceeds,
providing background information and some perspec-
tives on the proposals, evaluating their potential
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scope and effects, and indicating the magnitude of
possible budgetary consequences.

Chapter 4, following the format of CBO’s
March 2000 report on defense budget options, pre-
sents an overview of specific alternatives that could
be used to increase or decrease defense spending.® In
general, the options to increase spending would pro-
vide funding to restructure military forces, modernize
weapons, and improve readiness, equipment, and the
quality of life of military personnel. The options to
reduce defense spending would produce budgetary
savings that could be used to fund new defense initia-
tives, shift defense priorities, or achieve other pur-
poses. The alternatives in the chapter include esti-
mates of annual costs or savings for each of fiscal
years 2002 to 2006 and cumulative estimates for that
five-year period and for the 10-year period ending in
2011. In general, those estimates are measured
against the most recent Department of Defense plan
as modified by lawmakers in enacting appropriations
for fiscal year 2001.

Chapter 5 presents specific nondefense options
that would produce budgetary savings. They are
classified according to the appropriate functional cat-
egories of the budget—international affairs (150),
general science, space, and technology (250), and so
on. For each function, an introductory page provides
summary information and data since 1990 on overall
trends in mandatory and discretionary spending
within that function. Each option provides some gen-
eral background, discusses the pros and cons of the
proposal, identifies whether it affects mandatory or
discretionary spending, and estimates the annual sav-
ings for the 2002-2006 period. Cumulative savings
are summed both for that five-year period and for the
10-year period that ends in 2011,

The spending options in Chapters 4 and 5 are
numbered individually and include, where appropri-
ate, references to related options in the volume and to
relevant CBO publications. They are numbered ac-
cording to the budget function into which they are
grouped. For instance, defense options are numbered
050-01, 050-02, and so on. Closely related options
are grouped together under a single number, with in-

6.  Congressional Budget Office, Budget Options for National Defense
(March 2000).

dividual options identified by a letter suffix. As an
example, option 050-16-A would reduce U.S. forces
to the levels of the second Strategic Arms Reduction
Treaty (START II) by 2004; option 050-16-B would
reduce nuclear delivery systems within START II’s
overall limits.

The projected savings for mandatory spending
options are computed from baseline levels estimated
to occur under current law. Savings for discretionary
spending options are calculated from two baseline
levels: current appropriations for 2001 and that level
adjusted for inflation. New or increased user fees
may be classified as offsets to spending (offsetting
receipts or collections) or as new revenues (govern-
mental receipts).’

Part Three

Part Three discusses revenue options. It is divided
into a discussion of broad options that would reduce
revenues (Chapter 6) and specific options that would
increase them (Chapter 7).

Paralleling the format of Chapters 2 and 3,
Chapter 6 contains a broad discussion of significant
proposals for reducing taxes that have been actively
debated and would be likely to have a sizable impact
on the federal budget. It is meant to provide a basic
understanding of major tax cut proposals, some con-
text and perspective on their development, an evalua-
tion of their possible scope and effects, and a general
sense of the magnitude of possible budgetary out-
comes. The discussion in Chapter 6 does not include
detailed revenue estimates for the proposals; rather, it
offers lawmakers and others a framework within
which to consider revisions to the tax code that may
be prompted by projections of surpluses and other
factors.

7. The term “user fee” is not a formal budget category. It is an infor-
mal term that generally refers to collections from individuals or
entities that benefit from or are regulated by some federal program;
the collections are used solely to support that program. In general,
if the fee supports a business-type activity, it is classified as an
offset to spending. If it is based on the government’s sovereign
power to tax, it is classified as a revenue. User fees classified as
spending offsets may be further categorized as either mandatory or
discretionary, depending generally on the type of spending legisla-
tion in which the fee is included.
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The options for specific revenue increases in
Chapter 7 follow the format used in Chapter 5 for
options to reduce spending. The revenue options are
individually numbered and include references to re-
lated options elsewhere in the volume and to applica-
ble CBO publications. Each option includes some
general background, the pros and cons of the pro-
posal, estimates of the annual revenue increase in
2002 through 2006, and the cumulative increase both
for that five-year period and for the 10-year period
that ends in 2011. The estimates are computed from
baseline levels projected under current law.®

