-10

-12

12

10

CONGRESS OF THE UNITED STATES
CONGRESSIONAL BUDGET OFFICE

CBO

The Budget and

Economic Outlook:
An Update

Total Deficits or Surpluses (Percentage of GDP)

Actual . Projected
2000 2003 2006 2009 2012 2015 2018 2021
The Unemployment Rate (Percent)
Actual Projected
2000 2003 2006 2009 2012 2015 2018 2021

AUGUST 2011




Form Approved

Report Documentation Page OMB No. 0704-0188

Public reporting burden for the collection of information is estimated to average 1 hour per response, including the time for reviewing instructions, searching existing data sources, gathering and
maintaining the data needed, and completing and reviewing the collection of information. Send comments regarding this burden estimate or any other aspect of this collection of information,
including suggestions for reducing this burden, to Washington Headquarters Services, Directorate for Information Operations and Reports, 1215 Jefferson Davis Highway, Suite 1204, Arlington
VA 22202-4302. Respondents should be aware that notwithstanding any other provision of law, no person shall be subject to a penalty for failing to comply with a collection of information if it
does not display a currently valid OMB control number.

1. REPORT DATE 3. DATES COVERED
AUG 2011 2. REPORT TYPE 00-00-2011 to 00-00-2011
4. TITLE AND SUBTITLE 5a. CONTRACT NUMBER

The Budget and Economic Outlook: An Update £b. GRANT NUMBER

5c. PROGRAM ELEMENT NUMBER

6. AUTHOR(S) 5d. PROJECT NUMBER

5e. TASK NUMBER

5f. WORK UNIT NUMBER

7. PERFORMING ORGANIZATION NAME(S) AND ADDRESS(ES) 8. PERFORMING ORGANIZATION
Congressional Budget Office,Ford House Office Building, 4th Floor REPORT NUMBER

,Second and D Streets, SW,Washington,DC,20515-6925

9. SPONSORING/MONITORING AGENCY NAME(S) AND ADDRESS(ES) 10. SPONSOR/MONITOR’'S ACRONYM(S)
11. SPONSOR/MONITOR’ S REPORT
NUMBER(S)

12. DISTRIBUTION/AVAILABILITY STATEMENT

Approved for public release; distribution unlimited

13. SUPPLEMENTARY NOTES

14. ABSTRACT

15. SUBJECT TERMS

16. SECURITY CLASSIFICATION OF: 17. LIMITATION OF 18. NUMBER 19a. NAME OF

ABSTRACT OF PAGES RESPONSIBLE PERSON
a REPORT b. ABSTRACT c. THISPAGE Sa_me as 110
unclassified unclassified unclassified Report (SAR)

Standard Form 298 (Rev. 8-98)
Prescribed by ANSI Std Z39-18



Pub. No. 4322



E—
CBO
—

The Budget and Economic Outlook:
An Update

August 2011

The Congress of the United States m Congressional Budget Office



Notes

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

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

Some of the figures in Chapter 2 use shaded vertical bars to indicate periods of recession. (A
recession extends from the peak of a business cycle to its trough.)

CBO initially completed its economic forecast in early July, but it updated the forecast in early
August to reflect the policy changes enacted in the Budget Control Act of 2011. However, the
forecast described in this report does not reflect any other developments since early July,
including the recent swings in financial markets and the annual revision to the national
income and product accounts (compiled by the Bureau of Economic Analysis). Incorporating
that recent news and economic data would have led CBO to temper its near-term forecast for
economic growth.

Supplemental data for this analysis are available on CBO’s Web site (www.cbo.gov).
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Summary

I he United States is facing profound budgetary and

economic challenges. At 8.5 percent of gross domestic
product (GDP), the $1.3 trillion budget deficit that the
Congressional Budget Office (CBO) projects for 2011
will be the third-largest shortfall in the past 65 years
(exceeded only by the deficits of the preceding two years).
This year’s deficit stems in part from the long shadow cast
on the U.S. economy by the financial crisis and the recent
recession. Although economic output began to expand
again two years ago, the pace of the recovery has been
slow, and the economy remains in a severe slump. Recent
turmoil in financial markets in the United States and
overseas threatens to prolong the slump.

CBO expects that the recovery will continue but that real
(inflation-adjusted) GDP will stay well below the econ-
omy’s potential—a level that corresponds to a high rate of
use of labor and capital—for several years. On the basis of
economic data available through early July, when the
agency initially completed its economic forecast, CBO
projects that real GDP will increase by 2.3 percent this
year and by 2.7 percent next year. Under current law, fed-
eral tax and spending policies will impose substantial
restraint on the economy in 2013, so CBO projects that
economic growth will slow that year before picking up
again, averaging 3.6 percent per year from 2013 through
2016.

With modest economic growth anticipated for the next
few years, CBO expects employment to expand slowly.
The unemployment rate is projected to fall from 9.1 per-
cent in the second quarter of 2011 to 8.9 percent in the
fourth quarter of the year and to 8.5 percent in the fourth
quarter of 2012—and then to remain above 8 percent
until 2014. Although inflation increased in the first half
of 2011, spurred largely by a sharp rise in oil prices, CBO
projects that it will diminish in the second half of the year
and then stay below 2.0 percent over the next several
years.

If the recovery continues as CBO expects, and if tax and
spending policies unfold as specified in current law, defi-
cits will drop markedly as a share of GDP over the next
few years. Under CBO’s baseline projections, which gen-
erally reflect the assumption that current law will not
change, deficits fall to 6.2 percent of GDP next year and
3.2 percent in 2013, and they average 1.2 percent of
GDP from 2014 to 2021 (see Summary Table 1). Those
projections incorporate the effects of the deficit reduction
measures in the recently enacted Budget Control Act of
2011; they also reflect the sharp increases in revenues that
will occur when provisions of the Tax Relief, Unemploy-
ment Insurance Reauthorization, and Job Creation Act of
2010 (the 2010 tax act) expire.

In CBO’s baseline, cumulative deficits total $3.5 trillion
between 2012 and 2021, and by the end of 2021, debt
held by the public equals 61 percent of GDP. That esti-
mate of deficits over the next 10 years is considerably
lower than the $6.7 trillion that the agency projected in
March. About two-thirds of that reduction stems from
the effects of enacting the Budget Control Act, which set
caps on future discretionary spending and created a pro-
cess for adopting additional deficit reduction measures;
the remainder is the result of changes in the economic
outlook and technical revisions to CBO’s projections.

CBO’s baseline projections incorporate the assumption
that current law remains in place so they can serve as a
benchmark for policymakers to use in considering possi-
ble changes to law. But those baseline projections under-
state the budgetary challenges facing the federal govern-
ment in the coming years because changes in policy that
are scheduled to take effect under current law will pro-
duce a federal tax system and spending for some federal
programs and activities that differ noticeably from what
people have been accustomed to.
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In particular, the baseline projections in this report
include the following policies specified in current law:

B Certain provisions of the 2010 tax act, including
extensions of lower rates and expanded credits and
deductions originally enacted in the Economic
Growth and Tax Relief Reconciliation Act of 2001,
the Jobs and Growth Tax Relief Reconciliation Act of
2003, and the American Recovery and Reinvestment
Act (ARRA), expire at the end of 2012;

B The two-year extension of provisions designed to limit
the reach of the alternative minimum tax, extensions
of emergency unemployment compensation, and
the one-year reduction in the payroll tax all expire at
the end of 2011;

B Sharp reductions in Medicare’s payment rates for
physicians’ services take effect at the end of 2011;

B Funding for discretionary spending declines over time
in real terms, in accordance with the caps established
under the Budget Control Act; and

B Additional deficit reduction totaling $1.2 trillion
over the 2012-2021 period will be implemented as
required under the Budget Control Act.

