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(such as the Comprehensive 1099 Taxpayer Protection and Repayment of Exchange Subsidy
Overpayments Act of 2011).




Preface

At the request of the Senate Committee on Appropriations, the Congressional Budget
Office (CBO) has prepared an analysis of the President’s budgetary proposals for fiscal year
2012, which were released on February 14, 2011. The analysis uses CBO’s economic assump-
tions and estimating techniques, rather than the Administration’s, to project how the propos-
als in the President’s budget would affect federal revenues and outlays and the U.S. economy.
For tax provisions, the analysis incorporates estimates prepared by the staff of the Joint
Committee on Taxation.

This analysis follows and supplements CBO’s “Preliminary Analysis of the President’s Budget
for 2012,” which was released on March 18, 2011, as an attachment to a letter to the Chair-
man of the Senate Appropriations Committee. CBO has not changed its estimates from the
ones presented there. Chapter 1 of this report reiterates that document, with additional fig-
ures and details about the differences between CBO’s and the Administration’s budget
estimates. Chapter 2 presents CBO’s analysis of how the President’s proposals would affect the
overall economy (relative to what would occur under current law) and, in turn, indirectly

affect the budget.
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Summary

he Congressional Budget Office (CBO) has ana-
lyzed the proposals contained in the President’s budget
for 2012, which was released in February 2011. The
analysis takes two forms: an assessment of the proposals
without considering their effects on the economy, dis-
cussed in Chapter 1, and an evaluation of those propos-
als’ potential effects on the economy and, in turn, the
impact of those economic effects on the budget, discussed
in Chapter 2. (Chapter 1 reiterates CBO’s preliminary
analysis released last month without changes to the esti-
mates.)"

CBO’s analysis of the President’s proposals, before
consideration of their potential impact on the economy,
indicates the following:

B If the President’s proposals were enacted, the federal
government would record deficits of $1.4 trillion
in 2011 and $1.2 trillion in 2012. Those deficits
would amount to 9.5 percent and 7.4 percent of gross
domestic product (GDP), respectively. (By compari-
son, the deficit in 2010 totaled 8.9 percent of GDP)
Those deficits would exceed the ones projected to
occur under current law, by $26 billion and $83 bil-
lion, respectively.”

1. See Congressional Budget Office, “Preliminary Analysis of the
President’s Budget for 2012,” attachment to a letter to the Honor-
able Daniel K. Inouye (March 18, 2011). Although CBO has not
changed the estimates described in that preliminary analysis,
Chapter 1 of this report now includes figures and more details
about the differences between CBO’s and the Administration’s
budget estimates.

2. Those estimates reflect legislation enacted through March 2,
2011, and have not been updated to reflect later legislation. In
particular, the incremental effects of any subsequent continuing
resolutions, full-year appropriation acts, or other legislation—
such as the Comprehensive 1099 Taxpayer Protection and Repay-
ment of Exchange Subsidy Overpayments Act of 2011—are not
included.

B The deficit under the President’s proposals would fall
to 4.1 percent of GDP by 2015 but would generally
rise thereafter. Compared with CBO’s current-law
baseline projections, deficits under the proposals
would be about 0.5 percentage points of GDP higher
in 2012, 1.3 percentage points higher in 2013, and
1 to 2 percentage points higher thereafter. By 2021,
the deficit would reach 4.9 percent of GDP, compared
with 3.1 percent under CBO’s baseline projections.
Over the 2012-2021 period, deficits under the Presi-
dent’s budget would total $9.5 trillion, compared with
$6.7 trillion under those baseline projections.

B Under the President’s budget, debt held by the public
would grow from $10.4 trillion (69 percent of GDP)
at the end of 2011 to $20.8 trillion (87 percent of
GDP) at the end of 2021, about $2.8 trillion more
than the amount under CBO’s baseline projections.
Outlays for net interest would nearly quadruple
between 2012 and 2021 in nominal dollars (without
an adjustment for inflation); they would swell from
1.7 percent of GDP in 2012 to 3.9 percent in 2021.

B Revenues under the President’s proposals would be a

total of $2.3 trillion (or 6 percent) below CBO’s base-
line projections from 2012 to 2021, largely because of
the President’s proposals to index the thresholds for
the alternative minimum tax (AMT) for inflation
starting at their 2011 levels and to continue many

of the tax reductions originally enacted in 2001 and
2003 that were extended in the 2010 tax act (the Tax
Relief, Unemployment Insurance Reauthorization,
and Job Creation Act of 2010). Under current law,
which CBO’s baseline projections reflect, the parame-
ters of the AMT will revert to earlier levels, and the
reductions in the 2010 tax act will expire at the end
of December 2012.
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B Mandatory outlays under the President’s proposals
would exceed CBO’s baseline projections by a total of
$1.3 trillion (or 5 percent) over the 2012-2021
period. Much of that increase stems from a reclassifi-
cation of outlays for most surface transportation pro-
grams (which are currently categorized as discretionary
spending), an increase in transportation spending
overall, a greater amount of refundable tax credits, and
an increase in Medicare’s payment rates for physicians
relative to those under current law.

B Total discretionary spending between 2012 and 2021
would be about $1.45 trillion (or 10 percent) lower
under the President’s budget than in CBO’s baseline—
which incorporates the assumption that appropria-
tions continue each year at the 2011 amount in effect
in early March, with adjustments for inflation. The
bulk of that decrease comes from the lower spending
proposed by the President for war-related activities,
the reclassification of certain outlays for transportation
as mandatory, and a five-year freeze on spending for
many nondefense programs.

B In comparison with the Administration’s figure,
CBO’s estimate of the deficit for 2011 under the
President’s budget is $220 billion less, mostly because
of lower estimates of outlays. In contrast, largely
because of lower projections of revenues, CBO’s
estimates of the deficit are $63 billion higher than the
Administration’s for 2012 and $2.3 trillion higher for
the 2012-2021 period.

The President’s budgetary proposals would have effects
on the economy, which would in turn influence the
budget through changes in such factors as taxable income
(which affects the amount of revenues collected),
employment (which determines outlays for programs
like unemployment compensation), and interest rates
(which affect the government’s borrowing costs). CBO’s
analysis of those interactions between the budget and
the economy indicates the following:

B From 2012 to 2016, the President’s proposals would
raise the nation’s real (inflation-adjusted) output rela-
tive to that under CBO’s assumptions for its baseline
by between 0.2 percent and 0.7 percent, on average.

The proposals would boost output in the short run
relative to that under current law primarily because tax
reductions would increase people’s disposable income.

B Over time, however, the President’s proposals would
reduce real output because the effects of increasing
government debt would more than offset the stimula-
tive effects of lower marginal tax rates. CBO estimates
that the proposals would reduce real output relative to
the amount in the agency’s baseline by between
0.1 percent and 1.2 percent, on average, between
2017 and 2021, and by between 0.7 percent and
3.8 percent in the long term.

B The economic feedback from the President’s proposals
would increase their cumulative impact on deficits
from 2012 through 2016—which is estimated to be
nearly $1.0 trillion excluding any aggregate economic
effects—Dby between $10 billion and $30 billion.
From 2017 to 2021, the effects of the proposals on the
economy could further boost the cumulative increase
in deficits—estimated to be about $1.8 trillion,
excluding any aggregate economic effects—Dby as
much as $217 billion or could reduce it by up to
$8 billion.?

CBO has not modified its economic forecast since
January 2011, but the agency’s March baseline budget
projections take into account legislation enacted from
January, when the previous baseline was prepared,
through early March, as well as new information
obtained about various aspects of the budget.” The
resulting changes, relative to CBO’s January projections,
reduced the projected deficit for 2011 by $81 billion and
diminished projected deficits over the 2012-2021 period
by a total of $234 billion.

3. Under some assumptions about the effect of the President’s pro-
posals on the economy, projected deficits fall slightly because the
tax base can increase even when gross national product (GNP)
decreases. GNP is the total market value of goods and services
produced in a given period by the labor and capital supplied by
the country’s residents, regardless of where the labor and capital
are located.

4. See Congressional Budget Office, The Budget and Economic
Outlook: Fiscal Years 2011 to 2021 (January 2011).
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CBO’s Estimate of the President’s Budget

In March 2011, the Congressional Budget Office
(CBO) released a preliminary analysis of the proposals
contained in the President’s budget for fiscal year 2012
and their estimated effects on federal revenues, outlays,
and budget deficits." CBO has not changed the estimates
described in that preliminary analysis, which forms the
basis for this chapter. However, the chapter includes more
details about the differences between CBO’s and the
Administration’s budget estimates.

As a basis for analyzing the President’s budget, CBO
updated its baseline budget projections, which were last
issued in January 2011. Unlike its estimates of the Presi-
dent’s budget, CBO’s baseline projections largely reflect
the assumption that current tax and spending laws will
remain unchanged. Under that assumption, CBO esti-
mates that the deficit will total $1.40 trillion in 2011—
$81 billion less than the agency estimated in January. For
the following 10 years (2012 to 2021), CBO now pro-
jects a cumulative deficit of $6.7 trillion—$234 billion
less than the amount in the previous baseline. CBO has
not modified its economic forecast since January, so the
updated baseline projections mainly reflect new informa-
tion that the agency has obtained about various aspects of
the federal budget since the previous projections were
completed.

CBO’s analysis of the President’s proposals is based on its
own economic assumptions and estimating techniques
(rather than the Administration’s) and incorporates esti-
mates prepared by the staff of the Joint Committee on
Taxation (JCT) for tax provisions.” According to CBO’s
projections, if all of the President’s budgetary proposals
were enacted, they would add $26 billion to the baseline

1. Congressional Budget Office, ‘Preliminary Analysis of the
President’s Budget for 2012,” attachment to a letter to the
Honorable Daniel K. Inouye (March 18, 2011).

deficit for 2011 (see Table 1-1). As a result, the 2011
deficit would total $1.43 trillion, or 9.5 percent of gross
domestic product (GDP).

In 2012, the deficit under the President’s budget would
decline to $1.2 trillion, or 7.4 percent of GDP, CBO
estimates. That shortfall is $83 billion greater than the
deficit that CBO projects for 2012 in its current baseline.
Deficits in succeeding years under the President’s propos-
als would be smaller than the deficit in 2012, although
they would still add significantly to federal debt. The
deficit would shrink to 4.1 percent of GDP by 2015

but widen in later years, reaching 4.9 percent of GDP

in 2021 (see Figure 1-1). In all, deficits would total

$9.5 trillion between 2012 and 2021 under the Presi-
dent’s budget (or 4.8 percent of total GDP projected

for that period)—$2.7 trillion more than the cumulative
deficit in CBO’s baseline. Federal debt held by the public
would double under the President’s budget, growing from
$10.4 trillion (69 percent of GDP) at the end of 2011 to
$20.8 trillion (87 percent of GDP) at the end of 2021.

The President’s policy proposals mostly affect the revenue
side of the budget. Those proposals would reduce reve-
nues, compared with CBO’s baseline projections, in every
year of the coming decade—for a total reduction of about
6 percent over the 2012-2021 period. Nevertheless,
revenues would rise relative to GDP: from 16.2 percent
in 2012 to 19.3 percent in 2021 (see Table 1-2 on

page 4). The 19.3 percent figure is 1.5 percentage points
below CBO’s baseline projection for 2021 but 1.3 per-
centage points above the average ratio of revenues to
GDP seen over the past 40 years.

2. See Joint Committee on Taxation, Estimated Budget Effects of the
Revenue Provisions Contained in the President’s Fiscal Year 2012
Budget Proposal, JCX-19-11 (March 17, 2011), www.jct.gov/
publications.html?func=startdown&id=3773.
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Table 1-1.

Comparison of Projected Revenues, Qutlays, and Deficits Under CBO’s
March 2011 Baseline and CBO’s Estimate of the President’s Budget

(Billions of dollars)

Total
Actual 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
CBO's March 2011 Baseline
Revenues 2,163 2,230 2,558 3,087 3,440 3,642 3,826 4,071 4271 4,483 4,703 4951 16,554 39,032
Outlays 345 3,629 3,639 3,779 3,954 4180 4,460 4,661 4,856 5148 5412 5680 20,012 45,770
Total Deficit -1,294 -1,399 -1,081 -692 -513 -538 -635 -590 -585 -665 ~-710 -729 -3,459 -6,737
CBO's Estimate of the President's Budget
Revenues 2,163 2,229 2,544 2,899 3,212 3,442 3,635 3,818 3994 4179 4382 4597 15732 36,702
Outlays 345 3,655 3,708 3,800 3,976 4,191 4476 4,687 4,89 5200 5483 5756 20,150 46,172
Total Deficit -1,294 -1,425 -1,164 -901 -764 -748 -841 -870 -902 -1,021 -1,101 -1,158 -4,418 -9,470
Difference Between CBO's Estimate of the President's Budget and CBO's Baseline
Revenues n.a. -1 -14 -188 -228 -200 -191 -254 277 -304 321 354 822 2,331
Outlays n.a. 25 69 21 22 11 15 26 40 53 70 76 138 402
Total Deficit® n.a. -26 -83 -209 -251 -210 -206 -279 -318 -356 -391 -429 -959 -2,733
Memorandum:
Total Deficit as a
Percentage of GDP
CBO's baseline 8.9 93 -6.9 4.2 3.0 3.0 3.3 -2.9 2.8 3.0 3.1 3.1 -4.0 3.4
CBO's estimate of the
President's budget 8.9 9.5 7.4 5.5 4.4 4.1 4.4 -4.3 4.3 4.7 4.8 -4.9 5.1 -4.8
Debt Held by the Public
as a Percentage of GDP
CBO's baseline 62.1 68.9 73.4 75.1 74.9 74.5 74.6 74.7 74.7 75.0 75.3 75.6 n.a. n.a.
CBO's estimate of the
President's budget 62.1 69.1 743 77.2 78.3 78.9 79.9 8L1 82.4 84.0 85.7 87.4 n.a. n.a.

Source:
Note:

Congressional Budget Office.

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

a. Negative numbers indicate an increase relative to the deficit in CBO’s baseline.

Outlays would be greater under the President’s budget
than in CBO’s baseline in each of the next 10 years, pri-
marily because the proposed reduction in revenues would
boost deficits and thus the costs of paying interest on the
additional debt that would accumulate. In particular, net
interest payments would nearly quadruple in nominal
dollars (without an adjustment for inflation) over the
2012-2021 period and would increase from 1.7 percent
of GDP to 3.9 percent. Total outlays under the Presi-
dent’s budget would equal 23.6 percent of GDP in 2012,
decline slightly as a share of GDP over the following two

years, and then rise for the rest of the 10-year projection
period. They would equal 24.2 percent of GDP in
2021—about 0.3 percentage points above CBO’s base-
line projection for that year and well above the 40-year
average for total outlays, 20.8 percent.

Of the various initiatives that the President is proposing,
tax provisions would have by far the largest budgetary
impact. The 2010 tax act (officially the Tax Relief,
Unemployment Insurance Reauthorization, and Job
Creation Act of 2010, Public Law 111-312) extended
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Figure 1-1.

Total Deficits and Debt Under CBO’s March 2011 Baseline and
CBO’s Estimate of the President’s Budget
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through December 2012 many of the tax reductions
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). The President proposes to extend those
reductions permanently, with some modifications, and to
permanently index for inflation the amounts of income

exempt from the alternative minimum tax (AMT), start-
ing at their 2011 levels. In addition, the President pro-
poses that, beginning in January 2013, estate and gift
taxes return permanently to the rates and exemption
levels that were in effect in calendar year 2009. Those
policies would reduce tax revenues and boost outlays for
refundable tax credits by a total of more than $3.0 trillion
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Table 1-2.