Budget Options on the Web

Like CBO’s other reports, this Budget Options vol-
ume is available on CBO’s Web site (www.cbo.gov)
in multiple formats. In addition, an “interactive” ver-
sion on the site offers enhanced search capability.
That version allows users to search the entire volume
by word or phrase. For the specific, numbered policy
options in Chapters 4, 5, and 6 (including, respec-
tively, options to reduce or increase defense spend-
ing, to cut nondefense spending, and to increase reve-
nues), users may search by spending category (discre-
tionary or mandatory), by budget function, and by
federal agency. Those searches may be performed
singly or in combination and may also be joined with
searches by word or phrase. Users may also search,
by budget function or word or phrase, the introduc-
tory pages in Chapters 4 and 5 that provide tables
showing historical spending trends for each budget
function.

Limitations of This Volume

The broad budgetary proposals and specific options
discussed in this volume stem from various sources.
They are derived from legislative proposals, Presi-
dential budgets, past CBO options volumes, Congres-

8. For cost estimates of legislation that would amend the Internal Rev-
enue Code, CBO uses estimates provided by the Joint Committee
on Taxation. JCT estimated the increased revenue that would be
collected as a result of all but three of the options in Chapter 7. For
those options—REV-23, REV-24, and REV-25—CBO prepared
the estimates.

sional and CBO staff, other government entities, and
private groups. The proposals and options are in-
tended to reflect a range of possibilities; they are
neither ranked nor comprehensive. The inclusion or
exclusion of a particular proposal or option does not
represent an endorsement or rejection by CBO. Asa
nonpartisan Congressional staff agency, CBO does
not make policy recommendations.

Because the savings options in this volume are
also intended to facilitate the case-by-case review of
individual programs, they exclude certain types of
governmentwide options that would produce savings
in many programs or agencies. Such options would,
for example, freeze or cut federal spending across the
board or eliminate an entire department or major
agency.

Some of the options affecting state, local, or
tribal governments, or the private sector, may involve
federal mandates. The Unfunded Mandates Reform
Act of 1995 establishes procedures that are intended
to control such mandates and requires CBO to esti-
mate the costs of mandates imposed by new legisla-
tion that the Congress is considering. Individual op-
tions in this volume do not identify potential man-
dates or estimate their cost.

In calculating costs or savings for the individual
options, CBO did not include changes in federal in-
terest costs. Interest costs or savings typically are
estimated as part of a comprehensive budget plan,
such as the Congressional budget resolution, but such
adjustments are not usually made for individual op-
tions of the type discussed in this volume.

Subsequent CBO cost estimates of legislative
proposals that may resemble the options in this vol-
ume and subsequent revenue estimates by the Joint
Committee on Taxation may not match the estimates
shown in this report. For one thing, the policy pro-
posals on which those later estimates are based may
not precisely match the options in this volume. Fur-
ther, the budget baseline estimates or levels against
which the proposals ultimately are measured may
have been updated and thus would differ from those
used here.
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Scorekeeping Guidelines

The Budget Enforcement Act of 1990, which estab-
lished the limits on discretionary spending and the
pay-as-you-go requirement, included formal score-
keeping guidelines to ensure that the budgetary ef-
fects of legislation would be measured consistently.
Those guidelines are reviewed periodically by the
“scorekeepers”—the House and Senate Budget Com-
mittees, the Office of Management and Budget
(OMB), and CBO—who may revise them if all agree.
Among other things, the guidelines specify how to

score asset sales and lease purchases and how to treat
legislation that crosses between the discretionary
spending and pay-as-you-go enforcement categories
(see Appendix B).

The guidelines, however, are subject to interpre-
tation, and differing interpretations may affect how
certain options are counted. OMB’s estimates are
final for the purpose of enforcing the discretionary
spending limits or pay-as-you-go requirement. The
estimates of CBO are advisory for those and other
purposes but are generally used in the Congressional
budget process.