If some of the changes specified in current law did not
occur and current policies were continued instead, much
larger deficits and much greater debt could result. For
example, if most of the provisions in the 2010 tax act
that were originally enacted in 2001, 2003, 2009, and
2010 were extended (rather than allowed to expire on
December 31, 2012, as scheduled); the alternative mini-
mum tax was indexed for inflation; and cuts to Medicare’s
payment rates for physicians services were prevented,
then annual deficits from 2012 through 2021 would
average 4.3 percent of GDP, compared with 1.8 percent
in CBO’s baseline projections (see Summary Figure 1).
With cumulative deficits during that decade of nearly
$8.5 trillion, debt held by the public would reach

82 percent of GDP by the end of 2021, higher than

in any year since 1948.

Beyond the 10-year projection period, further increases
in federal debt relative to the nation’s output almost
surely lie ahead if certain policies remain in place.

The aging of the population and rising costs for health
care will push federal spending up considerably as a

percentage of GDP. If that higher level of spending is
coupled with revenues that are held close to their average
share of GDP for the past 40 years (rather than being
allowed to increase, as under current law), the resulting
deficits will cause federal debt to skyrocket. To prevent
debt from becoming unsupportable, policymakers will
have to substantially restrain the growth of spending,
raise revenues significantly above their historical share of
GDDP, or pursue some combination of those two
approaches.

The Economic Outlook

The slow pace of the current recovery is broadly consis-
tent with international experience of recoveries following
financial crises. In the aftermath of such a crisis, it takes
time for households to rebuild their wealth and pay down
their debts, for financial institutions to restore their
capital bases and the supply of credit, and for businesses
to regain the confidence necessary to invest in new
facilities and equipment. Moreover, the boom in housing
construction that preceded the financial crisis has left a
substantial oversupply of vacant homes that will take
time to work through.

Although some of the factors contributing to economic
weakness in the first half of calendar year 2011 (such as
the spike in oil prices) are not expected to persist, CBO
expects the pace of growth to be restrained for several
more years by the lingering effects of overbuilding, the
financial crisis, and the recession. In addition, federal
fiscal policy (including scheduled tax increases as well as
caps on discretionary spending and other reductions
required under the Budget Control Act) will provide
decreasing support for the economy and thereby restrain
economic growth over the next few years.

Taking those factors into account, CBO projects that real
GDP will increase at a modest pace, on average, through
2013—driven by continued strength in business invest-
ment, modest increases in consumer spending, and
expansions in net exports and residential investment

(see Summary Table 2 on page xiii). The slow growth in
output will generate only a moderate decline in the
unemployment rate, which is projected to stay above

8 percent through 2013. With the amount of excess
productive capacity in the economy expected to remain
substantial, CBO projects that the inflation rate—as
measured by the price index for personal consumption
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Summary Table 1.

CBO’s Baseline Budget Outlook

Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

In Billions of Dollars

Projection Excluding Effects of Provisions
Related to the Joint Select Committee
on Deficit Reduction

Revenues 2,163 2314 2,635 3,069 3,423 3,665 3,847 4,087 4,286 4,508 4,731 4,969 16,640 39,221
Outlays 3,456 3,597 3,609 3,692 3,803 3,988 4,249 4,449 4,635 4,913 5161 5,409 19,340 43,908
Deficit -1,294 -1,284 -973 623 380 322 -402 -362 -349 -405 430 -440 -2,701 -4,687

Effects of Provisions Related to the Joint
Select Committee on Deficit Reduction® 0 0 0 113 115 118 124 132 139 146 154 161 469 1,200
Total Deficit -1,294 -1,284 -973 -510 -265 -205 -278 -231 -211 -259 -277 -279 -2,232 -3,487

Debt Held by the Public at the
End of the Year 9,019 10,164 11,153 11,773 12,148 12,463 12,840 13,169 13,473 13,820 14,181 14,541 n.a. n.a.

As a Percentage of Gross Domestic Product
Projection Excluding Effects of Provisions
Related to the Joint Select Committee
on Deficit Reduction

Revenues 149 153 168 190 202 202 201 204 205 206 207 209 193 20.0
Outlays 2.8 238 23.0 228 224 220 222 222 221 24 2.6 227 25 224
Deficit 89 85 62 39 22 A8 21 18 17 18 19 18 31 24

Effects of Provisions Related to the Joint
Select Committee on Deficit Reduction® 0 0 0 0.7 0.7 0.6 0.6 0.7 0.7 0.7 0.7 0.7 0.5 0.6
Total Deficit -89 -85 -62 -32 -16 -11 -15 -1.2 -10 -12 -1.2 -12 -26 -18

Debt Held by the Public at the
End of the Year 621 673 712 728 716 687 672 658 643 631 620 610 n.a. n.a.

Source: Congressional Budget Office.

Notes: The Budget Control Act of 2011 (Public Law 112-25) created the Joint Select Committee on Deficit Reduction to propose further
deficit reduction totaling at least $1.5 trillion over 10 years. The act also specified automatic procedures for reducing spending
by as much as $1.2 trillion if legislation originating with the new deficit reduction committee does not achieve savings of at least
$1.2 trillion. CBO has incorporated that amount of deficit reduction (which includes savings in debt-service costs) in its baseline but
has no basis for allocating that amount between revenues and outlays. Policy changes were allocated evenly across the 2013-2021
period; the incremental increase in the annual effects results from the compounding of debt-service savings.

n.a. = not applicable.

a. Includes effects on debt service.
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Summary Figure 1.

Deficits in CBO’s Baseline and Assuming a Continuation of Certain Policies

(Percentage of gross domestic product)
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Source: Congressional Budget Office.
Note: “Extend Tax Policies” reflects the following policy assumptions: Most of the provisions in the 2010 tax act that were originally enacted

in 2001, 2003, 2009, and 2010 are extended (instead of being allowed to expire on December 31, 2012, as scheduled), and the
alternative minimum tax is indexed for inflation. “Maintain Medicare’s Payment Rates for Physicians” involves preventing the nearly
30 percent reduction in Medicare’s payment rates for physicians’ services that is scheduled to take effect at the end of 2011.
“Additional Debt Service” is the amount of interest payments on the additional debt issued to the public that would result from

the continuation of the specified policies.

expenditures—will be 1.3 percent in both 2012 and
2013, down from 2.4 percent this year. Under those
economic conditions, interest rates are likely to remain
unusually low.

After 2013, according to CBO’s projections, growth in
real GDP will pick up, the unemployment rate will fall
more sharply, the inflation rate will eventually rise to

2.0 percent, and interest rates will climb to more-typical
levels. By 2017, in the agency’s projections, real GDP will
equal its potential, and the unemployment rate will be
down to 5.2 percent. For the 2017-2021 period, CBO’s
economic projections are based on trends in factors that
underlie the economy’s potential output, including the
labor force, capital accumulation, and productivity.