CBO’s Estimate of the President’s Budget

Total
Actual 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
In Billions of Dollars
Revenues
On-budget 1,531 1664 1,877 2167 2443 2,631 2,781 2922 3,057 3,199 3360 3,530 11,899 27,968
Off-budget 632 566 667 732 769 811 854 895 936 980 1,022 1,067 3,833 8,733
Total 2,163 2,229 2,544 2,899 3,212 3,442 3,635 3,818 3,994 4,179 4,382 4,597 15,732 36,702
Outlays
Mandatory spending 1,913 2,071 2,086 2179 2317 245 2,647 2,763 2,879 3,085 3,264 3,450 11,686 27,127
Discretionary spending 1,347 1,369 1,362 1,292 1,251 1,245 1,257 1,273 1,292 1321 1352 1,374 6,407 13,020
Net interest 196 214 260 328 409 489 571 651 725 794 866 931 2,057 6,025
Total 3,456 3,655 3,708 3,800 3,976 4,191 4,476 4,687 4,896 5,200 5,483 5,756 20,150 46,172
On-budget 2,902 3,158 3,127 3,156 3,295 3,472 3,717 3,883 4,044 4,296 4521 4,735 16,766 38,245
Off-budget 555 497 581 644 681 719 759 804 853 904 961 1,020 3,384 7,926
Deficit (-) or Surplus -1,294 -1425 -1,164 -901 -764 -748 -841 -870 -902 -1,021 -1,101 -1,158 -4,418 -9,470
On-budget -1,371  -1,494  -1,250 -989 -852 -840 -936 -961 986 -1,096 -1,161 -1,205 -4,867 -10,277
Off-budget 77 69 86 88 88 92 95 92 84 75 61 47 449 807
Debt Held by the Public 9,019 10,389 11,661 12,660 13,516 14,359 15,292 16,254 17,250 18,364 19,558 20,806 n.a. n.a.
Memorandum:
Gross Domestic Product 14,513 15,034 15,693 16,400 17,258 18,195 19,141 20,033 20,935 21,856 22,817 23,810 86,686 196,138
As a Percentage of Gross Domestic Product
Revenues
On-budget 10.5 11.1 12.0 13.2 14.2 14.5 14.5 14.6 14.6 14.6 14.7 14.8 13.7 14.3
Off-budget 44 3.8 42 45 45 45 45 45 45 45 45 45 44 45
Total 149 148 162 177 186 189 190 191 191 191 19.2 193 181 187
Outlays
Mandatory spending 13.2 13.8 13.3 13.3 13.4 13.5 13.8 13.8 13.8 141 14.3 14.5 13.5 13.8
Discretionary spending 9.3 9.1 8.7 7.9 7.2 6.8 6.6 6.4 6.2 6.0 5.9 5.8 7.4 6.6
Net interest 14 14 17 2.0 2.4 2.7 3.0 33 35 3.6 3.8 3.9 2.4 31
Total 238 243 236 232 23.0 230 234 234 234 238 240 242 232 235
On-budget 20.0 21.0 19.9 19.2 19.1 19.1 19.4 19.4 19.3 19.7 19.8 19.9 19.3 19.5
Off-budget 3.8 33 3.7 3.9 3.9 4.0 4.0 4.0 41 41 42 43 3.9 4.0
Deficit (-) or Surplus -89 -95 -74 -55 -44 -41 -44 -43 -43 -47 -48 -49 -51 -48
On-budget 9.4 9.9 8.0 -6.0 4.9 4.6 4.9 4.8 -4.7 5.0 5.1 5.1 5.6 5.2
Off-budget 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.4 0.3 0.3 0.2 0.5 0.4
Debt Held by the Public 62.1 69.1 74.3 77.2 78.3 78.9 79.9 811 82.4 84.0 85.7 87.4 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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over the next decade relative to the amounts projected
in CBO’s baseline.” That total exceeds the $2.7 trillion
net increase in the deficit over the next 10 years that
would result from the President’s budget as a whole; the
President’s other proposals would reduce the deficit, on
balance, over 10 years.

Those other proposals include some initiatives that would
widen the deficit and some that would narrow it. For
example, the President’s proposal to freeze Medicare’s
payment rates for physicians at the current level through
the 2012-2021 projection period would boost outlays by
$0.3 trillion relative to the amount under current law
(which calls for sharp reductions in payments to physi-
cians).* Higher spending on transportation programs
would add another $0.2 trillion to the total deficit
between 2012 and 2021. In contrast, the President’s bud-
get includes a total of $0.9 trillion less in spending for
defense over that period than the amount projected in
CBO’s baseline. The main reason for the difference is that
the baseline incorporates the assumption that funding for
war-related activities will continue at $159 billion a year
(the amount provided so far for 2011, annualized) with
adjustments for inflation, whereas the President’s budget
includes a request for appropriations of $127 billion for
such activities for 2012 and a placeholder of $50 billion a
year thereafter. In addition, the President’s proposal to
cap at 28 percent the rate at which itemized deductions
reduce a taxpayer’s income tax liability would decrease the
deficit by $0.3 trillion over the next decade.

Compared with the Administration’s estimates, CBO’s
estimates of the deficit under the President’s budget are
lower for 2011 (by $220 billion) but higher for each
year thereafter (by a total of $2.3 trillion over the 2012—
2021 period). That disparity stems from differences in
the underlying projections of what would happen under
current law ($1.3 trillion) as well as from differing

assessments of the effects of the President’s proposals
($1.0 trillion).

3. A tax credit is refundable if the taxpayer receives a refund when
the allowable credit exceeds the amount of tax owed. Such refunds
are recorded in the budget as outlays.

4. The President proposes to offset the costs of maintaining the cur-
rent payment rates for the first two years by making other changes
to Medicare and Medicaid. However, the policies that would off-
set those costs after January 1, 2014, are not specified in the bud-
get, so CBO did not include any savings for such policies in its
analysis.
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Impact of the President’s Proposals on
the Budget Outlook

If the President’s policy proposals were enacted, the
resulting $1.43 trillion deficit for 2011 would be slightly
larger (by $26 billion) than the shortfall that CBO
projects under its current-law baseline (see Table 1-3).
Those policies would increase outlays by $25 billion and
decrease revenues by $1 billion in 2011. In 2012, the def-
icit under the President’s budget would be $83 billion
greater than the deficit CBO projects in its March base-
line, mostly because outlays would be higher.

Starting in 2013, the deficits that CBO projects under
the President’s budget diverge more widely from those in
the baseline. For the 10-year projection period as a whole,
the deficit that would result under the President’s propos-
als—$9.5 trillion, or 4.8 percent of GDP—would be
$2.7 wrillion greater than the cumulative deficit projected
under current law. About $2.2 trillion of that difference
stems directly from proposed policy changes; the other
$0.5 trillion reflects additional interest payments result-
ing from increased borrowing.

Revenues

The President proposes making a number of changes to
tax law over the next decade. If enacted, those policies
would reduce revenues by $2.3 trillion during the 2012—
2021 period relative to the amounts in CBO’s baseline.
(They would also boost outlays by $0.4 trillion over the
same period, mostly through increases in refundable tax
credits and, to a lesser extent, through the spending com-
ponent of a proposal to extend and modify the Build
America Bonds program, which would also raise revenues
by a similar amount.) The reduction in revenues from
some of the President’s proposals would be partly offset
by increases in revenues from other proposals. As a share
of GDP, revenues would average 18.7 percent over the
next 10 years under the President’s budget, compared
with 19.9 percent in CBO’s baseline projections (see
Figure 1-2 on page 8).

Extending and Modifying the 2001 and 2003 Tax
Reductions. The 2010 tax act extended through calendar
year 2012 various income tax provisions originally
enacted in EGTRRA and JGTRRA and later modified by
the American Recovery and Reinvestment Act of 2009
(ARRA, PL. 111-5). Those provisions, which are cur-
rently scheduled to expire after 2012, include reductions
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Table 1-3.

CBO’s Estimate of the Effect of the President’s Budget on Baseline Deficits

(Billions of dollars)

Total Deficit as Projected in CBO’s March 2011 Baseline

Effect of the President's Proposals
Revenues

Provisions related to EGTRRA and JGTRRA?
Modify individual income tax rates®
Provide relief from the marriage penalty
Extend child tax credit provisions®
Modify tax rates on capital gains and dividends®
Other provisions

Subtotal

Index the AMT starting from 2011 levels®
Modify estate and gift tax rates
Limit the tax rate at which itemized deductions
reduce tax liability
Reform the U.S. international tax system
Tax most dividends at 20 percent
for higher-income taxpayers
Extend the research and experimentation tax credit
Extend the American Opportunity Credit
Modify and extend the Build America
Bonds program®
Other proposals

Total Effect on Revenues
Outlays
Mandatory

Reclassify surface transportation spending
as mandatory

Increase transportation funding

Freeze Medicare's physician payment rates
at 2011 levels

Offset cost of freezing Medicare's physician
payment rates through 2013

Extend or expand certain refundable tax credits

Modify and extend the Build America
Bonds program®

Other proposals

Subtotal

Total
2012- 2012-
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
692 -513 -538 -635 -590 -585 -665 -710 -729 -3,459 -6,737
78 -114 -120 -127 -134 -141 -149 -157 -165 -440 -1,187
21 32 33 35 38 -39 40 42 43 -120 321
3 13 -13 13 -13 -13 -13 -13 13 43 -110
5 10 -14 -14 -14 -15 15 -16 -16 -4 -12
6 -12 -10 -10 9 9 9 9 10 -38 -84
-113 182 -191 -199  -209 -217 226 -237 -248 -685 -1,823
9 -39 45 53 62 73 87 -102 -119 -240  -683
121 25 27 29 31 3 -3 37 -5 239
20 25 28 30 33 35 37 39 41 107 293
13 12 13 13 14 15 16 17 15 57 133
3 -8 9 -10 -11 -13 -13 14 -14 -30 -96
-6 -7 -8 -9 9 10 -11 -12 -13 31 -88
-2 -8 -8 -8 -9 -9 -9 -10 -10 -27 -74
2 3 5 6 8 9 11 12 14 16 70
-6 3 42 66 21 17 13 20 17 87 174
-188 -228 -200 -191 -254 -277 -304 -321 -354 -822 -2,331
36 45 50 54 57 59 61 62 64 200 504
315 18 21 25 28 29 30 29 72 213
9 2 26 29 31 34 37 41 45 109 298
-1 -1 3 -4 -6 -6 -/ -8 -13 9 -48
1 36 36 37 37 38 38 38 383 111 300
2 3 5 7 8 10 12 13 15 18 76
8 6 2 3 -5 -6 -7 -7 8 25 -7
78 128 131 141 148 156 164 170 171 525 1,335

-1,399 -1,081
0 0
0 0
0 0
0 -1
U *
0 -1
0 9
* *
0 4
0 6
0 *
0 -3
0 0
* 1

-1 -1
-1 -14
0 15
0 6
0 12
0
* *
* 1
16 16
16 49

Continued
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(Billions of dollars)

Total
2012- 2012-
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

Outlays (Continued)

Discretionary
Defense 4 3 36 -71 -8 -9 -100 -107 -115 -124 -133 -273  -853
Nondefense’ 4 4 -8 49 61 -68 -73 -76 -8 -79 -8 -202 -599
Subtotal 8 17 -64 -120 -146 -162 -174 ~-183 -196 -203 -220 -475 -1,452
Net interest 2 3 7 15 26 37 51 67 8 104 125 88 519
Total Effect on Outlays 25 69 21 22 11 15 26 40 53 70 76 138 402
Total Effect on the Deficit? -26 -83 -209 -251 -210 -206 -279 -318 -356 -391 -429 -959 -2,733
Total Deficit Under the President's Budget as
Estimated by CBO -1,425 -1,164 901 -764 -748 -841 -870 -902 -1,021 -1,101 -1,158 -4,418 -9,470
Memorandum:
Total Deficit Under the President's Budget as
Estimated by the Administration -1,645 -1,101 -768 -645 -607 -649 -627 -619 -681 -735 -774 -3,769 -7,205

Sources: Congressional Budget Office; Joint Committee on Taxation.

Note: * = between -$500 million and $500 million; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; JGTRRA = Jobs
and Growth Tax Relief Reconciliation Act of 2003; AMT = alternative minimum tax.

a. The estimated effects of the President’s proposals related to EGTRRA and JGTRRA interact with the effects of the proposal to index the
AMT. This analysis first estimated the revenue effects of the proposal for the AMT relative to projections under current law, and then it
estimated the effects of the proposals related to EGTRRA and JGTRRA relative to projections under current law modified for the proposed
changes to the AMT. Thus, the estimates for the proposals related to EGTRRA and JGTRRA include estimated losses in revenues that
would result from interactions with the AMT proposal.

b. The estimates include the effects of maintaining, for taxpayers with income above certain levels, the income tax rates of 36 percent and
39.6 percent scheduled to go into effect in calendar year 2013 under current law. For other taxpayers, tax rates would be at the levels
originally specified in EGTRRA and extended through calendar year 2012 in the Tax Relief, Unemployment Insurance Reauthorization, and
Job Creation Act of 2010.

c. Includes extension of the $1,000 child tax credit and use of that credit to reduce AMT liability.

d. The estimate includes the effect of maintaining the capital gains and dividend tax rates of zero and 15 percent for taxpayers filing joint
returns who have income below $250,000 or single filers who have income below $200,000.

e. This proposal affects both revenues and outlays. The Joint Committee on Taxation estimates that the net effect of the Build America
Bonds program is to increase the deficit by $6 billion.

f. The changes to nondefense discretionary outlays include the effects of the President’s proposal to reclassify spending for certain surface
transportation programs as mandatory. That proposed reclassification accounts for about $500 billion of the 2012-2021 total shown here.

g. Negative numbers indicate an increase relative to the deficit in CBO’s baseline.
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Figure 1-2.

Total Revenues and Outlays Under CBO’s March 2011 Baseline and

CBO’s Estimate of the President’s Budget

(Percentage of gross domestic product)
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Source: Congressional Budget Office.

in some individual income tax rates, cuts in tax rates on
capital gains and dividends, elimination of the phaseout
of personal exemptions and the limit on itemized deduc-
tions for certain taxpayers, an increase in the child tax
credit, relief from the so-called marriage penalty, and
changes in the tax treatment of certain investments in
equipment by small businesses.

As estimated by JCT, the President’s proposal to make
those provisions permanent (with some modifications)
would reduce revenues by $1.8 trillion (0.9 percent of
GDP) over the next 10 years and increase outlays by
$262 billion (0.1 percent of GDP) relative to the
amounts in CBO’s baseline.” Specifically, the President
has called for permanently extending, at 2012 levels, the
tax rates on income, capital gains, and dividends for
couples who file joint tax returns and who have income
under $250,000 (with an adjustment for inflation since
2009) and for single filers who have income under
$200,000 (also adjusted for inflation since 2009). For
taxpayers with income above those amounts, the Presi-
dent proposes to maintain the income tax rates, the

5. That revenue estimate incorporates the effects of interactions
between those provisions and the proposal for the AMT discussed
below. Such interactions increase the projected revenue loss
relative to what it would be without the AMT proposal.

phaseout of the personal exemption, and the limit on
itemized deductions that are scheduled to take effect in
January 2013 under current law and to tax capital gains
at a rate of 20 percent.’ In addition, the President pro-
poses continuing the $1,000 child tax credit, which was
enacted in EGTRRA, as well as the reduced earnings
threshold at which families can qualify for at least a par-
tial credit, which was enacted in ARRA. Some of those
proposals would also affect outlays by increasing refund-
able credits (as discussed in more detail below in the
section on outlays).

Providing Relief from the Alternative Minimum Tax.
Besides extending those tax provisions, the President pro-
poses to reduce the number of taxpayers who would be
subject to the AMT by permanently setting various
parameters of the tax at the levels that were in effect in
calendar year 2011 and indexing those amounts for infla-
tion in later years. Those parameters include the AMT
exemption amount, the income threshold for the 28 per-
cent tax rate, and the income threshold for the phaseout
of the exemption amount. The Administration also

6. Those higher-income taxpayers would also have a lower tax rate
on dividends under the President’s budget than under current law;
that proposal is discussed separately below, and the revenue esti-
mates in this section do not include its effects.
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proposes to permanently extend the unrestricted use of
certain personal tax credits under the AMT. Relative to

current law, those changes would reduce revenues by
$683 billion between 2012 and 2021, JCT estimates.”

Modifying Estate and Gift Taxes. The President proposes
to set the parameters of the estate, gift, and generation-
skipping transfer taxes at the levels that were in effect dur-
ing calendar year 2009, once the current levels expire at
the end of December 2012. Under that proposal, the
amount of an estate that would effectively be exempt
from the estate tax would be set permanently at $3.5 mil-
lion; any amount above $3.5 million would be taxed at a
rate of 45 percent. The exemption amount for gift taxes
would be set at $1 million, with a top tax rate of 45 per-
cent. In addition, a tax rate of 45 percent would apply to
transfers in which an heir (for instance, a grandchild) was
more than one generation younger than the decedent.
JCT estimates that those proposals would lower revenues
by $239 billion between 2012 and 2021.