Part One: Debt



Chapter One

Paying Down the Debt

bright over the next 10 years, the aging of the

U.S. population and the continued growth of
health care costs will eventually cause major struc-
tural shifts in the budget and in the amount of re-
sources directed toward the elderly. Spending on
Social Security, Medicare, and Medicaid (which fi-
nances some health benefits for low-income elderly
people) could more than double over the next 40
years as a share of the nation's income—climbing
from 7.5 percent of gross domestic product (GDP) in
1999 to almost 16.7 percent in 2040. In addition,
substantial budget deficits will reemerge during that
period unless current policies are changed.

! Ithough the outlook for the federal budget is

One policy option that has attracted consider-
able attention from policymakers and the public is
saving annual budget surpluses and paying down the
federal debt. Indeed, federal debt held by the public
has already declined from about 50 percent of GDP
in 1995 to about 35 percent in 2000." Continuing to
pay down that debt could provide additional eco-
nomic benefits and give policymakers more flexibil-
ity to deal with the fiscal implications of an aging
population. It could also help prepare the United
States for unexpected events. By expanding the na-
tion's saving, it could boost the stock of private capi-
tal and increase GDP. Over time, the economy could
be larger, and a greater fraction of its income could
be available for future consumption. As a result, fu-
ture workers could be better able to bear the height-
ened burden of a graying population.

1. Federal debt held by the public is debt issued by the federal govern-
ment and held by nonfederal investors. In this chapter, "debt" refers
to debt held by the public, unless otherwise indicated.

The Congressional Budget Office (CBO) pro-
jects that in the absence of new legislation, budget
surpluses would be sufficient by 2006 to pay off all
of the federal debt available for redemption. What
would happen to the budget after that? If current
laws that control revenues and outlays remained un-
changed, the government would begin to accumulate
a stock of nonfederal assets (such as stocks and
bonds), which could grow to almost $3.2 trillion by
2011. Such large investments by the federal govern-
ment in the private sector would be unprecedented.

Trends in Government Debt

Whenever the federal government’s total yearly ex-
penditures exceed its total yearly revenues, the gov-
ernment runs a budget deficit. If the Treasury does
not finance that deficit by drawing down its holdings
of cash, gold, or other assets, the government has to
borrow funds from the public. That additional bor-
rowing increases the government’s debt held by the
public.

The situation is not unlike what happens when a
family borrows on a credit card. The balance on the
card is a debt, which carries finance, or interest,
charges as long as the debt is outstanding. The fam-
ily can reduce its debt by paying off more than it
spends (including finance charges) each month.

Large budget deficits arise most often in periods
of fiscal stress, such as times of war or during the De-
pression. Surpluses are more likely to appear in peri-
ods of prosperity, when tax revenues are high and the
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demands on social welfare and other programs are
low. Deficits or surpluses result from government
policies that govern spending and taxation, combined
with the performance of the economy. The level of
debt is the residual outcome of those policies over a
period of many years. (For a brief history of federal
debt, see Box 1.)

Sometimes, such as now, the debt itself be-
comes a focus of policy interest. Although the level
of debt as a percentage of gross national product
(GNP) has fallen from its recent peak in fiscal year
1993, it remains high relative to any period other than
World War II and its aftermath (see Figure 1).> At
the end of fiscal year 2000, total debt held by the
public stood at $3.4 trillion, or about 35 percent of
GNP. The unusually large peacetime deficits of the
1980s that contributed to federal debt gave rise to
new policies to limit deficit spending. For example,
the Budget Enforcement Act of 1990 established caps
on discretionary spending; it also set up budgetary
procedures that made it more difficult to pass legisla-
tion that reduced revenues or increased spending on
mandatory programs.