The projections therefore do not explicitly incorporate
fluctuations resulting from the business cycle. In those
projections, the growth of real GDP averages 2.4 percent
between 2017 and 2021, and the unemployment rate
averages 5.2 percent.

CBO initially completed its economic forecast in early
July, but it updated the forecast in early August to reflect
the policy changes enacted in the Budget Control Act.

However, the forecast described here does not reflect
any other developments since early July, including the
recent swings in financial markets, weakness in certain
economic indicators, and the annual revision to the
national income and product accounts. Incorporating
that news would have led CBO to temper its near-term
forecast for economic growth.

Economic forecasts are always subject to a considerable
degree of uncertainty, but the uncertainty surrounding
CBO’s current forecast is especially great because the
present business cycle has been unusual in a variety of
ways. Many developments, such as changes in the extent
to which households want to reduce their debt burdens
further, could cause economic outcomes to differ sub-
stantially, in one direction or the other, from those CBO
has projected.

The Budget Outlook

The deficit that CBO projects for 2011 is lower than
what the agency estimated in March. Nevertheless, this
year’s shortfall—at 8.5 percent of GDP—will still be
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Summary Table 2.

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

CBO’s Economic Projections for Calendar Years 2011 to 2021

Forecast Projected Annual Average
2011 2012 2013-2016 2017-2021
Fourth Quarter to Fourth Quarter (Percentage change)
Real GDP 2.3 2.7 3.6 2.4
Inflation
PCE price index 2.4 13 1.6 2.0
Core PCE price index® 1.7 14 1.6 2.0
Consumer price index” 28 1.3 1.7 2.3
Core consumer price index? 1.7 13 1.7 2.2
Fourth-Quarter Level (Percent)
Unemployment Rate 8.9 85 53°¢ 5.2 ¢

Interest Rates

Calendar Year Average (Percent)

Three-month Treasury bills 0.1 0.1 15 4.0
Ten-year Treasury notes 3.3 3.2 4.1 53
Source: Congressional Budget Office.

Notes: Economic projections for each year from 2011 to 2021 appear in Appendix B.

GDP = gross domestic product; PCE = personal consumption expenditures.

a. Excludes prices for food and energy.

b. The consumer price index for all urban consumers.
c. Value for 2016.

d. Value for 2021.

much larger than the average annual deficit of 2.8 percent
experienced over the past 40 years. The historically high
deficits of recent years have pushed debt held by the
public from 40 percent of GDP at the end of 2008 to

an estimated 67 percent at the end of this year.

The deficit for 2011 reflects a difference between federal
revenues that are much lower than average and federal
outlays that are much higher than average. According to
CBO’s estimates, revenues this year will amount to

15.3 percent of GDP, compared with an average of

18.0 percent over the past 40 years, and outlays will
amount to 23.8 percent of GDP, well above their 40-year
average of 20.8 percent. The gap between revenues

and outlays results from a combination of factors: an
imbalance between revenues and spending that predated
the recession, sharply lower revenues and elevated spend-
ing associated with the severe drop in economic activity,
and the costs of various federal policies implemented in
response to those conditions.

The future paths of federal deficits and debt will depend
on the strength of the economic recovery and the fiscal
policies followed by the federal government. CBO’s base-
line estimates, which are predicated on the assumption
that current law remains unchanged, show deficits falling
markedly as a percentage of GDP over the next few
years—to 3.2 percent by 2013. From 2014 through
2021, deficits under current law will range between

1.0 percent and 1.6 percent of GDP.

Much of the projected decline in deficits occurs because
revenues will climb sharply under current law, in large
part owing to the expiration of tax provisions enacted
during the past 10 years. Structural features of the indi-
vidual income tax and the economic recovery also will
gradually boost revenues relative to GDP. Under CBO’s
current-law projections, revenues rise from 16.8 percent
of GDP in 2012 to 20.2 percent in 2014 and to

20.9 percent in 2021. Higher receipts from individual
income taxes account for nearly three-quarters of the

Xin
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Summary Figure 2.

Federal Debt Held by the Public—Historically, in CBO’s Baseline, and with a
Continuation of Certain Policies

(Percentage of gross domestic product)
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Source: Congressional Budget Office.
Note: The projected debt with the continuation of certain policies is based on several assumptions: first, that most of the provisions of the

Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (Public Law 111-312) that originally were enacted
in 2001, 2003, 2009, and 2010 do not expire on December 31, 2012, but instead continue; second, that the alternative minimum tax is
indexed for inflation after 2011; and third, that Medicare’s payment rates for physicians are held constant at their 2011 level.

growth in revenues over the next 10 years. (Those
projections do not include any changes to tax policy
that may arise from the Joint Select Committee on
Deficit Reduction created by the Budget Control Act.)

Federal spending as a percentage of GDP declines
through 2015 in CBO’s baseline projections, reaching
22.0 percent in that year. Much of that decrease stems
from the waning of the additional spending funded
through ARRA, lower projected spending for unemploy-
ment compensation and refundable tax credits, and the
effects of the caps imposed on discretionary spending by
the Budget Control Act. After 2015, spending for man-
datory programs such as Social Security, Medicare, Med-
icaid, and other health care programs is projected to
increase relative to GDP, while spending on programs
funded through discretionary appropriations is projected
to continue falling.

In 2021, under CBO’s projections based on current law,
total federal spending will be 22.7 percent of GDP. Man-
datory spending will amount to 13.8 percent of GDP in
that year—slightly above the 13.4 percent expected for

this year and well above the average of 9.9 percent over
the past 40 years; and discretionary spending will amount
to 6.1 percent of GDP—well below both the 9.0 percent
estimated for 2011 and the 40-year average of 8.7 per-
cent. (As with the baseline projections for revenues, the
projections for outlays over the 2012-2021 period do
not include any changes deriving from the deficit
reduction committee.)

With modest deficits projected for the latter part of the
2012-2021 period under CBO’s current-law baseline,
debt held by the public recedes as a percentage of GDP.
Even though such debt will continue to accumulate each
year, rising from $10.2 trillion this year to $14.5 trillion
at the end of 2021, it will fall from 67 percent of GDP in
2011 to an estimated 61 percent in 2021.

Under different policies than those specified in current
law, the future path of debt held by the public could be
quite different. For example, if lawmakers enacted poli-
cies that reduced deficits by more than the $1.2 trillion
assumed in CBO’s baseline as a result of the process

established in the Budget Control Act, debt held by the
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public would be lower than the amounts estimated in the
baseline.' However, if certain policy changes that are part

1. Under the Budget Control Act, the new deficit reduction commit-
tee is assigned a goal of achieving $1.5 trillion in cumulative bud-
getary savings over the 2012-2021 period; however, automatic
cuts to spending (as specified in that act) will occur if lawmakers
do not enact legislation stemming from the committee’s proposals
that achieves at least $1.2 trillion in estimated savings over the
next 10 years.

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

of current law are not permitted to unfold as scheduled,
debt held by the public could be much higher. Maintain-
ing certain policies that are currently in effect—by
extending certain tax provisions slated to expire and pre-
venting cuts to payments for physicians’ services under
Medicare—would boost cumulative deficits over the next
10 years by $5 trillion above the amounts projected in the
baseline, pushing debt held by the public up to 82 per-
cent of GDP by the end of 2021 (see Summary Figure 2).