Other Revenue Proposals. The President proposes to
limit the extent to which taxpayers can reduce their tax
liability through itemized deductions to 28 percent of
those deductions. That change would boost revenues by
$293 billion over the 2012-2021 period, according to
JCT.

The President’s budget also contains a set of changes to
the U.S. system for taxing international income, which
would raise revenues by $133 billion over 10 years, JCT
estimates. Those changes include targeting specific
sources of tax avoidance associated with intangible assets
(such as patents and trademarks) and modifying tax rules
for calculating foreign tax credits and expenses related to
foreign operations.

In addition, the President proposes to apply a 20 percent
tax rate to most dividends for joint filers with income
over $250,000 (adjusted for inflation since 2009) and for
single filers with income over $200,000. Under current
law, dividends are scheduled to be taxed at a taxpayer’s
regular individual income tax rate beginning in January
2013. JCT estimates that the proposal for a 20 percent
rate would reduce revenues by $96 billion through 2021.

7. This estimate does not reflect the interactions between the AMT
provisions and the proposal to extend and modify the tax provi-
sions in the 2010 tax act. As mentioned in footnote 6, the effects
of the interactions are included in the estimate for that proposal.
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The tax credit for research and experimentation is
scheduled to expire at the end of calendar year 2011.
The Administration proposes to make the credit perma-
nent, in modified form, which would lessen revenues by
$88 billion over the 2012-2021 period, according to
JCT.

The American Opportunity Credit, which was created
by ARRA and extended through December 2012 by the
2010 tax act, provides an annual tax credit of up to
$2,500 per student for qualified postsecondary education
expenses. The President proposes to extend the credit
permanently and to index for inflation the amount of
qualified expenses and the phaseout limits. JCT estimates
that those changes would decrease revenues by $74 bil-
lion and increase outlays by $16 billion over 10 years.

The Build America Bonds program, which was also cre-
ated by ARRA, provides subsidy payments to state and
local governments equal to 35 percent of their interest
costs on taxable bonds issued through December 2010 to
finance capital expenditures. The President proposes to
expand and permanently extend the program but to
lower the subsidy rate to 28 percent. By substituting tax-
able for tax-exempt bonds, the program would increase
taxable interest income. According to JCT, the proposal
would raise revenues by $70 billion between 2012 and
2021. The payments to state and local governments are
recorded in the federal budget as outlays. The proposed
changes would boost outlays by an estimated $76 billion
over 10 years, with the net effect of increasing the cumu-

lative deficit by $6 billion.

Taken together, the other revenue proposals in the Presi-
dent’s budget whose effects are included in this analysis
would raise revenues by $174 billion, on net, over the
next 10 years. Proposals that CBO and JCT estimate
would increase revenues include repealing the “last-in,
first-out” method of accounting for inventories ($70 bil-
lion), reducing tax preferences for the production of fossil
fuels ($41 billion), providing short-term tax relief to
employers and expanding the base for the payroll tax for
unemployment compensation ($36 billion), imposing a
“financial crisis responsibility fee” ($30 billion), and tax-
ing carried interest ($20 billion).® Partly offsetting those
increases would be revenue reductions from decreasing

8. Carried interest typically forms part of the compensation received
by a general partner of a private equity or hedge fund. It is gener-
ally a share of the profits on the assets under management.
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the amount of information that businesses are required to
report to the Internal Revenue Service about certain pay-
ments, starting in January 2012, and from extending the
expanded earned income tax credit for larger families.

In a few cases, the Administration did not provide suffi-
cient details about the President’s proposals to allow for a
full assessment of their effects on revenues. For example,
the budget provides enough information about the tax
base and rate of the financial crisis responsibility fee to
indicate that such collections are possible, but the pro-
posal would require additional specifications for JCT to
produce a revenue estimate. In that case, CBO incorpo-
rated the Administration’s estimate—that the fee would
raise $30 billion over 10 years—as a placeholder because
the proposal was specific enough to determine that the
revenues estimated by the Administration could feasibly
be raised in the manner described.

However, in the case of a proposal to raise new revenues
to support the reauthorization of surface transportation
programs, the absence of any information about the
nature of the taxes or fees that might be used to produce
revenues did not allow an assessment of the potential
budgetary effects. As a result, CBO did not include any
revenues for that proposal, which the Administration
projected would raise revenues by $328 billion over the
2012-2021 period.

Outlays

On the spending side of the budget, the President’s poli-
cies would increase outlays (relative to CBO’s baseline
projections) by $25 billion in 2011 and by $402 billion
between 2012 and 2021 (see Table 1-3 on page 6). That
10-year total can be more than explained by an increase
of $519 billion in interest costs, largely stemming from
the additional borrowing that would result from the
President’s revenue proposals.

The President’s policies would keep total noninterest out-
lays close to the levels projected in CBO’s baseline—with
a net reduction of $117 billion, or 0.3 percent, over the
next decade. Those outlays would be above the amounts
in the baseline through 2014 and below them between
2015 and 2021. Outlays for mandatory programs would
be $1.34 trillion higher through 2021 under the Presi-
dent’s budget, mainly because of a reclassification of out-
lays for most surface transportation that are currently cat-
egorized as discretionary spending, an increase in overall
transportation spending, a greater amount of refundable

tax credits, and an increase in Medicare’s payment rates
for physicians relative to those under current law. The
increase in mandatory spending would be slightly more
than offset by a decrease of $1.45 trillion in discretionary
spending over 10 years. The bulk of that decrease comes
from the lower spending assumed for war-related activi-
ties, the reclassification of certain transportation outlays
as mandatory, and a five-year freeze on spending for
many nondefense discretionary programs.

As a percentage of GDDP, outlays would average 23.5 per-
cent over the next decade under the President’s budget—
well above the average of 20.8 percent seen over the past
40 years. Mandatory outlays would equal 13.3 percent of
GDP in 2012 and generally rise throughout the projec-
tion period, reaching 14.5 percent of GDP in 2021, com-
pared with 13.8 percent in CBO’s baseline. Discretionary
outlays, by contrast, would drop significantly relative to
GDP throughout the period, from 8.7 percent in 2012 to
5.8 percent in 2021, 0.9 percentage points below the
2021 figure in CBO’s baseline.

Proposals That Would Affect Mandatory Spending. The
potential change with the largest impact on mandatory
spending is a proposal to reclassify outlays for surface
transportation programs funded through the Highway
Trust Fund from discretionary to mandatory. The Presi-
dent would also replace most other existing discretionary
funding for surface transportation programs with new
mandatory funding. Further, the President proposes to
increase the resources available for such programs by
about $50 billion in 2012 and by smaller amounts
through 2017. Beginning in 2018, total funding would
be indexed to inflation. Those changes would boost
mandatory outlays by $716 billion over the 2012-2021
period, of which $504 billion would replace discretionary
spending contained in CBO’s baseline.’

9. For programs funded through the Highway Trust Fund, budget
authority is classified as mandatory under current law, but outlays
are considered discretionary because they are controlled by obliga-
tion limitations set in appropriation acts. Reclassifying those pro-
grams—which could be done without legislation if agreed to by
the House and Senate budget committees, the Administration,
and CBO—would shift $430 billion from the discretionary to the
mandatory category. However, some surface transportation pro-
grams are currently funded through discretionary budget author-
ity and would require legislation to reclassify; CBO estimates that
outlays for those programs will total $74 billion between 2012
and 2021.
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Under current law, payment rates for physicians’ services
under Part B of Medicare are slated to decline by 29 per-
cent in January 2012 and by additional amounts in later
years. The President proposes to avoid those reductions
by freezing payment rates at their 2011 levels for the next
10 years. That policy would increase net outlays by

$298 billion over the 2012-2021 period, CBO estimates.
Under the President’s budget, the costs of the freeze for
the first two years would be offset by various proposals
involving Medicare, Medicaid, and the regulation of pre-
scription drugs, which CBO estimates would reduce
mandatory spending by a total of $48 billion over the
coming decade.'” The President’s budget also calls for off-
setting the costs of the payment freeze in later years, but it
does not provide any policy details about future spending
cuts for that purpose. Consequently, CBO did not esti-
mate any savings for such future cuts.

The Administration proposes to extend or expand various
refundable tax credits, including the earned income tax
credit, the child tax credit, and certain education credits.
In addition, other tax proposals, primarily extending
certain provisions originally enacted in EGTRRA and
JGTRRA, would affect the refundable portion of such
credits. All told, the President’s policy changes would
increase outlays for refundable tax credits by an estimated
$300 billion over the 2012-2021 period.

The President’s proposal to extend and expand the Build
America Bonds program and lower its subsidy rate would
boost outlays by $76 billion through 2021, JCT esti-
mates. Combined with its revenue increase of $70 billion,
that proposal would result in a net increase of $6 billion
in the 10-year deficit.

The President is proposing to eliminate interest subsidies
on loans for graduate and professional students while
they are in school or in a grace or deferment period, sav-
ing $18 billion over the 2012-2021 period. In addition,
the Administration seeks to prevent students from receiv-
ing multiple Pell grants in the same award year and to
modify the calculations that determine eligibility for
those grants, saving $7 billion over the next 10 years.
Most of the savings would be used to help maintain a
discretionary maximum award level of $4,860 for the Pell
Grant program.''

10. CBO estimates that the cost of freezing Medicare’s payment rates
for physicians’ services for the first two years would be $38 billion.
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The President’s budget also includes one-time payments
of $250 in 2011 for Social Security beneficiaries, who did
not receive a cost-of-living adjustment again this year
because of recent low inflation. CBO estimates that those
payments would cost $14 billion, most of which would
be disbursed in 2011.

Proposals That Would Affect Discretionary Spending.
Discretionary outlays under the President’s budget would
total $1.4 trillion in 2011 and $13.0 trillion over the
2012-2021 period, CBO estimates. That cumulative
amount is nearly $1.5 trillion below CBO’s baseline
projection, largely because of a reduction in funding for
activities related to the wars in Afghanistan and Iraq and
the proposed reclassification of spending for most surface
transportation programs as mandatory.

For 2011, the President’s request for discretionary budget
authority is $45 billion greater than the amount in
CBO’s baseline (which reflects the funding provided by
the continuing resolution through March 18, extrapo-
lated for the full year). Among the largest differences are
$24 billion in additional funding for defense, $6 billion
for international affairs, and $5 billion for education,
training, employment, and social services.

For 2012, the President has requested $1.25 trillion in
discretionary budget authority, $45 billion (or 3.5 per-
cent) less than the total requested for 2011 (see

Table 1-4) and $17 billion less than the amount in
CBO’s baseline. Total discretionary funding under

the President’s budget would drop by another 4 percent
the following year, to $1.20 trillion, but would grow
thereafter, reaching $1.39 trillion by 2021.

For defense discretionary programs, budget authority
would decrease by $37 billion, or 5.0 percent, from 2011

11. The maximum Pell award is $5,550, which is funded from both
mandatory and discretionary resources. Under the President’s
budget, the discretionary amount of the award would be $4,860
in 2012, and a mandatory add-on would provide the other $690.
CBO estimates that discretionary appropriations would need to
increase significantly above baseline projections to provide awards
at that level. To help offset the additional appropriations, the Pres-
ident proposes to allocate $25 billion in mandatory funding to the
portion of Pell grants that traditionally has been funded through
discretionary appropriations. In addition to that increase, CBO
estimates that discretionary funding for Pell grants would rise
by $57 billion over the 2012-2021 period under the President’s
budget, compared with CBO’s baseline projections.
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Table 1-4.

Proposed Changes in Discretionary Budget Authority in the

President’s Budget, 2010 to 2012

(Billions of dollars)

Actual Administration’s Request Percentage Change
2010 2011 2012 2010-2011 2011-2012
Discretionary Budget Authority
Defense
War-related 160 159 118 -0.3 -26.1
Other 554 574 578 35 0.8
Subtotal 714 733 696 2.6 -5.0
Nondefense
War-related 4 0 9 n.a. n.a.
Other 546 561 544 2.8 3.1
Subtotal 550 561 553 2.1 -1.6
Total 1,264 1,294 1,249 24 -3.5
Source: Congressional Budget Office.

Notes: The numbers shown here for nondefense discretionary budget authority in 2010 have been corrected from the ones that appeared
in Congressional Budget Office, “Preliminary Analysis of the President’s Budget for 2012,” attachment to a letter to the Honorable

Daniel K. Inouye (March 18, 2011).

n.a. = not applicable.

to 2012 under the President’s budget. Most of that
decrease stems from a reduction in funding for war-
related activities in Afghanistan and Iraq, which would
decline from $159 billion this year to $118 billion in
2012." Appropriations for other defense activities would
increase by $5 billion (or 0.8 percent) in 2012. After that,
the Administration’s budget includes a placeholder of
$50 billion a year for war-related activities, while pro-
posed funding for other defense programs grows by an
average of 2 percent a year through 2021. As a result,
the total budget authority for defense proposed in the
President’s budget drops from $696 billion in 2012 to
$646 billion in 2013 and remains below the 2012
amount until 2017. Outlays for defense would decline
from 4.7 percent of GDP last year to 3.1 percent in 2021,
CBO estimates.

For nondefense discretionary programs, the total budget
authority requested by the President falls by 1.6 percent
between 2011 and 2012—from $561 billion to $553 bil-
lion. Nearly all of that drop results from the proposal to
reclassify most surface transportation programs from

12. The President has also requested $9 billion in 2012 for
nondefense activities related to the wars.

discretionary to mandatory, which would reduce budget
authority by $8 billion in 2012 and by additional
amounts in subsequent years. Most nondefense discre-
tionary programs would receive the same amount of
funding in 2012 as requested by the President for the cur-
rent year. However, a few programs that the Administra-
tion classifies as security-related would see small increases.
In addition, the Department of Education would receive
an increase of $9 billion, mostly because of the proposal
to maintain the current maximum award level of $4,860
for the discretionary portion of the Pell Grant program."
Partially offsetting such increases is a $6 billion shift in
discretionary funding for the Department of Justice’s
Crime Victims Fund from 2012 to 2013.' As a whole,

budget authority for nondefense programs would remain

13. In CBO’s baseline, projected outlays for the Pell Grant program
are based on inflation of the budget authority provided for the
current fiscal year ($23.2 billion). However, the cost to maintain a
maximum award level of $4,860 for the discretionary portion of
the program exceeds the amount assumed in the baseline and
would require additional funding.

14. The Crime Victims Fund supports programs that compensate and
assist victims of crime and their survivors; it is financed through
collections of criminal fines, penalty assessments, and bond
forfeitures from people convicted of federal offenses.
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relatively flat through 2015 but would then rise to
$646 billion by 2021. Under the President’s proposals,
nondefense discretionary outlays would decline from
4.5 percent of GDP last year to 2.7 percent in 2021."

Effect of the President’s Proposals on Net Interest. The
policy changes in the President’s budget would increase
the government’s net outlays for interest by $2 billion

in 2011 and by $519 billion between 2012 and 2021.
Those increased outlays would result almost entirely from
additional borrowing by the Treasury from the public to
cover deficits greater than the amounts projected in the
baseline. Net interest payments would nearly quadruple
over the 2012-2021 period (in nominal dollars, without
adjusting for inflation), rising from $260 billion in 2012
to $931 billion in 2021. Relative to the size of the econ-
omy, net interest payments would amount to 3.9 percent
of GDP in 2021 under the President’s budget, about

0.5 percentage points more than in the baseline and

2.6 percentage points more than recorded in 2010.

Recent Changes in CBO’s
Baseline Projections

In conjunction with its analysis of the President’s budget,
CBO routinely updates its baseline budget projections,
which show the paths that revenues and outlays would
take over the next 10 years without changes in law (see
Table 1-5). The updates to CBO’s baseline take into
account new information gleaned from the President’s
budget and other sources, as well as any legislation
enacted since January, when CBO completed its previous
baseline.