Some other advanced nations have more-severe
debt burdens than the United States does (see Fig-
ure 2). Their problems will be exacerbated as their
populations age and their social security commit-
ments become a heavier burden. In recent years, sev-
eral European countries have actively sought to re-
duce their annual deficits and total debt in order to
qualify for membership in the European Monetary
Union. For its part, Russia is facing the adverse con-
sequences of having defaulted on part of its debt.

Although the level of U.S. government debt has
varied widely in the past, it is reasonable to assume
that above some level, federal debt becomes a serious
burden. Building up that debt transfers current costs
to future taxpayers, who will have to pay interest on
the debt. That may be an appropriate way to finance
an extraordinary expenditure, such as a war, particu-

2. Figure | compares debt with gross national product rather than the
more familiar gross domestic product because GNP is the measure
used in the historical data. GNP measures the total income of all
U.S. residents (including net payments for capital and labor income
earned in other countries). GDP measures the income produced on
U.S. soil. The difference between the two was about $10 billion in
1999.

Box 1.
The History of Federal Debt

The United States began its life as a nation with a sub-
stantial debt—more than 40 percent of gross national
product (GNP)—because in one of its first budgetary
decisions, the new republic agreed to assume the Revo-
lutionary War debt of the states in order to establish the
creditworthiness of the federal government. Since then,
the ratio of federal debt to GNP has generally fallen in
peacetime and risen very sharply in times of war (as
well as during the later stages of the Depression).
Lessereconomic disruptions—recessions—have tended
to cause temporary deficits and slightly raise the ratio
of debt to GNP, but in most cases they did not alter the
general downward trend of that ratio in peacetime (see
Figure 1). The debt ratio stabilized in the 1970s; it
began to increase in the 1980s when large budget defi-
cits emerged. Since 1995, however, it has fallen signif-
icantly. In 2000, the ratio of federal debt to GNP stood
at 35 percent, down from about 50 percent in 1995.

During the 1830s, revenues from tariffs and land
sales were sufficient to reduce federal debt nearly to
zero. However, the federal government did not redeem
all of its debt; instead, it began to accumulate assets (in
the form of bank deposits), and by 1834, the value of
the Treasury’s deposits exceeded the value of its out-
standing debt. By 1837, the federal government had so
much revenue that it remitted substantial payments to
the states. (Those payments were described as loans at
the time, but they did not carry interest and were never
repaid; they were the forerunners of today's federal
grants to the states.) The debt remained low until the
Civil War, when it shot up to almost 40 percent of
GNP.

During the 20th century, debt reduction occurred
for a variety of reasons. In the decade after World
War L, fiscal discipline probably caused much of the
reduction in the debt ratio. In the period after World
War II, by contrast, the federal budget ran few sur-
pluses and the decline in debt as a percentage of GNP
came about largely from the growth of nominal GNP
—reflecting strong productivity growth in the 1950s
and 1960s and inflation in the 1970s. That postwar
decline in the debt ratio was aided by the fact that much
wartime borrowing had been on extremely favorable
terms, so interest payments did not rise nearly as much
as the debt. The most recent decline in debt as a share
of GNP stemmed mostly from the extraordinary eco-
nomic growth of the 1990s, which significantly boosted
revenues. Reductions in defense spending and a slow-
down in the growth of health care spending also con-
tributed to reducing annual budget deficits.
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Figure 2.
Net Government Debt of Selected Countries as a Percentage of Gross Domestic Product
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SOURCE: Congressional Budget Office using data from the Organization for Economic Cooperation and Development.

NOTES: Net government debt is measured as the net financial liabilities of a country’s general government, which consolidates central, state,
and local government accounts, social security funds, and nonmarket, nonprofit institutions controlled and financed mainly by
government units.