XV






CHAPTER

L

The Budget Outlook

I he Congressional Budget Office (CBO) estimates B Provisions of the Tax Relief, Unemployment

that the budget deficit in 2011 will total nearly $1.3 tril-
lion. At 8.5 percent of gross domestic product (GDP),
this year’s deficit will be the third-largest shortfall mea-
sured as a share of the nation’s output in the past 65 years,
exceeded only by those in 2009 (10.0 percent) and 2010
(8.9 percent). As a result, debt held by the public will
have jumped from 40 percent of GDP at the end of fiscal
year 2008 to an estimated 67 percent at the end of the
current fiscal year, the highest amount since 1950.

During the next several years and over the longer term,
the nation faces profound challenges regarding the federal
budget. The future paths of federal deficits and debt will
depend crucially both on the strength of the economic
recovery (discussed in Chapter 2) and on the tax and
spending policies followed by the federal government. In
CBO’s baseline estimates, which generally reflect the
assumption that current law will be unchanged, budget
deficits drop markedly as a percentage of GDP over the
next few years (see Table 1-1). Under current law, CBO
projects, the deficit will fall to 6.2 percent of GDP in
2012 and to 3.2 percent in 2013, and then will fluctuate
within a range of 1.0 percent to 1.6 percent of GDP from
2014 through 2021. Deficits will total $3.5 trillion
between 2012 and 2021, and debt held by the public will
equal 61 percent of GDP by 2021—well above the
annual average of 37 percent recorded from 1971 to
2010.

However, the budgetary challenges facing the federal gov-
ernment are not fully reflected in CBO’s baseline projec-
tions because current law provides for substantial changes
to tax and spending policies in coming years. If those
changes did not occur and current policies were contin-
ued instead, much larger deficits and much greater debt
would result. Specifically, current law includes the follow-
ing features whose modification or elimination could
significantly increase future deficits and debt:

Insurance Reauthorization, and Job Creation Act of
2010 (Public Law 111-312, referred to in this report
as the 2010 tax act) that reduced the payroll tax for
one year and limited the reach of the alternative mini-
mum tax (AMT) for two years are set to expire on
December 31, 2011.

Several other key provisions of the 2010 tax act—
including the extension of lower tax rates and
expanded credits and deductions originally enacted in
the Economic Growth and Tax Relief Reconciliation
Act 0of 2001, the Jobs and Growth Tax Relief Reconcil-
iation Act of 2003, and the American Recovery and
Reinvestment Act of 2009 (ARRA, PL. 111-5)—are
set to expire on December 31, 2012.

Medicare’s payments for physicians’ services are
scheduled to be reduced by nearly 30 percent after
December 31, 2011.

Discretionary appropriations between 2012 and 2021
will be subject to statutory caps set in the Budget
Control Act of 2011 (PL. 112-25). If adhered to,
those caps will reduce discretionary outlays by about
5 percent in real (inflation-adjusted) terms over the
2012-2021 period relative to spending in 2011, CBO
estimates.

Additional budgetary savings of $1.2 trillion required
by the Budget Control Act will occur as a result of leg-
islation produced by the Joint Select Committee on
Deficit Reduction (referred to in this report as the def-
icit reduction committee) or, if lawmakers fail to enact
such legislation, by means of automatic cuts in spend-
ing that will then be triggered. (For a more detailed
discussion of the Budget Control Act, see Box 1-1 on

page 6.)
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Table 1-1.
Projected Deficits in CBO’s Baseline

(Billions of dollars)

Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
Deficit Excluding Effects of
Provisions Related to the
Joint Select Committee on
Deficit Reduction -1,294 -1,284 -973 -623 -380 -322 -402 -362 -349 -405 -430 -440 -2,701 -4,687

Effects of Those Provisions 0 0 0 113 115
Total Deficit
In billions of dollars -1,294 -1,284 -973 -510 -265
As a percentage of GDP -89 -85 -6.2 -32 -1.6
Memorandum:

Debt Held by the Public
at the End of the Year
(Percentage of GDP) 62.1

673 712 728 716 68.7 67.2

118 124 132 139 146 154 161 469 1,200

-205 -278 -231 -211 -259 -277 -279 -2,232 -3,487
-1.1 -15 -12 -10 -12 -12 -12 -26 ~-18

65.8 643 63.1 62.0 61.0 n.a. n.a.

Source: Congressional Budget Office.

Notes: The Budget Control Act of 2011 (Public Law 112-25) created the Joint Select Committee on Deficit Reduction to propose further
deficit reduction totaling at least $1.5 trillion over 10 years. The act also specified automatic procedures for reducing spending
by as much as $1.2 trillion if legislation originating with the new deficit reduction committee does not achieve savings of at least
$1.2 trillion. CBO has incorporated that amount of deficit reduction (which includes savings in debt-service costs) in its baseline but
has no basis for allocating that amount between revenues and outlays. Policy changes were allocated evenly across the 2013-2021
period; the incremental increase in the annual effects results from the compounding of debt-service savings.

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

Assuming that those provisions of current law all remain
in place, CBO projects that revenues will rise sharply—
from 15.3 percent of GDP in 2011 to 20.2 percent in
2014 and to 20.9 percent by 2021 (see Table 1-2 on
page 4). Outlays, by contrast, are projected to decrease as
a percentage of GDP over the next few years, falling from
23.8 percent of GDP in 2011 to a low of 22.0 percent of
GDP in 2015, before increasing again to 22.7 percent by
2021. (Those revenue and outlay projections exclude the
effects of changes that might occur as a result of provi-
sions of the Budget Control Act related to the deficit
reduction committee because CBO cannot predict what
those changes might be.) By comparison, during the past
40 years, revenues have represented 18.0 percent of GDD,
on average, and outlays have represented 20.8 percent.'

Changing provisions of current law so as to maintain
major policies that are in effect now would produce
markedly different budgetary outcomes. For example, if
most of the provisions in the 2010 tax act were extended
(rather than allowed to expire on December 31, 2012)
and if the AMT was indexed for inflation, CBO projects
that annual revenues would average 18 percent of GDP
from 2012 through 2021 rather than the 20 percent

1. In 2021, discretionary outlays are projected to be 6.1 percent of
GDP, well below their 40-year average of 8.7 percent, and manda-
tory outlays are projected to be 13.8 percent of GDP, well above
their 40-year average of 9.9 percent. (The remaining outlays are
net interest payments.)
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Figure 1-1.

Total Deficits or Surpluses—Historically, in CBO’s Baseline, and with a
Continuation of Certain Policies

(Percentage of gross domestic product)

4 - 4
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Source: Congressional Budget Office.

Note: The projected deficit with the continuation of certain policies is based on several assumptions: first, that most of the provisions of the
Tax Relief, Unemployment Insurance Reauthorization, and Job Creation Act of 2010 (Public Law 111-312) that originally were enacted
in 2001, 2003, 2009, and 2010 do not expire on December 31, 2012, but instead continue; second, that the alternative minimum tax is
indexed for inflation after 2011; and third, that Medicare’s payment rates for physicians are held constant at their 2011 level.

shown in the baseline projections.” If Medicare’s payment ~ CBO’s current baseline projections show smaller deficits
rates for physicians’ services also were held constant, then than the agency estimated earlier this year.” The esti-

deficits from 2012 through 2021 would average 4.3 per- mated deficit for 2011 is $116 billion less than projected
cent of GDP, compared with the 1.8 percent in the base-

line (see Figure 1-1). With cumulative deficits during
that decade of nearly $8.5 trillion under such policies, ) ] )
debt held by the public would reach 82 percent of GDP total revenues in 2011 to exceed its March estimate by
by the end of 2021, higher than in any year since 1948. $84 billion, or 4 percent. Outlays for the year are antici-
pated to be $32 billion (about 1 percent) lower than the

in March, primarily because of higher-than-anticipated

revenues from individual income taxes. CBO expects

March estimate.