CBO now projects that under current law, the deficit for
this year will amount to $1.40 trillion, $81 billion lower
than CBO projected in January (see Table 1-6). The
cumulative deficit for the 2012-2021 period is now pro-
jected to total $6.7 trillion, down by $234 billion from
the nearly $7.0 trillion projected in January. CBO’s base-
line projection of the 10-year deficit has dropped from
3.6 percent of GDP to 3.4 percent.

Changes in Projections of Outlays

CBO has reduced its spending projections by $79 billion
for 2011 and by $285 billion for the 2012-2021 period,

15. The decline in nondefense discretionary outlays includes the
effects of the President’s proposal to reclassify about $500 billion
for surface transportation programs as mandatory.
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in large part because of new information about various
programs (so-called technical factors). The only recently
enacted legislation that affects projected outlays is the
Further Continuing Appropriations Amendments, 2011
(PL. 112-4), which was signed into law on March 2 and
funded the government’s operations through March 18.
That law prompted CBO to reduce its estimate of outlays
by $1 billion for 2011 and its baseline projection of
outlays over the 20122021 period by $40 billion
(excluding net interest costs). (CBO projects discretion-
ary spending in the baseline by extrapolating current
appropriations—in this case, the annualized levels pro-

vided by PL. 112-4—through the projection period.)

Mandatory Spending. Most of the technical changes to
CBO’s estimate of outlays for 2011 result from projec-
tions of lower spending for mandatory programs. Largely
because of changes in the estimated costs of past activi-
ties, CBO revised its estimate of outlays for the Troubled
Asset Relief Program (TARP) this year from negative out-
lays of $25 billion to negative outlays of $39 billion.'®
Changes to the estimated subsidy costs of loans or loan
guarantees previously made by other credit programs
have lowered CBO’s projection of 2011 outlays by
another $12 billion."” That total is the net result of revi-
sions to estimates for student loan programs (a drop of
$30 billion), the Federal Housing Administration (an
increase of nearly $10 billion), the Small Business
Administration (an increase of $5 billion), and a number
of other programs.

Among other technical changes for 2011, CBO now
expects outlays for deposit insurance to be $8 billion
lower this year than it estimated in January. That decrease
stems mainly from changes in the estimated number and
size of bank and credit union failures over the remainder
of the year. In addition, CBO has reduced its estimate of
Medicare outlays in 2011 by $6 billion because data on
spending for the program through February indicate that
the slower growth in outlays that Medicare experienced
last year is continuing. (In its January baseline, CBO had
anticipated that Medicare spending would return to

16. CBO now estimates that the net lifetime cost of the TARP will be
$19 billion. For details of that estimate, see Congressional Budget
Office, Report on the Troubled Asset Relief Program—>March 2011
(March 2011).

17. Such revisions to estimated subsidies for credit programs are
published annually with the President’s budget, and CBO

incorporates them into its March baseline.

13
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Table 1-5.

CBO’s March 2011 Baseline Budget Projections

Total
Actual 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
In Billions of Dollars
Revenues
Individual income taxes 899 998 1,128 1,517 1,669 1,822 1,957 2,097 2223 2,355 2,497 2,650 8,093 19,916
Corporate income taxes 191 201 279 343 427 39 369 413 417 420 420 437 1,813 3,920
Social insurance taxes 865 818 942 1,027 1,090 1,147 1,202 1,254 1306 1,362 1,420 1,480 5,408 12,231
Other revenues 208 213 210 200 254 278 297 306 325 346 366 384 1,239 2,966
Total Revenues 2,163 2,230 2,558 3,087 3,440 3,642 3,826 4,071 4,271 4,483 4,703 4,951 16,554 39,032
On-budget 1531 1,665 1,801 2355 2671 2831 2971 3,175 3334 3503 3,681 3,884 12,719 30,296
Off-budget 632 566 667 732 769 811 854 896 937 980 1,022 1,067 3,834 8,736
Outlays
Mandatory spending 1,913 2,055 2,038 2102 2189 2326 2506 2,615 2,723 2921 3,094 3,279 11,160 25,792
Discretionary spending 1347 1361 1,344 1,35 1371 1391 1,420 1446 1,475 1517 1556 1594 6,883 14,472
Net interest 196 213 257 321 3% 463 534 600 658 710 762 807 1,969 5,506
Total Outlays 3,456 3,629 3,639 3,779 3,954 4,180 4,460 4,661 4,856 5,148 5,412 5,680 20,012 45,770
On-budget 2,902 3,132 3,058 3,135 3,273 3,461 3,700 3,856 4,002 4,241 4,449 4,658 16,627 37,834
Off-budget 555 497 581 644 681 720 760 805 854 906 963 1,022 3,385 7,936
Deficit (-) or Surplus -1,294 -1,399 -1,081 -692 -513 -538 -635 -590 -585 -665 -710 -729 -3,459 -6,737
On-budget -1,371  -1,468 -1,167 -780 -602 -630 -729 -681 -667 -739 -769 774 3,908 -7,538
Off-budget 77 69 86 89 88 92 94 91 83 74 59 45 449 800
Debt Held by the Public 9,019 10,363 11,516 12311 12,919 13,554 14,282 14,964 15,640 16,393 17,192 18,008 n.a. n.a.
Memorandum:
Gross Domestic Product 14513 15,034 15,693 16,400 17,258 18,195 19,141 20,033 20,935 21,856 22,817 23,810 86,686 196,138
As a Percentage of Gross Domestic Product
Revenues
Individual income taxes 6.2 6.6 7.2 9.3 9.7 10.0 10.2 10.5 10.6 10.8 10.9 111 9.3 10.2
Corporate income taxes 13 13 1.8 2.1 2.5 2.2 19 2.1 2.0 19 1.8 18 2.1 2.0
Social insurance taxes 6.0 5.4 6.0 6.3 6.3 6.3 6.3 6.3 6.2 6.2 6.2 6.2 6.2 6.2
Other revenues 14 14 13 1.2 15 15 1.6 15 16 16 1.6 16 14 15
Total Revenues 149 148 163 188 199 200 200 203 204 205 206 208 19.1 19.9
On-budget 10.5 11.1 12.1 14.4 15.5 15.6 15.5 15.9 15.9 16.0 16.1 16.3 14.7 15.4
Off-budget 44 3.8 42 45 45 45 45 45 45 45 45 45 4.4 45
Outlays
Mandatory spending 13.2 13.7 13.0 12.8 12.7 12.8 13.1 13.1 13.0 13.4 13.6 13.8 12.9 13.1
Discretionary spending 9.3 9.1 8.6 8.3 7.9 7.6 7.4 7.2 7.0 6.9 6.8 6.7 7.9 7.4
Net interest 14 14 1.6 2.0 2.3 2.5 2.8 3.0 31 3.2 33 3.4 2.3 2.8
Total Outlays 238 241 232 23.0 229 230 233 233 232 23.6 237 239 231 233
On-budget 20.0 20.8 19.5 19.1 19.0 19.0 19.3 19.2 19.1 19.4 19.5 19.6 19.2 19.3
Off-budget 3.8 33 3.7 3.9 3.9 4.0 4.0 4.0 41 41 4.2 43 3.9 4.0
Deficit (-) or Surplus -89 -93 -69 -42 -30 -30 -33 -29 -28 =-30 -3.1 -31 -40 -34
On-budget -9.4 -9.8 -7.4 4.8 3.5 3.5 3.8 3.4 3.2 3.4 3.4 3.3 4.5 3.8
Off-budget 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.5 0.4 0.3 0.3 0.2 0.5 0.4
Debt Held by the Public 62.1 68.9 73.4 75.1 74.9 74.5 74.6 74.7 74.7 75.0 75.3 75.6 n.a. n.a.

Source:

Note: n.a. = not applicable.

Congressional Budget Office.
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Table 1-6.

AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2012

Changes in CBO’s Baseline Projections of the Deficit Since January 2011

(Billions of dollars)

Total
2012- 2012-
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
Total Deficit as Projected in
January 2011 -1,480 -1,100 -704 -533 -551 -659 -617 -610 -696 -739 -763 -3,547 -6,971
Changes to Revenue Projections® 2 3 3 -2 -9 -7 -4 -3 -6 -9 -12 -17 -51
Changes to Outlay Projections
Legislative changes
Discretionary outlays
Defense * * * * * * -1 -1 -1 -1 -1 -2 -5
Nondefense -1 -2 -3 -3 -3 -4 -4 -4 -4 -4 -4 -15 -35
Subtotal, discretionary -1 -2 -3 -4 -4 -4 -4 -4 -4 -5 -5 -17 -40
Net interest * * * * * -1 -1 -1 -2 -2 -2 2 -10
Subtotal, legislative changes -1 -2 -3 -4 -4 -5 -5 -6 -6 -6 -7 -19 -49
Technical changes
Mandatory outlays
Medicare -6 -1 -3 -7 -14 -21 -21 -23 -31 -31 -34 -47  -186
Medicaid 1 -5 -3 -7 -10 -15 -19 -20 -22 -25 -27 -39 -153
Exchange subsidies 0 0 0 4 7 6 5 6 7 9 9 17 54
Other -47 5 3 -4 -4 -1 2 3 2 -2 1 7
Subtotal, mandatory -53 * -4 -14 -20 -32 -32 -34 -44 -44 -54 -70 =277
Discretionary outlays -13 -6 -4 -4 -2 -2 -2 -2 -2 2 -1 -17 -27
Net interest
Debt service -2 -1 -1 -1 -1 -1 -3 -3 -5 -6 -8 -7 -32
Other 0006002 16 9 13 16 19 19 24 8 100
Subtotal, net interest -12 7 -3 * 4 8 9 13 15 13 16 1 68
Subtotal, technical changes -78  -13 -12 -18 -17 -26 -25 -23 -31 -32 -39 -85  -236
Total Changes to Outlays -79 -15 -15 -22 -22 -31 -30 -29 -37 -39 -46 ~-105 -285
Total Effect on the Deficit” 81 19 12 20 13 24 26 26 31 29 34 88 234
Total Deficit as Projected in
March 2011 -1,399 -1,081 -692 -513 -538 -635 -590 -585 -665 -710 -729 -3,459 -6,737
Memorandum:
Total Legislative Changesb 1 2 3 4 4 5 5 6 6 6 7 19 49
Total Technical Changes® 80 16 9 16 9 19 21 20 25 23 27 69 185

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

a. All of the changes to revenue projections are technical.

b. Positive numbers indicate a decrease in the projected deficit.
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more-typical growth rates more rapidly.) CBO is also
expecting $6 billion less in spending for unemployment
compensation this year because of fewer claims and lower
average benefits than previously anticipated.

For the 2012-2021 period, CBO has reduced its projec-
tions of mandatory outlays by $277 billion as a result of

technical factors. Most of that reduction involves spend-
ing for Medicare and Medicaid.

CBO now projects that Medicare outlays will be

$186 billion (about 3 percent) lower between 2012 and
2021 than it projected in January. Approximately two-
thirds of the change comes from reducing the projected
growth rate for Part D (prescription drug) spending per
enrollee on the basis of an updated analysis of national
trends in spending for prescription drugs. The other one-
third of the change mainly reflects an extrapolation of the
slower-than-expected growth rate of Medicare spending
seen this year.

For Medicaid, CBO has trimmed its projection of outlays
over the 2012-2021 period by $153 billion (about 3 per-
cent). Almost two-thirds of that change comes from
reducing the projected growth rate for spending per Med-
icaid enrollee on long-term care and from adjusting pro-
jections of the number of elderly people enrolled in the
program, on the basis of an analysis of historical trends in
spending and enrollment. Another one-quarter of the
change reflects a reduction in CBO’s estimate of the
increase in Medicaid enrollment that will result from the
major health care legislation enacted in 2010. CBO has
made a number of technical modifications to its models
for health insurance coverage; as a result of those modifi-
cations, slightly fewer low-income people are projected to
be eligible for Medicaid and slightly more are expected
to be eligible for subsidies through the newly established
health insurance exchanges. Consequently, the reduction
in projected Medicaid spending for those people is
accompanied by an increase in CBO’s projection of
exchange subsidies.

Outlays for health insurance tax credits and cost-sharing
subsidies for people who purchase coverage through
exchanges are now projected to be about $54 billion
higher over the 2012-2021 period than CBO projected
in January. (In addition, CBO and JCT now estimate
that the loss of revenues attributable to tax credits for

insurance premiums will be about $45 billion larger than
previously estimated.)

Although CBO has updated its baseline projections of
federal spending on health care programs, that update
does not automatically result in a complete reestimate of
the budgetary impact of last year’s major health care legis-
lation under the assumptions of the new baseline. Never-
theless, the costs or savings from some aspects of that
legislation can be separately identified in the baseline pro-
jections. In particular, the provisions related to expanding
health insurance coverage were projected to increase the
deficit between 2012 and 2021 by $1.04 trillion, on net,
in CBO’s January baseline; they are now projected to
increase the deficit by $1.13 trillion over that period.
Those effects are only a part of the total budgetary impact
of the legislation, however. CBO’s previous estimate
showed that the effects of the other provisions on manda-
tory spending and revenues, taken together, would reduce
the deficit by roughly $1.25 trillion over the 2012-2021
period—meaning that the legislation, as a whole, was
projected to reduce the deficit over 10 years. The budget-
ary effects of all of those other provisions cannot be
separately identified in the new baseline.

Discretionary Spending. Overall, CBO has made techni-
cal changes to projections for discretionary programs that
decrease estimated outlays by $13 billion for 2011 and by
$27 billion for the following 10 years. Reductions in out-
lays for both the current year and 2012 are dominated by
lower estimates of defense spending, driven by the slow
pace at which the Department of Defense is spending
funds provided in the recent short-term continuing reso-
lutions. For 2013 and beyond, CBO has lowered its esti-
mate of discretionary spending by an average of $2 billion
(or 0.1 percent) a year.

Net Interest. Because various technical and legislative
changes have reduced CBO’s estimate of the cumulative
deficit over the 2012-2021 period, projected debt-service
costs have also declined, by a total of $42 billion (attrib-
utable both to legislation and to technical revisions). At
the same time, CBQO’s estimate of other net interest costs
over that period has increased by $100 billion since Janu-
ary. About three-quarters of that increase results from a
shift in the mix of securities that the Treasury is expected
to issue (from short-term securities to longer-term securi-
ties) as well as to some enhancements to CBO’s models.
The other one-quarter stems from projections of lower
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interest receipts from nonbudgetary credit financing
accounts and from small changes to a number of other
net interest accounts.

Changes in Projections of Revenues

Since January, CBO has increased its revenue projections
by $2 billion for 2011 and $3 billion for 2012 and
reduced them by a total of $55 billion for the following
nine years. The most significant changes are an increase
in the projected amount of tax credits for health insur-
ance that will be purchased through exchanges and other
revisions related to health insurance coverage. (As dis-
cussed above, projected outlays for exchange subsidies
have changed as well.) In the other direction, CBO has
raised its estimates of remittances by the Federal Reserve
System for most of the projection period to reflect
changes in the composition of the system’s portfolio
(more mortgage-backed securities issued by Fannie Mae
and Freddie Mac and fewer lower-yielding Treasury
securities).

Differences Between CBO’s and the
Administration’s Estimates of the

President’s Budget

CBO’s estimate of the deficit for 2011 under the Presi-
dent’s policies is $220 billion smaller than the Adminis-
tration’s estimate. For the 2012-2021 period, however,
CBO’s estimate of the cumulative deficit under the Presi-
dent’s budget exceeds the Administration’s projection by
a total of $2.3 trillion (see Table 1-7). Those differences
stem from variations in baseline projections of what
would happen under current law ($1.3 trillion over the
next 10 years) as well as from differing assessments of
the effects of the President’s proposals ($1.0 trillion).

The bulk of the estimating differences over the 2012—
2021 period are related to revenues. Overall, CBO’s esti-
mate of the total revenues that would be collected during
that period under the President’s budget is lower than the
Administration’s estimate by $2.0 trillion, mostly because
of differing baseline projections. At the same time, CBO’s
estimate of outlays over the next 10 years under the Presi-
dent’s budget exceeds the Administration’s estimate by a
net amount of $220 billion. That difference reflects a
combination of CBO’s lower estimates of spending under
current law and CBO’s higher estimates of the costs of
the President’s proposals (including higher net interest

AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2012

expenses associated with CBO’s lower estimates of
revenues).