Conceptual revisions in the data series occur for the Netherlands in 1987 and 1995, for Germany in 1995, for ltaly in 1990, and for the
United Kingdom in 1984.

larly if it seems likely that future taxpayers will bene- it shifts the burden of taxation to different groups of
fit from that expenditure. But even a moderate level taxpayers over time as well as balancing the various
of debt can be costly to maintain, both because of the costs and benefits associated with it.

interest that must be paid on it and because the debt
tends to compete with and displace private capital,
thus slowing the growth of the economy.’ Determin-
ing the consequences of debt requires analyzing how

Long-Term Pressures on
| the Federal Budget

3. Interest payments on debt can impose costs on the economy as a

whole because they may be financed by taxes that distort economic

decisionmaking and reduce the efficiency of the economy. Those Over the next several decades, the federal budget will
efficiency losses tend to rise disproportionately with the tax rate. face pressure from three fundamental sources. First,
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the large baby-boom generation will begin to reach
retirement age in the next decade or so and become
eligible to receive benefits from Social Security and
Medicare. Baby boomers whose income is low
enough will also qualify for benefits under Medicaid,
which pays for long-term care and other services.
Second, people will probably continue to live longer
than they did in the past and spend a longer period of
their life in retirement. Third, the advance of medical
technology may put upward pressure on the costs of
providing health care.

Those demographic and economic develop-
ments will significantly increase the number of retir-
ees per worker and affect both federal spending and
revenues. In 1960, the United States had 5.1 workers
for each beneficiary in the Social Security program;
today, the ratio is about 3.4 to 1. That figure is pro-
jected to fall to just 2.1 workers per beneficiary in
2040. As aresult, the growth of federal spending for
Social Security, Medicare, and Medicaid will speed
up rapidly, while the growth of revenues will slow as
older workers leave the labor force.

CBO’s Long-Term Projections

What will happen to the budget and the economy if
federal policies do not change in response to those
demographic and economic trends? The Congres-
sional Budget Office addressed that hypothetical
question by developing projections for the budget
under a wide variety of assumptions. CBO's long-
term projections suggest that the share of GDP de-
voted to federal health and retirement programs will
increase significantly and that a long-term imbalance
between spending and revenues will probably
emerge.* For example, under one midrange set of as-
sumptions, spending on the major health and retire-
ment programs will rise from 7.5 percent of GDP in
1999 to about 16.7 percent in 2040 (see Figure 3).
That increase will have a major impact on the federal
budget: spending for Social Security, Medicare, and
Medicaid combined will climb from about 45 percent
of federal outlays (excluding interest costs) in 1999
to about 70 percent in 2040 (see Figure 4).

4. See Congressional Budget Office, The Long-Term Budget Outlook
{October 2000). Those long-term projections are based on the 10-
year projections that CBO published in July 2000 and do not incor-
porate revisions to the 10-year projections published in January
2001.

Figure 3.

Spending for Social Security, Medicare, and
Medicaid Under CBO's Midrange Assumptions,
1970-2040

Percentage of GDP
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SOURCE: Congressional Budget Office.

NOTE: Spending is based on measures from the national income
and product accounts. For details of CBO's midrange
assumptions, see Congressional Budget Office, The
Long-Term Budget Outlook (October 2000).

The rising share of spending for the elderly will
affect the outlook for the federal budget surplus and
debt held by the public. Although the outlook for the
surplus is very positive over the next 10 years, fiscal
pressures are likely to bring back deficits and eventu-
ally cause the federal debt to escalate as a percentage
of GDP (see Figure 5). CBO also estimates that the
increase in debt could significantly slow the growth
of the economy. (CBO's projections focus on the
balance of the total budget—not the Social Security
or Medicare trust funds—because the trust funds by
themselves do not illuminate the central economic
issues relating to debt policy. See Box 2 on page 20
for details.)

As unfavorable as they seem, those projections
could turn out to be too optimistic. Pressures are
growing to increase Medicare spending through a
new prescription drug benefit, increased payment
rates for health care providers, or both.
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Figure 4.

Spending for Social Security, Medicare, and Medicaid as a Share of Federal Noninterest Spending

(In percent)
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SOURCE: Congressional Budget Office.
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NOTE: Spending is based on measures from the national income and product accounts.

a. Percentages in 2040 are based on the assumption that the off-budget surpluses in CBO's 10-year baseline projections are saved rather
than used for spending or tax cuts. Most other assumptions about the fate of surpluses yield similar percentages.