CBO’s projection of the cumulative deficit for the 2012—

2021 period totals $3.5 trillion under current law, about
2. That alternative is based on an assumption that the lower tax

rates, expanded credits, and higher deductions enacted in 2001, . L . .
2003, and 2009 and then extended through 2012 by the 2010 tax thirds of the reduction is the result 0fprov1510ns in the

$3.3 trillion below its previous projection. Nearly two-

act are made permanent. It also reflects an assumption that the Budget Control Act. Another one-fifth is attributable to
estate and gift tax rules for 2011 and 2012 (as established by the

2010 tax act) continue permanently beyond their currently sched-
uled expiration in 2012. Furthermore, it incorporates an assump-

lower projected interest rates during the coming decade;

tion that the higher AMT exemption contained in the 2010 tax 3. See Congressional Budget Office, An Analysis of the President’s
act does not expire at the end of 2011 and is indexed to inflation Budgetary Proposals for Fiscal Year 2012 (April 2011); and “Prelim-
thereafter. Finally, it does not incorporate any changes in revenues inary Analysis of the President’s Budget for 2012,” attachment to

that may result from the work of the deficit reduction committee. a letter to the Honorable Daniel K. Inouye (March 18, 2011).
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Table 1-2.

CBO’s 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 1,089 1,209 1,510 1,666 1,843 1,985 2,129 2,257 2393 2534 2,679 8,214 20,204
Social insurance taxes 865 816 924 996 1,055 1,123 1,188 1,242 1,296 1351 1,412 1473 5,286 12,060
Corporate income taxes 191 192 279 336 431 416 385 418 420 431 435 448 1,848 4,000
Other 208 217 223 227 270 283 289 298 313 333 3Bl 369 1,292 2,958
Total Revenues 2,163 2,314 2,635 3,069 3,423 3,665 3,847 4,087 4,286 4,508 4,731 4,969 16,640 39,221
On-budget 1,531 1,752 1,982 2359 2,678 2,869 3,000 3,194 3348 3,527 3,704 3,897 12,888 30,557
Off-budget 632 562 653 710 746 796 847 894 937 981 1,027 1,073 3,752 8,664
Outlays
Mandatory spending 1,913 2,023 2,056 2,129 2,211 2340 2511 2616 2,721 2918 3,095 3,282 11,247 25,879
Discretionary spending 1,347 1353 1,315 1,300 1,301 1,311 1,332 1,350 1370 1,404 1,434 1464 6,559 13,580
Net interest 196 221 238 263 291 336 407 484 545 591 632 663 1,535 4,449
Total Outlays 3,456 3,597 3,609 3,692 3,803 3,988 4,249 4,449 4,635 4,913 5,161 5,409 19,340 43,908
On-budget 2,902 3,097 3,022 3,036 3,110 3,260 3,483 3,639 3,776 4,000 4,189 4,376 15911 35,891
Off-budget 555 500 586 656 692 728 766 810 89 913 972 1,033 3,429 8,017/
Deficit (-) or Surplus Excluding Effects of
Provisions Related to the Joint Select
Committee on Deficit Reduction -1,294  -1,284 973 623 380 322 402 362 -349 405 430 440 -2,701 -4,687
On-budget -1,371 -1,345 -1,040 -676 433 391 483 446 428  -473 485  -480 3,023 5,334
Off-budget 77 61 67 53 53 68 81 84 78 68 55 39 323 647
Effects of Those Provisions®
Policy changes 0 0 0 11 11 11 11 111 111 111 111 11 446 1,003
Debt service 0 0 0 1 3 6 12 20 27 35 42 50 23 197
Total Effects 0 0 0 113 115 118 124 132 139 146 154 161 469 1,200
Total Deficit -1,294 -1,284 -973 -510 -265 -205 -278 -231 -211 -259 -277 -279 -2,232 -3,487
Debt Held by the Public at the
End of the Year 9,019 10,164 11,153 11,773 12,148 12,463 12,840 13,169 13,473 13,820 14,181 14,541 n.a. n.a.
Continued

even with that downward revision, the projected rates are
roughly equal to or higher than the rates now expected by
participants in financial markets. The remaining net
reduction in the projected deficit stems from a variety of
other factors. (Changes to CBO’s baseline projections
since March are detailed in Appendix A.)

During the coming decade and over the long term, the
aging of the population and rising health care costs will
continue to exert significant pressure on the budget. The

number of people age 65 or older will increase by roughly

one-third between 2011 and 2021, causing that segment
of the U.S. population to climb from 13 percent to

17 percent of the total; beyond 2021, that share will rise
further. In addition, the major health care legislation
enacted in 2010 will increase the number of beneficiaries
of federal health care programs, and CBO projects that
the costs of those programs per beneficiary will continue
rising (albeit at different rates because of differences in
the laws that govern them). All together, outlays for
Social Security, Medicare, and Medicaid—which will
account for 44 percent of all federal noninterest spending
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Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

As a Percentage of Gross Domestic Product

Revenues
Individual income taxes 6.2 7.2 7.7 93 98 102 104 106 108 109 111 112 9.5 10.3
Social insurance taxes 6.0 5.4 59 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.2 6.1 6.2
Corporate income taxes 13 13 1.8 2.1 2.5 2.3 2.0 2.1 2.0 2.0 19 1.9 2.1 2.0
Other 14 14 14 14 16 16 15 15 15 15 15 15 15 15
Total Revenues 149 153 168 19.0 20.2 20.2 20.1 204 205 20.6 20.7 209 193 20.0
On-budget 106 116 127 146 158 158 157 159 160 161 162 164 150 156
Off-budget 4.4 3.7 42 44 4.4 4.4 4.4 45 45 4.5 4.5 45 4.4 4.4

Outlays

Mandatory spending 13.2 134 131 132 130 129 131 131 130 133 135 138 13.1 13.2
Discretionary spending 9.3 9.0 84 80 7.7 7.2 7.0 6.7 6.5 6.4 6.3 6.1 7.6 6.9
Net interest 14 15 15 16 17 19 2.1 2.4 2.6 2.7 2.8 2.8 18 23
Total Outlays 23.8 23.8 23.0 228 224 22.0 222 222 221 224 226 227 225 224
On-budget 200 205 193 188 183 180 182 182 180 183 183 184 185 183
Off-budget 3.8 33 3.7 41 41 4.0 4.0 4.0 41 4.2 43 43 4.0 41

Deficit (-) or Surplus Excluding Effects of
Provisions Related to the Joint Select

Committee on Deficit Reduction -8.9 85 62 -39 -22 -18 -21 -18 -1.7 -18 -19 -18 3.1 -2.4
On-budget -9.4 89 6.6 42 25 22 25 22 20 -22 -21 -20 3.5 -2.7
Off-budget 0.5 0.4 04 03 0.3 0.4 0.4 0.4 0.4 0.3 0.2 0.2 0.4 0.3

Effects of Those Provisions®
Policy changes 0 0 0 . . . X
Debt service 0 0 0 * * * 0.1 0.1 0.1 0.2 0.2 0.2 * 0.1

Total Effects 0.6 0.7 07 0.7 0.7 07 0.5 0.6

o
o
o
o
N
o
N
o
o

Total Deficit -89 -85 -62 -32 -16 -1.1 -15 -12 -10 -1l2 ~-1.2 -12 -26 ~-18

Debt Held by the Public at the

End of the Year 621 673 712 728 71.6 68.7 672 658 643 631 620 610 n.a. n.a.
Memorandum:

Gross Domestic Product

(Billions of dollars) 14,512 15,095 15,663 16,182 16,974 18,132 19,110 20,028 20,948 21,901 22,856 23,830 86,062 195,624

Source: Congressional Budget Office.