Differences for 2011

Outlays for the current year are likely to be substantially
less than the Administration anticipates: CBO’s estimate
of total outlays for 2011 is $164 billion lower than that of
the Administration, largely because of differing estimates
of what will occur under current law. Including the Presi-
dent’s proposals, CBO’s projection of 2011 outlays is
$125 billion lower than the Administration’s for manda-
tory programs and $46 billion lower for discretionary
programs. In the other direction, CBO’s estimate of net
interest outlays is $7 billion higher.

CBO’s estimate of revenues for the current year is

$56 billion higher than the Administration’s—$55 bil-
lion of which results from differing baseline estimates and
$1 billion of which is attributable to differing estimates
of the effect of the President’s policy proposals. Nearly all
of that total discrepancy arises from technical differences
and may reflect varying expectations of the speed at
which tax collections—particularly individual income
tax receipts—will rebound from their recent historically
low levels relative to GDP.

Mandatory Spending. Different expectations about how
much the government will spend for certain mandatory
programs this year under current law dominate the differ-
ences for mandatory outlays. For example, CBO’s esti-
mate of 2011 outlays for Fannie Mae and Freddie Mac

is $19 billion below that of the Administration, mostly
because of differences between CBO and the Administra-
tion in their budgetary treatment of those institutions’
activities. CBO’s estimate follows the budgetary practices
used for federal credit programs and reflects the antici-
pated subsidy cost, including an adjustment for market
risk, of mortgage guarantees issued by Fannie Mae and
Freddie Mac in 2011. The Administration’s estimate, in
contrast, is based on the net cash payments that the Trea-
sury Department is expected to make to Fannie Mae and
Freddie Mac this year to cover those entities’ reported
costs of mortgage guarantees issued before 2011."

In addition, estimates of outlays for housing assistance
(primarily for the refundable tax credit for first-time

18. For a discussion of those differing budgetary approaches, see
Congressional Budget Office, CBOSs Budgetary Treatment of
Fannie Mae and Freddie Mac, Background Paper (January 2010).
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Table 1-7.

Sources of Differences Between CBO’s and the Administration’s
Estimates of the President’s Budget

(Billions of dollars)

Total

2012-

2012-

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

Deficit Under the President's Budget

Revenue Differences
Baseline
Policy

Subtotal, revenues

Outlay Differences
Mandatory
Baseline
Policy

Subtotal, mandatory

Discretionary
Baseline
Policy

Subtotal, discretionary

Net Interest
Baseline
Policy

Subtotal, net interest

Subtotal, outlays

Total Differences®

Deficit Under the President's Budget

Memorandum:
Total Baseline Differences?
Total Policy Differences?

Total Economic Differences?
Total Technical Differences?

-1,645

-75
-50

-125

-72
25

-46

-1,425

194
26
-6

226

-1,101

-17
4
-60

=
21

17

18
21
-63

-1,164

-45
-18

-15
-48

Administration's Estimate

-768 -645 -607 -649 -627 -619 -681 -735 -774 -3,769 -7,205
Sources of Differences Between CBO and the Administration
-51 -109 -111 -143 -185 -226 -268 -273 -290 -500 -1,741
-54  -12 30 -4 40 -37 -26 -32 -36 -134 -305
-104  -121 -141 -184 -225 -263 -294 -305 -326 -634 -2,045
4 30 -40 -45 43 49 44 52 -72 -127 -388
R 7oA B2 My % 12
28 -23 20 -22 21 -23 -15 -19 -35 -153  -266
9 17 -17 -13 -16 -23 -16 ~-13 -12 97 -177
9 4 8 B 326 3 N 1 w5 36
50 31 26 21 15 3 7 6 7 148 187
4 12 -12 -3 5 13 19 31 36 -6 97
303 6 12 2 7 3B 8 R 26 W
7 -9 -5 9 24 41 54 73 87 20 299
29 -1 1 8 18 20 46 61 59 16 220
-133 -120 -142 -192 -243 -283 -340 -365 -384 -649 -2,265
CBO's Estimate
-901 -764 -748 -841 -870 -902 -1,021 -1,101 -1,158 -4,418 -9,470
-49 51 -42 -83 -130 -167 -227 -238 -241 @ -269 -1,272
-84  -69 -100 -109 -113 ~-116 ~-113 -128 ~-144 -380 -993
43 -66 -88 -117 -157 -171 -178 -193 -204 -329 -1,233
90 -54 54 -75 -86 -112 -162 -172 -180 -321 -1,033

Sources: Congressional Budget Office; Joint Committee on Taxation.

Note: * = between zero and $500 million.

a. Positive numbers denote that such differences cause CBO’s estimate of the deficit to be lower than the Administration’s estimate.
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home buyers and various mortgage-relief programs
funded through the TARP) are $12 billion lower in
CBO’s baseline than in the Administration’s, largely
because of different judgments about the timing of
spending and the number of program participants.
CBO’s estimate of mandatory spending for veterans’ ben-
efits in 2011 is $11 billion lower than the Administra-
tion’s, mostly because of differing expectations about how
quickly disability compensation claims will be paid for
veterans suffering from conditions that were recently
determined to be related to Agent Orange exposure. Also,
CBO’s estimate of spending for unemployment benefits
this year is $9 billion lower than the Administration’s,
mostly because CBO anticipates a smaller average benefit
and fewer recipients. In the other direction, estimated
outlays for the earned income tax credit are about

$10 billion higher in CBO’s baseline. The remaining
differences in estimates of mandatory spending—which
cause outlays to be $33 billion lower in CBO’s baseline—
are spread among many other programs.

Differing estimates of the effects of the President’s pro-
posals account for another $50 billion of the gap between
CBO’s and the Administration’s estimates of mandatory
outlays for 2011. Nearly all of that difference results from
the President’s proposal to reclassify surface transporta-
tion programs from the discretionary side of the budget
to the mandatory side. The President’s budget reflects the
assumption that the reclassification will occur this year,
and therefore it shows those outlays as mandatory in
2011; CBO assumes that the policy, if enacted, would
not take effect until 2012. That difference is offset on the
discretionary side of the ledger (as discussed below).

Discretionary Spending. CBO’s estimate of 2011 spend-
ing from appropriations is also lower than the Adminis-
tration’s, by $46 billion. Defense spending (virtually all of
which is discretionary) is estimated to be $54 billion
lower than the Administration projects, partly because

of slower spending for the operation and maintenance
expenses of the armed forces. CBO also anticipates a
slower rate of spending than the Administration does for
several other categories of discretionary spending, includ-
ing education spending (primarily for the State Fiscal
Stabilization Fund and education programs for disadvan-
taged students), which is nearly $12 billion below the
Administration’s estimate, and outlays for energy pro-
grams, which are almost $10 billion lower. In the other
direction, the differing classifications of transportation
spending in 2011 offset $48 billion of those differences.
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The remaining differences in estimates of discretionary
spending, which cause outlays to be $18 billion lower in
CBO’s baseline, are spread among many other programs.

Differences for the 2012-2021 Period

For the coming 10 years, CBO estimates larger annual
deficits under the President’s budget than the Administra-
tion does. The gap amounts to $63 billion in 2012 and
grows nearly every year thereafter, reaching $384 billion
in 2021. Those gaps stem both from underlying differ-
ences in baseline projections (primarily on the revenue
side) and from differences in estimates of the effects of
the President’s proposals.

Revenues. Differing revenue projections explain most

of the deviation between CBO’s and the Administration’s
estimates of deficits under the President’s budget for

the 2012-2021 period. CBO projects $2.0 trillion (or
5.3 percent) less in revenues under the President’s propos-
als than the Administration does—about $1.7 trillion of
which reflects differing baseline projections. CBO attri-
butes about half of that baseline difference to economic
assumptions, particularly to its projection that nominal
GDP and wages and salaries will be 3.2 percent lower
over the 2012-2021 period than the Administration
projects. Lower wages and salaries would result in lower
collections of individual income taxes and social insur-
ance taxes.

The other half of the baseline difference results from
technical estimating judgments about the amount of rev-
enue that would be generated from a given set of eco-
nomic conditions. The most significant of those technical
differences involves receipts from corporate income taxes:
CBO projects a lower effective tax rate than the Adminis-
tration does on domestic corporate profits, the main
component of the tax base for corporate income taxes
that both CBO and the Administration project as a part
of their respective economic outlooks. Those differences
are larger in the second half of the 10-year projection
period than in the first half. Such technical differences
cause CBO’s current-law projection of corporate tax
receipts over the 2012-2021 period to be about

$0.5 trillion lower than the Administration’s.

In addition, CBO and JCT estimate that the President’s
proposals would reduce revenues by about $0.3 trillion
more, on net, than the Administration estimates. The
most significant difference concerns the President’s
unspecified proposal to raise new revenues to support the

19
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reauthorization of surface transportation programs. The
Administration attributes $328 billion in revenues over
the 2012-2021 period to that proposal, but the budget
does not offer any information about the nature of the
taxes or fees that might be used to generate those reve-
nues. As a result, CBO’s estimates do not include any
budgetary impact for that proposal.

Outlays. CBO estimates more spending between 2012
and 2021 under the President’s budget than the Adminis-
tration does, although the difference is much smaller than
for revenues. For the first several years of the projection
period, CBO’s spending estimates are similar to the
Administration’s; they are slightly higher in some years
and slightly lower in others. For the latter part of the
decade, however, CBO projects consistently higher out-
lays than the Administration does, with the gap widening
to about $60 billion by 2020. Over the 10-year period,
the difference amounts to $220 billion (or 0.5 percent).
CBO’s estimates of discretionary spending and net
interest outlays are higher than the Administration’s—
by $187 billion and $299 billion, respectively—whereas
its projection of mandatory spending is $266 billion
lower.

More than 60 percent of the difference in estimated dis-
cretionary spending is related to transportation programs,
with most of that variation stemming from differing clas-
sifications of transportation funding provided before
2012. CBO’s estimate of the President’s budget reflects
the assumption that the proposed reclassification would
not occur until 2012 and that future outlays from fund-
ing provided before that year would continue to be classi-
fied as discretionary. The Administration, by contrast,
considers outlays in 2011 and beyond as mandatory,
regardless of when the original funding was provided.

That difference in estimates of discretionary spending has
the opposite effect on estimates of mandatory spending,.

Another area where CBO’s estimate of discretionary out-
lays over the next 10 years is significantly higher than the
Administration’s is education spending, which is $22 bil-
lion higher under CBO’s calculations, largely because

of differing estimates related to the Pell Grant program.
In addition, CBO estimates that the Federal Housing
Administration’s single-family mortgage program will
collect $23 billion less in receipts than the Administra-
tion estimates.

For mandatory programs, CBO projects $388 billion less
in spending under current law—but $122 billion more in
outlays from the President’s proposals—between 2012
and 2021 than the Administration does. Medicaid
accounts for more than 80 percent of the baseline differ-
ence, primarily because of technical factors, such as dif-
fering projections of enrollment. The largest difference in
estimates of policy proposals involves the President’s pro-
posal to offset the cost of freezing Medicare’s payment
rates for physicians at the 2011 levels (rather than letting
them decline, as specified under current law). Although
the budget included proposed offsets for a two-year freeze
of those payment rates, it did not include any specific
proposals to offset the costs of continuing the freeze after
2013. Thus, CBO did not incorporate any savings from
such offsets after the first two years, whereas the Adminis-
tration assumes unspecified savings totaling $315 billion
from 2014 through 2021.

With regard to net interest outlays under the President’s
budget, CBO’s estimates exceed the Administration’s by a
total of $299 billion for the 2012-2021 period. That
gap stems mainly from CBO’s estimate of higher deficits
under the President’s budget, which would require more
borrowing than the Administration anticipates.



CHAPTER

The Economy Under the President’s Budget and
Under Current Law

n addition to estimating the direct budgetary impact
of the President’s proposals, the Congressional Budget
Office (CBO) has analyzed how those policies would
affect the nation’s economy (relative to what the agency
projects will occur under current law) and, in turn, how
those economic effects would influence the budget. Esti-
mates of economic effects depend on many specific
assumptions and judgments, so CBO used several differ-
ent approaches to estimating those effects. The estimates
cover the periods 2012 to 2016 and 2017 to 2021, as well
as the long term beyond 2021.

For the 2012-2016 period, CBO estimates that the
President’s budgetary proposals would boost output
(relative to that under current law) primarily because

tax reductions would increase people’s disposable income.
Under the President’s proposals, the nation’s real
(inflation-adjusted) output would be, on average,
between 0.2 percent and 0.7 percent higher than the
amount under current law.’

Over time, however, the proposals would reduce real out-
put because the effects of increasing government debt
would more than offset the stimulative effects of lower
marginal tax rates. For years after 2016, CBO estimates

1. For this analysis, CBO uses gross national product (GNP) (the
total market value of goods and services produced in a given
period by the labor and capital supplied by the country’s residents,
regardless of where the labor and capital are located) as its measure
of output instead of the more commonly cited gross domestic
product. Changes in GNP exclude foreigners’ earnings on invest-
ments in the domestic economy but include domestic residents’
earnings overseas and are therefore a better measure of the propos-
als’ effects on domestic residents’ income than are changes in gross
domestic product in an open economy like that of the United
States. CBO’s budget calculations for this analysis reflect the fact
that features of U.S. tax laws result in some foreign income effec-
tively being untaxed.

that the President’s proposals would reduce real output
compared with what would occur under current law—
by between 0.1 percent and 1.2 percent, on average, from
2017 through 2021, and by between 0.7 percent and
3.8 percent in the long term.

Those economic effects would in turn influence the bud-
get through changes in taxable income, in outlays for
unemployment insurance and other programs, and in
interest payments on government debt, among other
changes. Before accounting for the economic effects,
CBO estimates that the President’s proposals would add a
total of $1.0 trillion to deficits over the 2012-2016
period and $1.8 trillion over the 2017-2021 period (see
Chapter 1). According to CBO’s estimates, the economic
feedback from the President’s proposals would increase
their cumulative cost by between $10 billion and $30 bil-
lion from 2012 to 2016 and would increase their cumula-
tive cost by as much as $217 billion or reduce it by as
much as $8 billion from 2017 to 2021. (CBO did not
estimate the budgetary effects of the President’s proposals
beyond 2021.)

How the Government’s Fiscal Policies
Can Affect the Economy

The government’s fiscal policies (that is, taxes and spend-
ing) can affect both the economy’s potential output and
the difference between its actual output and its potential.
Therefore, fiscal policies can have both temporary and
long-run consequences.

Fiscal Policies and Output in the Short Run

As the recent severe recession has shown, the nation’s
actual economic activity can deviate for substantial peri-
ods from its potential level in response to changes in
demand for goods and services by consumers, businesses,
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governments, and foreigners. Although the nation’s real
economic output has recently surpassed its prerecession
level, output remains well below its potential, and unem-
ployment remains high. During the recession, housing
investment plummeted. Consumer demand fell because
declines in the value of housing and the stock market
reduced households’ wealth, personal income dropped,
and financial institutions reduced some households’
access to credit. Demand stemming from business invest-
ment also fell because there was less need to add capacity
and because uncertainty about future developments in
financial markets and future demand for goods and ser-
vices made businesses reluctant to make commitments.

When output is low relative to its potential for an
extended period, as it has been since the start of the
recent recession, tax cuts and increases in government
spending can boost demand and thereby hasten a return
to the potential level of output. In general, increases in
demand encourage businesses to gear up production and
hire more workers than they otherwise would; decreases
in demand have the opposite effect. Thus, budgetary pol-
icies that raise private and public consumption tend to
boost output toward its potential level.

Even without such policies, stabilizing economic forces
tend to move output back toward its potential after a
while. Moreover, policies that aim to increase demand,
such as increases in government purchases or reductions
in taxes, are likely to decrease national income in the long
run because such policies tend to increase government
borrowing and eventually reduce the nation’s saving and
capital stock. Therefore, policies that increase demand
often involve a trade-off between boosting economic out-
put in the short run and reducing output in the long run.

Fiscal Policies and Output in the Long Run

The nation’s potential to produce goods and services
depends on the size and quality of its labor force, on the
stock of productive capital (such as factories, vehicles, and
computers), and on the efficiency with which labor and
capital are used to produce goods and services.” Lasting
changes in those factors can have a lasting influence on
the economy’s ability to supply goods and services.