Caveats About the Long-Term
Projections

When assessing CBO’s long-term projections, it is
important to bear in mind that they are by their nature
highly uncertain. They rely on demographic assump-
tions about future rates of mortality, fertility, and
immigration; on economic assumptions about labor
supply, saving, and productivity; and on budgetary
assumptions about the future course of spending and
taxes. The budget and the economy could turn out
very differently than CBO expects today. Moreover,
CBO’s projections take into account some, but not
all, of the potentially important interactions between
the budget and the economy. (For example, they do
not account for the effect of taxes on labor supply
and saving.)

In addition, these projections are not predictions
of what CBO thinks is likely to happen. Instead, the
projections use simple assumptions to represent cer-
tain aspects of current policies and then illustrate
what would happen if those policies were mechani-
cally followed into the future. Of course, that is un-
likely to occur: policymakers will surely modify tax
and spending policies in the future. However, the

projections provide a useful benchmark because they
demonstrate that changes in policy will be necessary
and they give a rough estimate of the magnitude of
those changes.

The Importance of Economic
Growth

How can policymakers respond to the challenge of
rising demand for health and retirement spending?
Certainly, one way is for the government to pursue
policies that foster economic growth. Although
growth cannot alter basic demographic trends, it can
ease the burden of high program costs by making
more resources available to workers and retirees.

Running budget surpluses and thus paying down
federal debt is one way to foster economic growth
because it increases national saving and makes more
funds available for investment in business equipment,
structures, and other types of capital. Other ways to
promote growth include changing tax and regulatory
policies to improve efficiency and to encourage peo-
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Figure 5.
Projections of Debt Held by the Public Under
Different Assumptions About Saving Surpluses

Percentage of GDP
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SOURCE: Congressional Budget Office.

NOTES: All of these projections use midrange long-term as-
sumptions that are explained in Congressional Budget
Office, The Long-Term Budget Outlook (October 2000).

Off-budget surpluses consist of the surpluses of the
Social Security trust funds and the Postal Service. Un-
der the "save off-budget surpluses” assumption, on-
budget surpluses in 2000 through 2010 are zero, and
off-budget surpluses match CBO's 10-year baseline for
the off-budget accounts published in July 2000. Al-
though CBO published a new 10-year baseline in Janu-
ary 2001, its projection of the off-budget surplus did not
change much.

Under the “save no surpluses” assumption, the total sur-
plus in each year from 2000 through 2010 is zero (an
on-budget deficit offsets the off-budget surplus). Revis-
ing the assumptions to reflect CBO’s 10-year baseline
projections published in January 2001 would not signifi-
cantly affect projections of debt under this assumption
about surpluses.

Under the "save total surpluses” assumption, total sur-
pluses (both on- and off-budget) in 2000 through 2010
match CBO's 10-year baseline for the total surplus pub-
lished in July 2000. Using CBO’s January 2001 base-
line would substantially reduce the projected level of
federal debt and increase the projected accumulation of
nonfederal assets.

ple to work and save more, or increasing government
spending on programs that are oriented toward in-
vestment rather than current consumption.

Yet economic growth is unlikely to eliminate
budgetary imbalances by itself because it can also

lead to increased spending on many programs. For
example, under the current formula for determining
Social Security benefits, higher wages eventually
translate into higher benefits (although with a sub-
stantial lag). Thus, even though the nation might be
wealthier, it would still face a sharp increase in the
resources necessary to pay for Social Security after
the baby-boom generation retired. As a result, poli-
cymakers will most likely face hard choices about
budget policy even if economic growth is higher.

The Effects of Paying Down
the Debt

Paying down the debt could offer significant benefits.
it could reduce the amount of resources that would
have to be spent on servicing the debt, increase capi-
tal investment, and boost economic growth; it could
enhance economic efficiency by smoothing tax rates
over time and could make it easier for future genera-
tions of workers to bear the burden of an aging popu-
lation; and it could give future policymakers more
flexibility to deal with the unexpected. Paying down
the debt could also affect participants in financial
markets and could raise questions about the govern-
ment's ownership of private assets.