Notes: The Budget Control Act of 2011 (Public Law 112-25) created the Joint Select Committee on Deficit Reduction to propose further
deficit reduction totaling at least $1.5 trillion over 10 years. The act also specified automatic procedures for reducing spending
by as much as $1.2 trillion if legislation originating with the new deficit reduction committee does not achieve savings of at least
$1.2 trillion. CBO has incorporated that amount of deficit reduction (which includes savings in debt-service costs) in its baseline but
has no basis for allocating that amount between revenues and outlays. Policy changes were allocated evenly across the 2013-2021
period; the incremental increase in the annual effects results from the compounding of debt-service savings.

n.a. = not applicable; * = between zero and 0.05 percent.

a. Positive numbers indicate a decrease in the deficit.
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Box 1-1.
The Budget Control Act of 2011

On August 2, 2011, the President signed the Budget
Control Act of 2011 (Public Law 112-25) into law.'
Provisions in that act:

B Establish caps on discretionary funding through
2021;

B Allow certain amounts of additional spending for
“program integrity” initiatives aimed at curtailing
improper benefit payments;

B Change the Pell Grant and student loan programs;

B Require the House of Representatives and the
Senate to vote on a joint resolution proposing a
balanced budget amendment to the Constitution;

B Establish a procedure for increasing the debt limit
by $400 billion initially and procedures to raise
the limit again in two additional steps, for a

cumulative increase of between $2.1 trillion and
$2.4 trillion;

B Reinstate and modify certain budget process rules;

B Create the Congressional Joint Select Committee
on Deficit Reduction to propose further reduc-
tions that will amount to at least $1.5 trillion in
budgetary savings over 10 years; and

B Establish automatic procedures for reducing
spending by as much as $1.2 trillion if legislation
originating with the new deficit reduction
committee does not achieve such savings.

1. For an analysis of the Budget Control Act of 2011, see
Congressional Budget Office, letter to the Honorable John A.
Boehner and the Honorable Harry Reid estimating the
impact on the deficit of the Budget Control Act of 2011
(August 1, 2011). The estimates discussed here do not
include the effect of program integrity initiatives, which
depend on future appropriations and will be incorporated
into CBO’s baseline if they are implemented in the future.

Discretionary Caps

The Budget Control Act imposes caps on appropria-
tions of new discretionary budget authority that start
at $1,043 billion in 2012 and reach $1,234 billion in
2021. For 2012 and 2013, separate caps for “security”
and “nonsecurity” budget authority will be in effect;

from 2014 through 2021, only one cap will apply to
total discretionary funding.’

The law allows for adjustments to the discretionary
caps when appropriations are provided for certain
purposes. Funding for the wars in Afghanistan and
Iraq or similar activities (sometimes called overseas
contingency operations) would lead to an increase in
the caps, as would other funding designated as an
emergency requirement. Furthermore, the law allows
for an increase in the caps if additional budget
authority is provided for program integrity initiatives
aimed at reducing improper benefit payments in the
Disability Insurance and Supplemental Security
Income programs, Medicare, Medicaid, and the
Children’s Health Insurance Program. Finally, the
caps would be increased if appropriations were pro-
vided for disaster relief, but the adjustments would be
limited on the basis of historical averages for such
funding.

If appropriations in the next 10 years are equal to the
caps on discretionary spending, the Congressional
Budget Office estimates, implementing those caps
will reduce budget deficits by $756 billion between
2012 and 2021 (not counting the savings in interest
payments that will result from lower outlays; see the

table).

2. For the purpose of enforcing those discretionary caps, the
security category comprises discretionary appropriations for
the Department of Defense, the Department of Homeland
Security, the Department of Veterans Affairs, the National
Nuclear Security Administration, the intelligence community
management account (95-0401-0-1-054), and discretionary
accounts in budget function 150 (international affairs).

The nonsecurity category comprises all discretionary
appropriations not included in the security category.

Continued
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Effect of the Budget Control Act of 2011 on Projected Deficits in CBO’s Baseline

(Billions of dollars)

Total,

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

67 74 -81 -89 -97 -104 -112  -756
2 2 2 2 2 2 3 5
3 7 ‘12 -18 24 30 37 134

73 -84 96 -109 -123 -137 -152 -895

-111 -111 -111 -111 -111 -111 -111 -1,003

-6 -12 -20 -27 -35 -42 -50 -197

Discretionary Caps -25 47  -59
Education Provisions 3 6 3
Debt Service? * -1 -2
Total Effect on the Deficit Excluding
Provisions Related to the Joint
Select Committee on Deficit
Reduction -22 42 -58
Provisions Related to the Joint Select
Committee on Deficit Reduction
Policy changes® na. -111 -111
Debt service n.a. -1 -3
Total Effect on the Deficit -22 -155 -173

-190 -208 -227 -248 -269 -290 -313 -2,095

Source: Congressional Budget Office.

Note: * = between -$500 million and zero; n.a. = not applicable.

a. Debt-service reductions were calculated using CBO’s August 2011 forecast for interest rates. Rates in that forecast are
lower than the interest rates that CBO forecast earlier in the year and used in its August 1, 2011, estimate of the impact of

the Budget Control Act.

b. CBO has allocated the policy changes evenly from 2013 through 2021. The composition of that additional deficit reduction over
time and across budget categories will depend on the specific provisions of any legislation stemming from the committee’s
proposals and the extent of any automatic reductions that would be triggered.

Overall Budgetary Impact of the Act

The law’s changes to education programs will reduce
mandatory outlays over the 2012-2021 period by
$5 billion. The savings in interest on the public debt
because of the lower deficits resulting from those
changes and the discretionary caps will come to
$134 billion, CBO estimates. (Those reductions in
interest on the public debt were calculated using
CBO’s August 2011 forecast for interest rates. Rates
in that forecast are lower than those that CBO fore-
cast earlier in the year and used in its August 1, 2011,
estimate of the impact of the Budget Control Act.) In

addition, legislation originating with the deficit
reduction committee, or the automatic reductions in
spending that will occur in the absence of such legis-
lation, will reduce deficits by $1.2 trillion over the
10-year period. The composition of that additional
deficit reduction over time and across budget cate-
gories will depend on the specific provisions of any
legislation stemming from the committee’s proposals
and the extent of any automatic reductions that
would be triggered. Overall, the deficit reduction
stemming from the act is estimated to total

$2.1 trillion over the 2012-2021 period.