2. Efficiency in turn depends on such factors as production technol-
ogy, the way businesses are organized, and the regulatory environ-
ment.

The government’s budgetary policies affect potential out-
put primarily by affecting the amount of national saving
and the incentives for individuals and businesses to work,
save, and invest. The nation’s capital stock, which helps
to determine how much output can be produced,
depends both on public saving (the surpluses, if any, of
state and local governments and the federal government)
and on private saving (by households and businesses). A
federal deficit represents a reduction in public saving and,
therefore, in national saving. Federal policies also can
influence national saving by affecting private saving. An
overall decline in national saving reduces the capital stock
owned by U.S. citizens over time through a decrease in

domestic investment, an increase in net borrowing from

abroad, or both.

Specific tax and spending policies also can affect the
economy’s potential output. Changes in tax rates affect
people’s willingness to work and to save, possibly influ-
encing short-run demand but also affecting long-run sup-
plies of labor and capital. Similarly, changes in govern-
ment spending for goods and services or in government
transfer payments (such as unemployment insurance or
Social Security benefits) can affect demand in the short
run but also can increase or decrease people’s willingness
to work and to save, which affects the size of the labor
force and the capital stock in the long run.’ In addition,
changes in government spending on goods and services
can alter the amount of public investment, which affects

potential output as well.

Unlike most movements of potential output, changes in
the demand for goods and services resulting from fluctua-
tions in the business cycle—which push output away
from its potential—tend to be temporary. CBO currently
projects that, under current law, economic output will
return to its potential by late 2016. Additional fluctua-
tions will occur in the future, but it is impossible to know
when they will occur or whether they will be positive or
negative. For that reason, CBO’s projections beyond a
few years generally assume that the economy will average

close to its long-run potential output.

3. Transfer payments are payments made to a person or organization
for which no current or future goods or services are required in
return.
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How the President’s Budgetary
Proposals Would Affect the Economy

The President’s budgetary proposals would influence the
economy in different ways in the short run and the long
run, boosting output in the next few years but diminish-
ing it later on.

Effects on the Economy Through 2016

Over the 2012-2016 period, the President’s proposals
would decrease revenues, increase mandatory spending,
and decrease discretionary spending relative to CBO’s
baseline projections (see Chapter 1). In economic terms,
the changes in spending translate into an increase in
transfer payments and reductions in purchases of goods
and services.* For example, the President’s proposal to
freeze Medicare’s payments to physicians at 2011 levels
(rather than cut them, as scheduled under current law)
would increase transfer payments, and much of the
reduction in defense discretionary spending under the
President’s budget represents smaller purchases of equip-
ment and supplies as well as reduced costs for military
personnel. The reductions in taxes and increases in trans-
fers would boost people’s disposable income, increasing
consumer demand for goods and services.” The boost

to consumer demand would outweigh the reduction in
government purchases, CBO estimates, leading to a net
increase in overall demand, which would stimulate out-
put over the period.

Effects on the Economy After 2016

The President’s policies would lower output between
2017 and 2021 and over the long term as well, primarily
because of their impact on the capital stock and labor

4. In the national income and product accounts (maintained by the
Department of Commerce’s Bureau of Economic Analysis), the
government’s expenditures are classified into major groups:
consumption expenditures, or spending on goods and services,
including costs of capital depreciation (with separate estimates for
defense and nondefense spending); transfer payments (to individ-
uals, state and local governments, and the rest of the world); inter-
est payments; and subsidies to businesses and to government
enterprises.

5. The reduction in tax rates would also increase potential output.
However, actual output adjusts only slowly to changes in poten-
tial, and under current conditions that adjustment would be
slower than usual. Ordinarily, an increase in potential output rela-
tive to actual output would lead the Federal Reserve to reduce
interest rates, boosting output. However, because interest rates are
already about as low as they can be, that effect would be muted
over the next several years.
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supply. Those policies would result in a smaller stock of
domestically owned capital, mainly because deficits
would be larger than those projected under current law.®
That effect would become stronger over time as budget
deficits accumulated. Various policies in the President’s
budget would have differing effects on the size of the
labor force: Proposed reductions in the effective marginal
tax rates on labor would tend to increase the labor supply,
while proposed increases in transfers would tend to
decrease labor supply.

Effects on the Nation’s Capital Stock. The President’s
budgetary policies would influence the size of the nation’s
capital stock primarily by lowering national saving
through higher federal budget deficits. Each year between
2012 and 2021, the proposals would expand the federal
deficit relative to that in CBO’s baseline, which would
reduce national saving, other things being equal.
(Some—but not all—of the reduction in national saving
would be offset by an increase in private saving, in part
because larger deficits would cause interest rates to be
higher.) The President’s tax proposals would also affect
private saving by altering effective marginal tax rates on
capital income (income derived from wealth, such as
stock dividends, realized capital gains, or the owner’s
profits from a business) and thus the after-tax rate of
return on saving.

Under current law, CBO estimates, the effective marginal
tax rate on capital will fall to 11.6 percent in 2011 from
the estimated 13.9 percent rate in 2010 as a result of
investment incentives enacted in the 2010 tax act
(officially, the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010, Public
Law 111-312). CBO projects that the rate will then rise
in 2012 and 2013, as certain provisions of the 2010 tax
act expire and as a surtax on investment income enacted
in the Health Care and Education Reconciliation Act of
2010 (PL. 111-152) becomes effective.

The President’s tax proposals would alter those marginal
tax rates through changes in both individual and

6. The impact of the larger deficits would be offset, slightly, by a
lower effective marginal tax rate on capital income, which is the
rate that applies to the return on additional investment. The effec-
tive marginal tax rate is calculated by averaging effective marginal
tax rates across all the businesses, people, and institutions that
would receive that investment income (and that could face differ-
ent tax rates), with the weights depending on the entities’ amounts
of investment income.

23
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Table 2-1.

CBO’s Estimates of Effective Federal Marginal Tax Rates on Capital Income

(Percent)

Effective Marginal Effective Marginal

Tax Rate Under Tax Rate Under the Difference

Calendar Year Current Law President's Budget Percentage Points Percent
2010 13.9 13.9 0 0
2011 11.6 11.6 * *
2012 13.7 14.2 0.4 3.2
2013 19.7 194 -0.2 -1.2
2014 20.0 19.7 -0.3 -1.7
2015 20.2 19.9 -0.3 -1.5
2016 20.4 20.1 -0.3 -1.4
2017 20.4 20.2 -0.2 -1.1
2018 20.4 20.2 -0.2 -1.0
2019 20.4 20.2 -0.2 -0.9
2020 20.4 20.2 -0.2 -0.8
2021 20.4 20.2 -0.2 -0.8
Source: Congressional Budget Office.

Notes: The effective marginal tax rate on income from capital is the share of the last dollar of such income taken by individual and corporate

taxes.

* = between -0.05 percent and 0.05 percent.

corporate tax provisions. Some of the President’s propos-
als would increase the marginal tax rate on capital
income, whereas others would decrease that rate. On net,
CBO estimates, the President’s proposals would increase
the effective marginal tax rate on capital income in 2012
relative to the rate under current law by 0.4 percentage
points. After 2012, the impact of the President’s propos-
als that reduce the marginal tax rate on capital would
slightly outweigh the impact of proposals that increase
the marginal rate, yielding a net reduction ranging from
0.2 to 0.3 percentage points (see Table 2-1).

Several proposals would decrease the marginal rate on
capital income, relative to that under current law, by fully
or partially extending provisions that are scheduled to
expire in the next few years. Some of the proposals would
take effect starting in 2012. Under current law, the
amounts of income exempt from the individual alterna-
tive minimum tax (AMT) are scheduled to fall in 2012.
The President proposes to keep the AMT exemption
amounts at their higher 2011 levels and index all of the

7. For a description of CBO’s method for estimating effective
marginal tax rates, see Congressional Budget Office, Computing
Effective Tax Rates on Capital Income, Background Paper
(December 2006).

parameters of the AMT for inflation after 2011, which,
beginning in 2012, would reduce the marginal rate on
capital income relative to that under current law. A pro-
posal to permanently extend the tax credit for research
and experimentation (which is scheduled to expire at the
end of this year) would also reduce that marginal rate
beginning in 2012.

Other provisions would take effect starting in 2013.
Among the President’s proposals, one to extend the lower
tax rate on dividend income would generate the largest
decrease in the marginal tax rate on capital income.
Proposals to lower tax rates (relative to current law) for
individuals with taxable income below $200,000 and
married couples with taxable income below $250,000
and a proposal to extend changes in the tax treatment
of certain investments in equipment by small businesses
would also decrease the marginal tax rate on capital
income.

The President’s proposal to cap at 28 percent the rate at
which itemized deductions reduce a taxpayer’s income tax
liability would generate the largest increase in the mar-
ginal rate on capital income. Most of that increase would
be caused by a reduction in the tax benefits from deduct-
ing mortgage interest and property taxes, which would
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raise the very low tax rate on income from an investment
in owner-occupied housing. Tax rates on income from
investments in corporate stock, noncorporate businesses,
or debt instruments would increase little. Proposals to
eliminate tax preferences for fossil fuels, to tax carried
interest as ordinary income rather than at the lower rate
for capital gains, and to reinstate the corporate income
tax that helps to finance the Superfund program would
also raise the marginal rate on capital income beginning
in 2012.% Other proposals, including a change to inven-
tory accounting rules and the establishment of a financial
crisis responsibility fee beginning in 2013, would also
increase that marginal tax rate.

Effects on the Labor Force. Potential output is strongly
tied to the amount and quality of labor supplied in the
economy. A sustained increase in total hours worked or in
the capability of the labor force improves the economy’s
potential to generate output. The President’s proposals
would affect the number of hours worked and might also
affect the quality of labor. CBO’s analysis focused on
channels through which the proposals could affect the
number of hours of labor supplied because the evidence
about those channels is stronger than is the evidence
about channels through which government policies can

affect the quality of labor.

The President’s proposals would affect the quantity of
labor in two main ways. Several of the policies would
increase people’s total after-tax income but would not
change their after-tax compensation for each additional
hour of work. For example, increases in transfer pay-
ments, such as Pell grants, would raise the disposable
income of some people but would not affect their mar-
ginal tax rates. In the absence of a change in marginal
rates, that increase in after-tax income would reduce the
number of hours of labor supplied because people would
be able to maintain their standard of living with less
work. (Some policies in the President’s budget would
reduce disposable income, but the net effect of all of the
proposals would be to increase such income.)

Other proposals would have a different effect. For exam-
ple, the extension of the lower marginal tax rates on
income that were enacted in the Economic Growth and
Tax Relief Reconciliation Act of 2001 for lower- and

8. Carried interest typically forms part of the compensation received
by a general partner of a private equity or hedge fund. It is gener-
ally a share of the profits on the assets under management.
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middle-income taxpayers would increase both after-tax
income and after-tax compensation for each additional
hour of work. Taking those and other policies together,
CBO estimates that the President’s policies would reduce
the effective marginal tax rate on labor by 1.1 percentage
points in 2012 and by 1.7 to 2.1 percentage points over
the 2013-2021 period (see Table 2-2).’

Provisions that raise both after-tax income and incremen-
tal after-tax compensation would have opposing effects
on people’s incentives. In the case of extending lower tax
rates for lower- and middle-income workers, for example,
the affected workers would be encouraged to work longer
hours because they would earn more for each extra hour
of labor they supplied. But a disincentive also exists:
Those same workers would earn more after-tax income at
their current working hours, which would encourage
them to decrease their work hours. The incentive from
reducing marginal tax rates is generally larger, so these
proposals would increase modestly the hours of labor that

workers supply."

The President’s proposals would reduce the effective mar-
ginal tax rate on labor primarily by eliminating some of

the currently scheduled increases in individual income tax
rates. Under current law, those rates will rise in 2012 with

9. The effective marginal tax rate on labor income is the rate that
would apply to the return on working. It reflects the additional
income and payroll taxes that would be paid on the income earned
from additional work. The effective marginal tax rate is the
weighted average of the effective marginal tax rates across all work-
ers, with the weights depending on workers™ earnings.

10. Responses to decreases in tax rates tend to vary among family
members: Secondary earners (for example, the spouse of a house-
hold’s primary breadwinner) generally increase their labor supply
(work hours) to a greater extent than do primary earners. For
details of CBO’s approach to estimating tax changes, see Congres-
sional Budget Office, The Effect of Tax Changes on Labor Supply in
CBO’s Microsimulation Tax Model, Background Paper (April
2007); and Labor Supply and Taxes, CBO Memorandum (January
1996). Since that memorandum was published, CBO has revised
downward its estimates of total wage elasticity and substitution
elasticity for secondary earners (respectively, the change in total
hours of work and the tendency to work more or less depending
on a change in the after-tax marginal wage rate) because of evi-
dence that their responsiveness has declined over time as their par-
ticipation in the labor force has grown. See also Francine D. Blau
and Lawrence M. Kahn, “Changes in the Labor Supply Behavior
of Married Women: 1980-2000,” Journal of Labor Economics,
vol. 25, no. 3 (2007), pp. 393-438.
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Table 2-2.

CBO’s Estimates of Effective Federal Marginal Tax Rates on Labor Income

(Percent)
Effective Marginal

Effective Marginal

Tax Rate Under Tax Rate Under the Difference

Calendar Year Current Law President's Budget Percentage Points Percent
2010 26.4 26.4 0 0
2011 25.4 25.4 * *
2012 27.9 26.8 -1.1 4.1
2013 29.4 27.7 -1.7 -5.8
2014 30.1 28.4 -1.7 -5.7
2015 30.5 28.8 -1.7 -5.6
2016 31.0 29.3 -1.7 -5.5
2017 31.2 29.5 -1.7 -5.5
2018 31.6 29.8 -1.9 -5.9
2019 318 29.9 -1.9 -6.1
2020 321 30.1 -2.0 -6.2
2021 323 30.2 -2.1 -6.5
Source: Congressional Budget Office.

Notes: The effective marginal tax rate on income from labor is the share of the last dollar of such income taken by federal individual income

and payroll taxes.

* = between -0.05 percent and 0.05 percent.

the decrease in the AMT exemption. They will rise
again in 2013 when lower individual income tax rates
that were extended by the 2010 tax act expire and provi-
sions of the Patient Protection and Affordable Care Act of
2010 (PL. 111-148) and the Health Care and Education
Reconciliation Act of 2010 (P.L. 111-152) begin to take
effect."’ Under the President’s proposals, changes to the
AMT would lower the marginal tax rates on labor begin-
ning in 2012, and the proposal to permanently extend
lower income tax rates for incomes below $200,000 for
individuals and for incomes below $250,000 for married
couples would lower marginal tax rates on labor in 2013
and beyond.

Although the President’s proposals would generally
reduce the effective marginal tax rate on labor, the effect
of the proposals would vary across income levels. Lower-
and middle-income taxpayers would see their marginal
tax rate fall, relative to that under current law, because
of the higher AMT exemption and lower income tax
rates. In contrast, higher-income taxpayers would not be

11. For a description of the impact of those laws on labor markets, see
Congressional Budget Office, 7he Budger and Economic Outlook:
An Update (August 2010), Box 2-1.

affected by those provisions and could see their marginal
rate rise because of the proposal to limit the tax savings
from itemized deductions. CBO’s analysis therefore
incorporated different changes in effective marginal tax
rates on labor income for people with different amounts
of income.

In addition to affecting tax rates on labor income, the
proposals’ impact on the capital stock also could affect
the supply of labor. Because higher deficits under the pro-
posals would result in a smaller capital stock, and thereby
also reduce labor productivity, pretax wage rates would be
lower than those under current law (all else being equal),
slightly weakening people’s incentives to work."

Effects on Technological Progress. New and improved

processes and products are the source of most long-term
growth in productivity, and some of the President’s bud-
getary proposals (such as the extension of tax credits for

12. Changes in the amount of education, training, and experience
that workers have and in how hard they work—all of which affect
the productivity of each hour worked—can also result in changes
in potential output. CBO did not incorporate such effects into its
analysis because they are quite difficult to quantify.
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Table 2-3.
CBO’s Estimates of How the President’s

Budget Would Affect Inflation-Adjusted
Gross National Product Through 2016

(Average percentage difference from CBO’s baseline, by
calendar year)

2012 2012-2016
Small Large Small Large
Effect Effect Effect Effect
Change in
Real GNP 0.2 0.7 0.2 0.7
Source: Congressional Budget Office.