Macroeconomic Effects

Debt reduction could increase national saving and the
nation's pool of funds for capital investment both at
home and abroad.” Over time, the U.S. capital stock
could grow larger and the nation could accumulate
more net foreign assets. As investment in businesses'
structures and equipment grew, workers would be-
come more productive and earn higher wages. Asa
result, the United States could produce more goods

5. National saving would not necessarily rise dollar for dollar with an
increase in the budget surplus because private savers might reduce
their saving in response to the larger surplus. The reduction in pri-
vate saving, however, would be unlikely to offset the surplus com-
pletely. See B. Douglas Bernheim, “Ricardian Equivalence: An
Evaluation of Theory and Evidence,” NBER Macroeconomics An-
nual 1987 (Cambridge, Mass.: MIT Press, 1997), pp. 263-303; and
Funio Hayashi, Joseph Altonji, and Laurence Kotlikoff, “Risk Shar-
ing Between and Within Families,” Econometrica, vol. 64, no. 2
(March 1996), pp. 261-294.
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Some analysts suggest that government trust fund programs
offer a way to accumulate public savings. They point to the
Social Security trust funds as an example. However, gov-
ernment trust fund accounting can often be misleading.
Simply because surpluses are recorded in a particular gov-
ernment account does not necessarily mean that governmen-
tal actions have contributed to national saving. The overall
budget deficit or surplus better indicates the federal govern-
ment’s potential contribution to saving.

The federal budget includes more than 150 trust funds.
They vary widely in size and purpose, but the best known
ones fall into two categories: trust funds for major benefit
programs (such as Social Security, Medicare, unemployment
insurance, and retirement programs for federal employees)
and trust funds for infrastructure programs (notably, the
Highway and the Airport and Airway Trust Funds).

The federal government's trust funds, including those for
Social Security, are simply accounting mechanisms: they
record the income from earmarked taxes; from transfers from
the general fund; from spending for benefit payments, pur-
chases, grants, and administrative expenses; and from inter-
est that accrues when income exceeds spending. They do
not necessarily record the amount of resources that have
been set aside to fund their programs, because surpluses in
the trust funds may be offset by deficits elsewhere in the
budget.

Trust Fund Accounting

For example, making transfers from the general fund to
the Social Security trust funds would improve the apparent
solvency of the trust funds. At the same time, however,
those transfers would increase the liabilities in the rest of the
budget. Because the transfers would be nothing more than
intragovernmental accounting transactions, they would have
no direct effect on the overall budget, nor would they con-
tribute to national saving.

The transfers could have indirect effects on the budget if
they changed people's perceptions about the Social Security
program and altered future decisions by policymakers, but
the direction of those effects is uncertain. On one hand, the
transfers might help to package debt reduction in a more
palatable form by moving a portion of the on-budget surplus
into the Social Security trust funds. On the other hand, the
apparent improvement in the actuarial solvency of Social
Security could lull the public into a false sense of compla-
cency and lessen pressure for making changes in the pro-
gram now, when corrective action might be less difficult.

Ultimately, the government's ability to pay future com-
mitments, whether they are Social Security benefits or some
other payments, depends on the size of the economy—not
on the balances attributed to various trust funds.

and services and have more resources available to
support an aging population.

Different paths for government saving over the
next decade could have significant long-term implica-
tions for economic growth. For example, if the pro-
jected off-budget surpluses (largely from Social Se-
curity) were saved over the next 10 years and used to
pay down debt, national saving could increase, the
capital stock could grow larger, and workers could
become more productive. Under one seemingly rea-
sonable scenario, real (inflation-adjusted) GDP per
person could be about $5,500 (10 percent) higher by
2040 than it would be if those surpluses were used
for additional government consumption of goods and
services (see Figure 6).°

6.  That estimate is based on CBO's midrange assumptions for popula-
tion, productivity, and medical costs. For details, see Congressional
Bu