7
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in 2011—will continue to rise relative to GDP and to
consume a growing share of the federal budget. To keep
deficits and debt from causing substantial harm to the
economy, policymakers would need to allow revenues to
increase to a much higher percentage of GDP than the
average over the past 40 years, to substantially restrain the
growth of spending of large federal programs, or to pur-
sue some combination of the two approaches.

The Budget Deficit, Revenues, and
Outlays in 2011

In the absence of additional legislation that would affect
spending or revenues this year, the deficit in 2011 will be
nearly unchanged from the $1.3 trillion budget imbal-
ance recorded in 2010, CBO estimates. As a percentage
of GDP, the 2011 deficit is projected to equal 8.5 per-
cent, about 0.4 percentage points lower than in 2010.

Total revenues are expected to grow by about 7 percent in
2011, a faster pace than the increase of 3 percent
recorded last year (see Table 1-3). Outlays, which fell last
year largely as a result of reductions in the estimated cost
of the Troubled Asset Relief Program (TARP), will
increase by about 4 percent this year, CBO estimates, a
rate well below the annual average growth rate of nearly
7 percent between 2001 and 2010.

Revenues in 2011

On the basis of tax collections through July 2011, CBO
expects federal revenues to total $2.3 trillion this fiscal
year, about $150 billion more than in fiscal year 2010
(Table 1-2 on page 4). Receipts in April and May—the
two peak months for processing individual income tax
payments—were more than 18 percent above the
amounts collected in the same months in the preceding
year, primarily because of higher final payments and
lower refunds related to individual income tax liabilities
accrued the year before. Revenues in the other months of
the year averaged about 5 percent more than those in the
previous year.

CBO estimates that federal revenues will equal 15.3 per-
cent of GDP in fiscal year 2011, slightly higher than in
2009 and 2010, but lower than in any other year since
1950 and well below the 18 percent ratio that has been
the annual average over the past 40 years. Compared with
last year, receipts from individual income taxes have
increased both in nominal terms and as a percentage of
GDD, the result of increases in withholding from employ-
ees’ paychecks and in other payments. Social insurance

taxes have declined as a result of the temporary reduction
in the Social Security payroll tax rate in effect for calendar
year 2011. Corporate income taxes have changed little
because of the roughly offsetting effects of an increase in
profits and legislation that accelerated deductions for
depreciation.

Individual Income Taxes. Receipts from individual
income taxes are expected to increase by $190 billion

(21 percent) in 2011. Withheld individual income taxes
account for almost 60 percent of the increase; wages and
salaries, the main taxable base for withholding, are
expected to grow by only about 3 percent during the fis-
cal year, but withholding has been growing faster than
that. In addition, the Making Work Pay credit expired at
the end of calendar year 2010, further boosting withheld
taxes in 2011. The remaining growth in individual
income tax receipts stems from higher nonwithheld taxes
and lower refunds. Final payments made in 2011 of 2010
income taxes were about 24 percent higher than final
payments made in 2010; income tax refunds were about
7 percent lower in 2011. Higher final payments and
lower refunds probably reflect growth in nonwage
income (such as capital gains realizations, income from
businesses, interest, dividends, and pensions) in 2010.

Social Insurance Taxes. Receipts from payroll taxes that
fund social insurance programs (such as Social Security
and Medicare’s Hospital Insurance program) will decline
by $48 billion (6 percent) in 2011, CBO estimates,
because of the reduction in the payroll tax rate that took
effect in January 2011. (The 2010 tax act reduced the
employee’s share of Social Security payroll taxes from

6.2 percent to 4.2 percent for calendar year 2011; the act
also provided for transfers of general revenues to the
Social Security trust funds to fully compensate for

the revenues forgone because of the payroll tax cut.)
That change in law, CBO estimates, will reduce receipts
by about $80 billion in 2011. Apart from the effect of the
rate reduction, social insurance receipts would have
increased in 2011, CBO estimates, as a result of the
increase in wages and salaries.

Corporate Income Taxes. CBO anticipates that net cor-
porate income tax receipts will total $192 billion in 2011,
about the same as in 2010, because of the offsetting
effects of recent legislation and changes in corporate prof-
its. Legislation enacted toward the end of 2010 had the
effect of lowering corporate tax revenues in 2011, mainly
because of provisions that allow businesses to fully
expense (immediately deduct from taxable income) the
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Table 1-3.

Average Annual Rates of Growth in Revenues and Qutlays Since 2000 and as
Projected in CBO’s Baseline

(Percent)
Actual Projected®
2000-2009 2010 2011 2012 2013-2021
Revenues
Individual income taxes 0.4 -1.8 21.2 11.0 9.2
Social insurance taxes 3.8 -2.9 -5.6 13.2 53
Corporate income taxes -2.9 38.5 0.2 455 5.4
Other 0.6 29.5 4.2 3.0 5.8
Total Revenues 14 2.7 7.0 13.9 7.3
Outlays
Mandatory spending 8.8 -8.6 5.7 1.6 53
Social Security 5.8 34 3.5 5.9 5.8
Medicare 9.1 43 6.7 * 6.3
Medicaid 8.8 8.7 0.6 -5.5 9.0
Other® 13.0 -37.1 11.5 11 0.1
Discretionary spending 8.0 8.9 0.5 -2.8 1.2
Defense 9.1 49 2.0 n.a. n.a.
Nondefense 6.9 133 -1.2 n.a. n.a.
Net interest -2.0 5.0 12.8 7.4 12.1
Total Outlays 7.5 -1.7 41 0.3 4.6
Total Outlays Excluding
Net Interest 8.5 -2.1 3.6 -0.2 3.9
Memorandum:
Consumer Price Index® 2.6 1.7 2.5 1.8 2.0
Nominal Gross Domestic Product 4.4 2.9 4.0 3.8 4.8
Discretionary Budget Authority 9.9 -15.3 -3.3 -1.5 1.9
Defense 9.2 2.8 -0.4 n.a. n.a.
Nondefense 10.5 -31.1 -7.0 n.a. n.a.

Source: Congressional Budget Office.
Notes: The growth rates in this table do not account for shifts in the timing of certain payments or receipts.
* = between -0.05 percent and zero; n.a. = not applicable.

a. When constructing its baseline, CBO assumes that discretionary appropriations will adhere to the statutory caps recently enacted into
law by the Budget Control Act of 2011 (Public Law 112-25). Because the caps do not constrain appropriations for military operations
in Afghanistan and Iraq (or for similar activities), CBO’s baseline reflects annual appropriations for war-related activities equal to
$159 billion (the amount provided for 2011), adjusted in future years for inflation. The projections for the 2012-2021 period do not
include the effect of any potential changes that may occur as a result of adjustments to the caps for reasons allowed under the act or
for provisions related to the Joint Select Committee on Deficit Reduction.

b. Includes excise taxes, estate and gift taxes, customs duties, remittances from the Federal Reserve, and other miscellaneous receipts.

c. Includes offsetting receipts (funds collected by government agencies from other government accounts or from the public in businesslike
or market-oriented transactions that are recorded as offsets to outlays).

d. The consumer price index for all urban consumers.
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cost of equipment purchased between September 8,
2010, and December 31, 2011, and that retroactively
allow partial expensing of such investments made
between January 1, 2010, and September 7, 2010. Off-
setting those effects on revenues were increases in domes-
tic profits, much of which occurred in calendar year 2010
but increased tax receipts in fiscal year 2011.