Notes: For details about the analysis, see Appendix A.

GNP = gross national product.

research and development) could affect the economy by
influencing the rate at which technological progress is
made. But economic researchers understand little about
how tax and spending policies affect such innovation, so
for the most part, CBO has not incorporated into its
analysis effects on technological progress that might arise

rom e Presiden ,S Iro 053.15.13
from the President’s prop

Economic Models and Results

CBO used several economic models to estimate the
effects of the President’s budgetary proposals on the econ-
omy relative to the current-law assumptions that underlie
CBO’s baseline projections. The models focus on some-
what different aspects of the economy and reflect distinct
ways of thinking about it. One set of models is used to
estimate short-term effects only; the other models
emphasize medium-term and long-term effects. Each
model represents people’s economic decisions in a simpli-
fied way while capturing some important aspects of
actual behavior.

13. CBO did, however, project that the President’s proposal to
enhance and make permanent the research and experimentation
tax credit would increase potential gross domestic product by
about 0.01 percent by 2016. For a discussion of how government
policies can influence technological progress, see Congressional
Budget Office, R&D and Productivity Growth, Background Paper
(June 2005); and Robert W. Arnold, Modeling Long-Run Economic
Growth, Congressional Budget Office Technical Paper 2003-4
(June 2003).
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Estimated Economic Effects and Their Budgetary
Implications Through 2016

CBO analyzed effects of the President’s budgetary
proposals through 2016 using a combination of macro-
economic forecasting models and historical relationships
(see Appendix A for a further description of the analy-
sis)."* CBO’s estimates encompass a broad range of econ-
omists’ views about the relevant economic relationships.
On that basis, CBO estimates that the President’s pro-
posed policies would raise real gross national product
(GNP) by between 0.2 percent and 0.7 percent in 2012
and by about the same percentages, on average, between
2012 and 2016 (see Table 2-3).

Although the effects on GNP in 2012 and over the five-
year period are similar, they stem from different policy
changes. The effects on GNP in 2012 are driven primar-
ily by a proposed increase in government spending, total-
ing $69 billion, by CBO’s estimate. Over the 2013-2016
period, however, the effects stem primarily from decreases
in tax revenues, averaging about $200 billion a year. The
effects on GNP would diminish over the 2012-2016
period because the Federal Reserve’s monetary policies
would probably become increasingly responsive to expan-
sionary fiscal policy.

Those overall economic effects would feed back to the
budget and affect the size of deficits. CBO estimates the
budgetary effects through a simplified analysis that takes
account of changes in taxable incomes, interest rates, and
prices, among other things, but does not incorporate a
detailed, program-by-program analysis, as it does in its
regular budget estimates, including those in Chapter 1.
CBO projects that the budgetary feedback from the eco-
nomic effects of the President’s proposals would reduce
the budgetary cost of those proposals, estimated at about
$83 billion (before considering the economic effects), by
between $5 billion and $13 billion in 2012, depending
on the assumptions used in the analysis. For the 2012—
2016 period, CBO projects that the budgetary feedback
would increase the cumulative cost of the proposals, pro-
jected to total $1.0 trillion, by between $10 billion and
$30 billion (see Table 2-4).

14. For an example of recent CBO work using the same method of
analysis, see Statement of Douglas W. Elmendorf, Director,
Congressional Budget Office, before the Senate Committee on
the Budget, The Economic Outlook and Fiscal Policy Choices
(September 28, 2010).

27


http://www.cbo.gov/ftpdocs/64xx/doc6482/06-17-R-D.pdf
http://www.cbo.gov/ftpdocs/42xx/doc4284/2003-4.pdf
http://www.cbo.gov/doc.cfm?index=11874

28

AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2012

Table 2-4.

The Budgetary Implications of the
Macroeconomic Effects Through 2016

(Cumulative change from CBO’s estimate of the
President’s budget, in billions of dollars)

2012 2012-2016
Small Large Small Large
Effecton Effecton Effecton Effecton
GNP GNP GNP GNP
Change in
Projected
Deficits 5 13 -10 -30
Source: Congressional Budget Office.

Notes: For details about the analysis, see Appendix A.

Numbers in this table reflect the effects on the cumulative
deficit resulting from the economic effects shown in

Table 2-3. They do not include CBO’s estimate of the
budgetary impact of the President’s proposals in the
absence of those economic effects (shown in Table 1-3 on
page 6).

Positive numbers indicate a reduction in projected deficits;
negative numbers indicate an increase.

The estimated effects apply to fiscal years.

GNP = gross national product.

The economic effects of the proposals would reduce the
deficit in 2012 primarily because increased output would
lead to higher taxable incomes, boosting revenues. The
higher output would also lead to higher interest rates,
however, which over time would raise interest payments
on the national debt, tending to increase the deficit. Over
the 2012-2016 period, the effect of higher revenues
would be more than offset by increased interest pay-
ments, boosting cumulative deficits.

Estimated Economic Effects and Their Budgetary
Implications After 2016

CBO used two models to analyze the effects of the
President’s proposals after 2016, a Solow-type model

and a life-cycle model. CBO’s Solow-type model is an
enhanced version of a widely used model originally devel-
oped by Robert Solow."”” CBO’s life-cycle model is an
overlapping-generations general-equilibrium model that
is based on another standard model of the economy.
Using each model, CBO produced a range of estimates

15. The Solow-type model is what CBO has previously called a “text-
book” growth model.

by applying alternative assumptions about the degree to
which economic variables influence households’ decisions
about how much to work and save, the importance of
international flows of capital, and the extent to which
U.S. interest rates are determined by the world economy.
(See Appendix A for a further description of the models
and assumptions, as well as estimates derived under the
full range of assumptions.)

Under the President’s proposals, federal debt would rise
from about 62 percent of GDP in 2010 to over 87 per-
cent of GDP in 2021, and the total deficit would be ris-
ing steadily as a percentage of GDP by the end of the
period. If those trends were continued beyond 2021
(without any other policy changes), the resulting path of
federal debt would be unsustainable. To analyze the long-
run economic effects, CBO made two illustrative alterna-
tive assumptions about how fiscal imbalances would
ultimately be financed. Under one alternative, fiscal

Table 2-5.

CBO’s Estimates of How the President’s
Budget Would Affect Inflation-Adjusted
Gross National Product After 2016

(Average percentage difference from CBO’s baseline, by
calendar year)

2017-2021

Government Spending
Reduced After 2025

-1.2t0-0.1 -3.0to-0.7
-1.2t0-0.3 -29t0-1.1

Long Term?

Solow-Type Growth Model
Life-Cycle Growth Model

Tax Revenues
Increased After 2025

-1.2t0-0.1 -3.0t0-0.9
-1.0to-0.2 -3.8to-1.6

Solow-Type Growth Model
Life-Cycle Growth Model

Source: Congressional Budget Office.

Notes: CBO’s Solow-type growth model is an enhanced version of
a model developed by Robert Solow. CBO’s life-cycle growth
model is an overlapping-generations general-equilibrium
model that is based on another standard model of the
economy. For detailed descriptions, see Appendix A.

In the 2017-2021 period, estimates derived from the Solow-
type model are not affected by whether government spend-
ing is reduced or tax revenues are increased after 2025.

a. Estimates of changes that would occur after 2040.
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Table 2-6.

The Budgetary Implications of the
Macroeconomic Effects from
2017 to 2021

(Cumulative change from CBO’s estimate of the
President’s budget, in billions of dollars)

Government Spending
Reduced After 2025

-217to 8
-127 to -49

Solow-Type Growth Model
Life-Cycle Growth Model

Tax Revenues
Increased After 2025

-217to0 8
-106 to -24

Solow-Type Growth Model
Life-Cycle Growth Model

Source: Congressional Budget Office.

Notes: Numbers in this table reflect the effects on the cumulative
deficit resulting from the economic effects shown in
Table 2-5. They do not include CBO’s estimate of the
budgetary impact of the President’s proposals in the
absence of those economic effects (shown in Table 1-3 on
page 6).
Negative numbers indicate an increase in projected deficits;
positive numbers indicate a reduction.

CBO’s Solow-type growth model is an enhanced version of a
model developed by Robert Solow. CBO’s life-cycle growth
model is an overlapping-generations general-equilibrium
model that is based on another standard model of the
economy. For detailed descriptions, see Appendix A.

In the 2017-2021 period, estimates derived from the Solow-
type model are not affected by whether government spend-
ing is reduced or tax revenues are increased after 2025.

The estimated effects apply to fiscal years.

imbalances would be resolved by gradually reducing
government spending (as a share of GNP) for goods and
services and for transfer payments—to an equal extent—
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over the period from 2026 to 2035. Under the other
alternative, imbalances would be resolved by gradually
increasing tax revenues over the same period—through
(in equal measure) increases in effective marginal tax rates
and increases in revenues that did not arise from increas-
ing marginal tax rates (but from broadening the tax base,
for instance). The nature and magnitude of those offset-
ting future changes in policy can influence the long-term
economic effects of the initial change in spending or reve-
nues and, through people’s expectations, can influence
the near-term effects as well.

Applying those assumptions to the Solow-type and life-
cycle models, CBO estimates that the President’s propos-
als would reduce real GNP over the 2017-2021 period
by between 0.1 percent and 1.2 percent, on average (see
Table 2-5). In the long run, the proposals would decrease
GNP by between 0.7 percent and 3.8 percent. Both
models predict a negative effect on GNP, primarily
because the negative effects that higher deficits have on
investment by U.S. residents would outweigh the positive
effects of lower effective marginal tax rates on labor and
capital.

For the period from 2017 to 2021, CBO projects that the
President’s proposals would add $1.8 trillion to budget
deficits, before taking into account their overall economic
effects. Those effects would add as much as $217 billion
to the additional deficits or subtract as much as $8 billion
from them, depending on which model and which
assumptions are used in the analysis (see Table 2-6).'¢
Because of the substantial uncertainty that surrounds the
results of such models, the effects of economic feedback
are difficult to pinpoint. The numbers presented here
illustrate the range of probable magnitudes.

16. Under some assumptions about the effect of the President’s
proposals on the economy, projected deficits fall slightly because
the tax base can increase even when GNP decreases.
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APPENDIX

A

The Methodology

That CBO Used to

Analyze the Economic Effects of the
President’s Budgetary Proposals

I he Congressional Budget Office (CBO) used sev-

eral approaches to estimate the economic effects of the
President’s budgetary proposals from 2012 to 2021, the
period covered by the agency’s current 10-year baseline
projections, as well as to produce estimates for the long
term. (Ranges of estimates generated by those approaches
are presented in Chapter 2.)

Analyzing Economic Effects

Through 2016
CBO analyzed effects of the President’s budgetary pro-

posals through 2016 using historical evidence about the
direct effects of certain kinds of policies and the results
of macroeconomic forecasting models regarding the way
that direct effects propagate through the economy. That
approach produced estimated “multipliers” for each of
several categories of budgetary provisions, with each mul-
tiplier representing the effects that a dollar’s worth of a
budgetary change in a given category would have on the
nation’s output. The categories include, for example, tax
cuts primarily affecting higher-income taxpayers, and
purchases of goods and services by the federal govern-
ment. A category’s multiplier was applied to the total
budgetary change in that category to estimate its overall
impact on output.

CBO’s estimates of economic effects through 2016 focus
on the impact of the President’s proposals on the demand
for goods and services, because economic output in the
short run is largely determined by such demand. There-
fore, those estimates primarily reflect temporary changes
in actual output relative to potential output. However,
the estimates also incorporate some influences of the pro-
posals on the economy’s potential output; for example,

additional investment raises potential output by increas-
ing the capital stock.

The analysis incorporates both direct and indirect

effects of the President’s proposals on economic output.
A provision’s direct effect consists of its immediate (or
first-round) effect on economic activity. The size of a
direct effect depends on a provision’s impact on the
behavior of recipients. For example, if someone receives a
tax reduction of a dollar and spends 80 cents (saving the
other 20 cents), and production increases over time to
meet the additional demand generated by that spending,
then the direct impact on output is 80 cents.

To estimate the size of the provisions’ direct effects on
output, CBO reviewed evidence on the responses of
households and businesses to various types of fiscal
policies, gleaning various conclusions. For example,
temporary tax cuts will generally have less impact on a
household’s purchases than permanent cuts because a
temporary cut has a smaller effect on total lifetime
disposable income. As another example, increases in dis-
posable income are likely to boost purchases more for
lower-income than for higher-income households. That
difference arises, at least in part, because a larger share of
people in lower-income households cannot borrow as
much money as they wish in order to spend more than
they do currently.

Budgetary proposals also can have indirect effects that
enhance or offset the direct effects. For example, direct
effects are enhanced when greater demand for goods and
services prompts companies to increase investment. In
the other direction, direct effects are muted if greater
government borrowing caused by tax cuts or spending
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increases leads to higher interest rates that discourage
spending by households and businesses. In estimating the
magnitude of indirect effects, CBO relied heavily on esti-
mates from macroeconomic forecasting models, informed
by evidence from other types of models and from direct
estimation using historical data.!

In CBO’s analysis, people base their decisions about
working and saving primarily on current economic con-
ditions—especially wage levels, interest rates, and govern-
ment policies. The analysis assumes that people respond
to those current developments as they typically have in
the past. Those past responses have reflected, in part, an
anticipation of other policies that might follow; for exam-
ple, the degree to which people have increased their con-
sumption in response to tax cuts has depended partly on
their anticipation of future tax policy. Therefore, the
analysis reflects people’s anticipation of future policies in
a general way, but it does not incorporate an assumption
that people anticipate the exact nature of future policies
in detail.

CBO provides a range of estimates of the effects of the
President’s budgetary proposals on gross national product
through 2016. There is considerable uncertainty about
many of the economic relationships that are important in
the modeling. Therefore, in estimating the economic
effects of the President’s proposals, CBO’s estimates
encompass a broad range of economists’ views about the
relevant economic relationships (see Table 2-3 on

page 27).

In past years, CBO has analyzed the short-run economic
effects of the President’s budget using macroeconometric
forecasting models created by two private forecasting
companies—Macroeconomic Advisers and IHS Global
Insight.” The analysis used for the current report incorpo-
rates simplified versions of some of the basic economic
relationships embodied in those models (as well as one
other, the FRB-US model developed by the Federal
Reserve) but also enables a more differentiated analysis

1. For more details about those sources of information, see
Congressional Budget Office, Estimated Impact of the American
Recovery and Reinvestment Act on Employment and Economic Out-
put From October 2010 Through December 2010 (February 2011),
Appendix.

2. See Congressional Budget Office, An Analysis of the President’s
Budgetary Proposals for Fiscal Year 2011 (March 2010).

of particular provisions of the President’s budgetary pro-
posals. For example, the analysis incorporates the empiri-
cal finding that changes in taxes that disproportionately
affect lower-income households tend to have a greater
effect on private spending than do changes that
disproportionately affect higher-income households.
CBO has used this approach in estimating the effects of
the American Recovery and Reinvestment Act of 2009
(Public Law 111-5), of extensions of expiring tax provi-
sions, and of alternative policies for fiscal stimulus.’

Analyzing Economic Effects After 2016
CBO used two models to analyze the effects of the Presi-
dent’s budgetary proposals after 2016. In both models—a
Solow-type growth model and a life-cycle growth
model—potential output depends on the level of the cap-
ital stock, the supply of labor, and the productivity of
combined labor and capital. Those factors in turn are
determined by people’s decisions regarding work and sav-
ing. CBO’s estimates of economic effects after 2016 focus
on the impact of the President’s proposals on the supply
of labor and capital because CBO expects that economic
output then will be determined by supply factors. In par-
ticular, this analysis does not reflect any changes in actual
output relative to potential output, because such varia-
tion is expected to be temporary and, though certain to
play some role in the future, is difficult to predict over
long horizons. As a result, in analyzing the proposals’
effects after 2016, CBO assumed that output is always at
its potential level (the level of output consistent with a
high rate of resource use).

The Solow-type growth model and life-cycle growth
model differ somewhat in the extent to which people are
expected to look to the future when making plans. For
each model, CBO applied alternative assumptions about
economic behavior. Those assumptions involve the
degree to which economic variables influence households’
decisions about how much to work and save and the
extent to which real (inflation-adjusted) U.S. interest

3. See Congressional Budget Office, Estimated Impact of the
American Recovery and Reinvestment Act on Employment and
Economic Output From October 2010 Through December 2010;
Statement of Douglas W. Elmendorf, Director, Congressional
Budget Office, before the Senate Committee on the Budget, 7he
Economic Outlook and Fiscal Policy Choices (September 28, 2010);
and Congressional Budget Office, Policies for Increasing Economic
Growth and Employment in 2010 and 2011 (January 2010).


http://www.cbo.gov/ftpdocs/112xx/doc11231/index.cfm
http://www.cbo.gov/doc.cfm?index=12074&zzz=41568
http://www.cbo.gov/doc.cfm?index=11706
http://www.cbo.gov/doc.cfm?index=11874
http://www.cbo.gov/doc.cfm?index=10803
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rates are determined by the domestic economy or the
world economy.

Under the President’s proposals, debt would rise from
about 62 percent of GDP in 2010 to more than 87 per-
cent of GDP in 2021, and the total deficit would be ris-
ing as a percentage of GDP by the end of the period. If
that trend continued beyond 2021 (without any other
policy changes), the resulting path of federal debt would
be unsustainable. To analyze the long-run economic
effects, CBO made assumptions about how fiscal imbal-
ances would ultimately be financed. CBO chose two
illustrative alternatives for the period beyond 2025:
reducing government transfer payments and purchases of
goods and services or increasing tax revenues.

Solow-Type Growth Model

CBO’s Solow-type growth model (formerly called a “text-
book” growth model by CBO) is an enhanced version of
a widely known model developed by Robert Solow.” It
incorporates the assumption that economic output is
determined by the number of hours of labor that workers
supply, the size and composition of the capital stock (for
example, factories and computers), and total factor pro-
ductivity—which represents the combined productivity
of labor and capital. According to the Solow-type model,
people base their decisions about working and saving pri-
marily on current economic conditions—especially wage
levels, interest rates, and government policies. The model
incorporates the assumption that people respond to cur-
rent developments as they have, on average, in the past; as
a result, the estimated responses reflect people’s past
anticipation of policies in a general way but not responses
to specific future developments. For example, according
to the model, people increase their saving somewhat in
response to an increase in deficits (in part, in anticipation
of possible future tax increases or spending cuts that typi-
cally follow an increase in deficits), but they do not
behave as if they anticipate the details of future changes
in government policies.

Channels Through Which the President’s Proposals
Would Affect the Economy. The estimates that CBO
developed using the Solow-type model incorporate the
effects that the President’s budgetary proposals would

4. For a detailed description of the Solow-type growth model, see
Congressional Budget Office, CBO’s Method for Estimating
Potential Output: An Update (August 2001).
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have on marginal tax rates on labor and, in turn, on the
number of hours worked. The estimates also incorporate
the effects that the President’s budgetary proposals would
have on marginal tax rates on capital and thereby on
private saving.

The President’s proposals would also increase budget def-
icits, which would have a negative effect on the capital
stock. Specifically, the larger deficits would imply less
public saving, and private saving would rise by an
amount that would only partially offset the decline in
public saving. (Bigger deficits can lead to higher private
saving for several reasons, including responses to higher
interest rates and increases in disposable income, which
can boost both spending and saving.) Therefore, national
saving would be lower, and less domestic funding would
be available to finance investment. However, the net
reduction in national saving caused by higher deficits
would not entirely translate into lower domestic invest-
ment. Instead, part of the reduction would be reflected in
increased borrowing from abroad to finance investment
in this country, which also means that a smaller portion
of the returns from the domestic capital stock would be
received domestically.

Alternative Assumptions. CBO used the Solow-type
model to estimate the effects of the President’s proposals
under three alternative assumptions about how people
would adjust their work hours in response to changes in
marginal tax rates on labor income: a “strong labor supply
response,” under which workers’ response is on the high
side of the consensus range of empirical estimates from
studies based on one-year changes in labor supply; a “weak
labor supply response,” under which workers respond very
little; and a “medium labor supply response,” under which
workers response is between strong and weak.’

CBO also analyzed the President’s budget with the
Solow-type model under three sets of assumptions about
the effect of deficits on investment. In the first case
(“small effect of deficits on investment”), each dollar of
additional deficit leads to a 20-cent decline in domestic

5. CBO’s estimates used data from a large sample of taxpayers to
account for the effects on labor supply of changes in marginal tax
rates and in after-tax income under the President’s proposals. The
estimates incorporated a larger response to changes in marginal tax
rates among secondary earners than among primary earners, as

described in Chapter 2.
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investment, owing to a combination of reduced national
saving and a partially offsetting increase in foreign capital
invested in the United States. In particular, every $1 of
additional deficit is assumed to lead people to increase
their private saving by about 55 cents and thus to reduce
national saving by 45 cents, and every $1 decline in
national saving is assumed to lead to a 55-cent increase in
the amount of foreign capital invested in the United
States. Together, those assumptions imply that a $1
increase in the budget deficit results in a 55-cent increase
in private saving, a 25-cent increase in capital inflows
(25 cents equals 45 cents times 0.55), and a 20-cent
decline in domestic investment.

In the second case (“medium effect of deficits on invest-
ment”), each dollar of additional deficit leads to a 36-cent
decline in domestic investment. In particular, every $1 of
additional deficit is assumed to lead people to increase
their private saving by about 40 cents and thus to reduce
national saving by 60 cents, and every $1 decline in
national saving is assumed to lead to a 40-cent increase in
the amount of foreign capital invested in the United
States. Together, those assumptions imply that a $1
increase in the budget deficit results in a 40-cent increase
in private saving, a 24-cent increase in capital inflows
(24 cents equals 60 cents times 0.40), and a 36-cent
decline in domestic investment.

In the third case (“large effect of deficits on investment”),
each dollar of additional deficit leads to a 50-cent decline
in domestic investment. In particular, every $1 of addi-
tional deficit is assumed to lead people to increase their
private saving by about 29 cents and thus to reduce
national saving by 71 cents, and every $1 decline in
national saving is assumed to lead to a 29-cent increase in
the amount of foreign capital invested in the United
States. Together, those assumptions imply that a $1
increase in the budget deficit results in a 29-cent increase
in private saving, a 21-cent increase in capital inflows
(21 cents equals 71 cents times 0.29), and a 50-cent
decline in domestic investment.

Furthermore, CBO analyzed the President’s budget with
the Solow-type model under two alternative assumptions
about how fiscal policy would be placed on a sustainable
trajectory beyond CBO’s traditional 10-year projection
period. Because CBO cannot predict what long-term pol-
icy changes might be made, the agency chose two illustra-

tive alternatives for the period beyond 2025. Under the
first alternative, government transfer payments and gov-
ernment purchases of goods and services would be
reduced by equal amounts. (The model incorporates the
assumption that government purchases of goods and
services do not directly influence people’s private deci-
sions about how much to work and save.) Under the sec-
ond alternative, government revenues would be raised by
(in equal measure) increases in effective marginal tax rates
and increases in revenues that did not arise from increas-
ing marginal tax rates (but from broadening the tax base,
for instance). Under either alternative, changes in policy
were assumed to be phased in gradually over 10 years,
starting in 2020.

Applying the model under those various alternative
assumptions produced 18 different possible outcomes for
the 2017-2021 period, with estimated reductions in real
output over that period ranging from 0.1 percent to

1.2 percent (see Table A-1). For the long term (after
2040), the projected reductions in output using that
model range from 0.7 percent to 3.0 percent.

Life-Cycle Growth Model

In CBOs life-cycle growth model, people make decisions
in response to prices in the economy (such as wages and
rates of return on saving), and prices are determined by
their choices (that is, the model is a “general-equilibrium”
model). In the model, the economy consists of different
cohorts of households (also known as overlapping genera-
tions) that are forward-looking in their behavior.®
Moreover, according to the model, households know pre-
cisely how the government will resolve its long-term bud-
get imbalance, whether by raising taxes in certain ways,
cutting spending in certain ways, or implementing some
combination of the two. Those households also face
uncertainty about future wages and could become
“credit-constrained” (that is, unable to borrow to
maintain their spending) if their income declined
significantly.

Fully Forward-Looking Behavior and Uncertainty. In
contrast to the Solow-type model, the life-cycle model is

6. For a detailed description of the life-cycle model, see Shinichi
Nishiyama, Analyzing Tax Policy Changes Using a Stochastic OLG
Model with Heterogeneous Households, Congressional Budget
Office Technical Paper 2003-12 (December 2003).
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Table A-1.

CBO’s Estimates of How the President’s
Budget Would Affect Inflation-Adjusted
Gross National Product After 2016,
Using a Solow-Type Model

(Average percentage difference from CBO’s baseline, by
calendar year)

2017- Long
2021 Term?
Government Spending
Reduced After 2025
Small Effect of Deficits on Investment
Weak labor supply response 0.5 -1.2
Medium labor supply response 0.3 -0.9
Strong labor supply response 0.1 -0.7
Medium Effect of Deficits on Investment
Weak labor supply response -0.8 2.1
Medium labor supply response -0.6 -1.9
Strong labor supply response -0.5 -1.6
Large Effect of Deficits on Investment
Weak labor supply response -1.2 3.0
Medium labor supply response -1.0 -2.8
Strong labor supply response -0.8 -2.6
Tax Revenues
Increased After 2025
Small Effect of Deficits on Investment
Weak labor supply response -0.5 -1.2
Medium labor supply response -0.3 -1.0
Strong labor supply response -0.1 -0.9
Medium Effect of Deficits on Investment
Weak labor supply response 0.8 2.1
Medium labor supply response 0.6 -2.0
Strong labor supply response -0.5 -1.9
Large Effect of Deficits on Investment
Weak labor supply response -1.2 -3.0
Medium labor supply response -1.0 -2.9
Strong labor supply response -0.8 -2.8

Source: Congressional Budget Office.

Notes: CBO’s Solow-type growth model is an enhanced version of a
model developed by Robert Solow.

In the 2017-2021 period, estimates derived from the Solow-
type model are not affected by whether government spend-
ing is reduced or tax revenues are increased after 2025.

a. Estimates of changes that would occur after 2040.

built on the assumption that people make choices about
working and saving both in response to current changes
in government transfer payments, after-tax wages, and

after-tax rates of return and in anticipation of changes in
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those factors. The model incorporates the assumption
that people decide how much to work and save to make
themselves as well off as possible over a lifetime. Such
behavior is calibrated so that macroeconomic variables
such as the total amount of labor supplied and the

size of the capital stock match the amounts in the U.S.
economy.

Households are assumed to have perfect foresight about
the future of the economy as a whole and about govern-
ment policies. This assumption differs from the assump-
tion made in the Solow-type model, in which people
respond to current developments in the way they have,
on average, in the past. Using the two alternative
approaches allows CBO’s estimates to encompass a
range of possible responses to the President’s budgetary
proposals.

CBOs life-cycle model incorporates the assumption that
people consider the effects of future economic or policy
changes on themselves but not on their children. There-
fore, according to this model, older generations know
that they could retire or die before a policy change occurs
and tend to be less responsive to a future policy change
than younger generations are.

Although CBO’s life-cycle model does not reflect unpre-
dictable fluctuations in aggregate output, it incorporates
an assumption that individual households face unforesee-
able fluctuations in their income for which they cannot
buy insurance. Faced with that uncertainty, households
take the precaution of holding additional savings as a buf-
fer against potential drops in income. In this model, the
precautionary motive to save is not strongly affected by
changes in the after-tax rate of return on savings; as a
result, households’ savings do not respond as much to
changes in marginal tax rates on capital income as they
would respond in models without a precautionary motive
of this sort.”

Channels Through Which the President’s Proposals
Would Affect the Economy. The estimates that CBO
developed using the life-cycle model incorporate the

7. In the presence of uncertainty, households’ responses to fiscal
policies are strongly influenced by their aversion to risk. The
degree of risk aversion assumed in CBO’s model is consistent
with existing estimates, although such estimates vary widely; see
Raj Chetty, “A New Method of Estimating Risk Aversion,”
American Economic Review, vol. 96, no. 5 (December 20006),

pp. 1821-1834.
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Table A-2.

CBO’s Estimates of How the President’s
Budget Would Affect Inflation-Adjusted
Gross National Product After 2016,
Using a Life-Cycle Model

(Average percentage difference from CBO’s baseline, by
calendar year)

2017-
2021

Long
Term?

Government Spending
Reduced After 2025
Real U.S. Interest Rates Determined
Entirely by the Domestic Economytl

Weak labor supply response -0.5 -1.2
Medium labor supply response -0.4 -1.2
Strong labor supply response -0.3 -1.1

Real U.S. Interest Rates Determined
Entirely by the World Economy®

Weak labor supply response -1.0 -2.7
Medium labor supply response -1.0 -2.8
Strong labor supply response -1.2 -2.9

Tax Revenues
Increased After 2025
Real U.S. Interest Rates Determined
Entirely by the Domestic Economytl

Weak labor supply response -0.4 -1.8
Medium labor supply response -0.3 -1.8
Strong labor supply response -0.2 -1.6

Real U.S. Interest Rates Determined
Entirely by the World Economy®

Weak labor supply response -0.8 -3.4

Medium labor supply response -0.9 -3.6

Strong labor supply response -1.0 -3.8
Source: Congressional Budget Office.

Note: CBO’s life-cycle growth model is an overlapping-generations

general-equilibrium model that is based on a standard
model of the economy in which people are forward-looking
in their behavior.

a. Estimates of changes that would occur after 2040.

b. Referred to as a “closed economy.”

c. Referred to as a “small open economy.”

effects that the President’s budgetary proposals would
have on after-tax wages and, in turn, on the number of
hours worked. The estimates also incorporate the effects
that the President’s budgetary proposals would have on
the after-tax rate of return and thereby on private saving.

The President’s proposals would also increase people’s dis-
posable income through both lower taxes and higher
transfer payments. Other things being equal, those

changes would lead people to work less and consume
more. The resulting increase in private consumption
would be only partially offset by decreased government
purchases under the Presidents proposals. The net
increase in purchases would tend to crowd out invest-
ment. The ultimate impact on investment would depend
on the degree to which interest rates are determined by
the domestic, rather than the world, economy.

Alternative Assumptions. Although the world economy
plays some role in determining interest rates in the
United States, the extent of that influence is uncertain.
To consider a broad range of possibilities, CBO analyzed
the effects of the President’s proposals with the life-cycle
model under two alternative assumptions: Interest rates
in the United States are determined entirely by the
domestic economy (equivalently, that the country has a
so-called closed economy); and interest rates are deter-
mined entirely by the world economy (equivalently, that
the country has a so-called small open economy).® In
addition, as in the case of the Solow-type model, CBO
used the life-cycle model to estimate the effects of the
President’s proposals under three alternative assumptions
about the responsiveness of labor supply to changes in
after-tax wages (“weak,” “medium,” and “strong”).

Given the fully forward-looking behavior of households
in the life-cycle model, producing estimates of the current
effects of policies required CBO to make assumptions
about future policies—not only during the 10-year
period of the agency’s regular baseline projections but
into the indefinite future as well. For its analysis, CBO
assumed that people anticipated that the policies in the
President’s budget would be maintained through 2021.
(In reality, people might well believe that the policies
would change at some point during the next decade.) For
the period beyond 2021, CBO assumed that people
expected that fiscal policy would be placed on a sustain-
able trajectory using one of the two alternative assump-
tions used with the Solow-type model.

Applying the life-cycle model under those various
alternative assumptions produced 12 different possible
outcomes for the 2017-2021 period, with estimated
reductions in real output over that period ranging from
0.2 percent to 1.2 percent (see Table A-2). Those results

8. Although neither of those assumptions about interest rates corre-
sponds fully to the U.S. economy, they encompass a broad range
of possible assumptions about the degree to which interest rates
are determined by the domestic economy.
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are very similar to the range produced by the Solow-type from 1.1 percent to 3.8 percent, somewhat greater than
model. For the long term (after 2040), the projected the low and high estimates generated by the Solow-type
reductions in output using the life-cycle model range model.
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