Receipts from the Federal Reserve. The Federal Reserve
System remits most of the profits from its portfolio of
investments and other activities to the Treasury; those
remittances appear in the federal budget as revenues. The
Federal Reserve’s portfolio has grown significantly as a
result of its recent approach to conducting monetary pol-
icy; receipts from the Federal Reserve will increase in
2011 by roughly $10 billion, to $86 billion, CBO

estimates.

Outlays in 2011

Outlays are expected to total $3.6 trillion this year, or
nearly 24 percent of GDP—well above the annual aver-
age of 21 percent of GDP over the past 40 years. Of the
estimated $141 billion increase in outlays from 2010 to
2011, about half is attributable to a smaller downward
revision in the estimated net budgetary impact of the
TARRP this year than last year, as explained below.
Excluding the TARD, total outlays are projected to grow
by $71 billion, or about 2 percent, in 2011.

Outlays stemming from ARRA peaked at $235 billion in
2010 but will fall to $152 billion in 2011, CBO esti-
mates, a drop of $83 billion. That drop is driven primar-
ily by declines in ARRA-related spending on unemploy-
ment compensation and Medicaid (although subsequent
legislation continued additional federal funding for both
programs). In the years after 2011, outlays from ARRA
are projected to continue to decline, totaling $58 billion
in 2012, $33 billion in 2013, and $17 billion in 2014.

Mandatory Spending. Outlays for mandatory programs
(which are governed by statutory criteria and are not con-
trolled by the annual appropriation process) are projected
to rise by $110 billion, or 5.7 percent, this year. That
increase represents a change of direction from last year
(when mandatory outlays fell by 8.6 percent), but this
year’s increase is smaller than the 8.8 percent average
annual rate of growth between 2000 and 2009.

A difference in adjustments to the estimated costs of the
TARP accounts for the largest change in mandatory

spending in 2011. Because the nation’s financial system
stabilized and many institutions repaid funds provided by
the TARP earlier than originally expected, the initial costs
recorded for the TARP in 2009 proved too high. As a
result, in 2010 the Administration reduced the previously
recorded cost by $115 billion and, following the standard
procedures for federal credit programs, that adjustment
was recorded as a negative outlay in 2010. (Also included
in last year’s outlays was $5 billion in additional costs for
new activities.) In 2011, CBO estimates, further adjust-
ments to the projected cost of the program will again
reduce the deficit—leading to negative outlays for the
program of $39 billion.” That smaller negative outlay this
year accounts for $70 billion of the projected increase in
mandatory spending. All other mandatory spending is
expected to rise by a total of $39 billion, or less than

2 percent.

Outlays for Social Security will rise by $25 billion, or
3.5 percent, in 2011, CBO estimates. That growth rate is
about the same as last year’s and below the average annual
increase of the previous 10 years, mainly because there
was no cost-of-living adjustment in January 2011.

Outlays for Medicare (excluding receipts of Medicare pre-
miums and certain other offsetting receipts) are expected
to grow by $35 billion, or 6.7 percent, this year. If not for
a shift in the timing of some payments to health care
providers from 2012 into 2011 (because October 1 falls
on a weekend this year), the growth rate would be

3.8 percent. That growth rate is significantly below the
annual average of 9.1 percent for the past decade, which
was boosted substantially by the establishment of Medi-
care’s Part D prescription drug program. The unusually
slow growth in 2011 can be attributed, at least in part, to

4. In keeping with procedures specified in law, the TARP’s outlays
are recorded as the estimated present value of all cash flows for the
program, with an adjustment for market risk (risk that investors
cannot protect themselves against by diversifying their portfolios).
Present value is a single number that expresses a flow of current
and future income or payments in terms of an equivalent lump
sum received or paid today. For an analysis of the budgetary effects
of the transactions made under the authority of the TARD, see
Congressional Budget Office, Report on the Troubled Asset Relief
Program—~March 2011 (March 2011).

5. Under standard accounting for credit programs in the federal bud-
get, the original subsidy calculation may be increased or decreased
by a “credit subsidy reestimate” in subsequent years, based on
updated valuations of the present-value costs of the cash flows
associated with those credit programs.
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limitations on payment rates for certain types of provid-
ers. Also at work could be changes in the use of health
care services related to weak economic conditions, but
whether such changes have occurred is not clear at this
point.

Federal outlays for Medicaid will rise by $2 billion, or by
less than 1 percent, this year, CBO estimates. That slight
growth contrasts with an 8.7 percent increase in 2010
and an average annual increase of 8.8 percent between
2000 and 2009; the slowdown this year results from the
expiration of provisions in ARRA that boosted federal
assistance to states for Medicaid in 2009 and 2010. Those
provisions expired in December 2010, and subsequent
legislation that continued additional federal assistance at
a lower rate than was provided under ARRA expired in
June 2011.

Odutlays for deposit insurance are the difference between
the costs to the government of dealing with failed finan-
cial institutions and the receipts that come in the form of
premiums paid by financial institutions. In 2010, the
budget recorded $32 billion in negative outlays for
deposit insurance; in 2011, CBO estimates, the program
will record negative outlays of $6 billion. That $26 bil-
lion change (which increases the deficit) occurs because
the Federal Deposit Insurance Corporation required
insured institutions to prepay premiums in 2010 that
otherwise would have been due in calendar years 2011,
2012, and 2013. Those prepayments reduced the deficit
in 2010; they are not anticipated to recur in 2011.

Spending for several other programs is expected to
decline in 2011. Outlays for unemployment
compensation—which soared in 2009 and 2010
because of the recession and because of legislation that
enhanced benefits—began falling in 2011, although
such spending remains high by historical standards.
Spending for unemployment benefits is anticipated to
total $120 billion this year, nearly $40 billion below its
peak in 2010. Outlays have fallen primarily because of
a decline in the number of people receiving first-time
payments of regular unemployment benefits.

Outlays for Fannie Mae and Freddie Mac will fall by
$35 billion, CBO estimates, from $40 billion in 2010 to
$5 billion in 2011, mostly because the two entities are
expected to recognize fewer losses on their mortgage
investments and guarantees.®
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Outlays for higher education programs will fall by

$18 billion this year, CBO estimates. That change is the
net result of a $32 billion decrease in outlays recorded for
student loans—primarily because of revisions to the esti-
mated costs of loans made in previous years—along with
a $13 billion increase in anticipated outlays for the Pell
Grant program.

Spending for all other mandatory programs will increase,
on net, by nearly $44 billion in 2011, CBO estimates.
Outlays for veterans’ programs, primarily disability com-
pensation and pension benefits, account for $13 billion
of that increase; and the Treasury’s program to purchase
mortgage-backed securities, which ended in 2010, will
add another $12 billion to the deficit, mostly because of
revisions to the estimated earnings on those previous pur-
chases. All other mandatory spending is anticipated to
rise by $20 billion.

Discretionary Spending. CBO anticipates that outlays
from annual appropriations will total $1.35 trillion in
2011, $6 billion (0.5 percent) more than last year. The
increase in discretionary outlays is the smallest since
1996, and it reflects a relatively small rise in spending for
defense that is partially offset by a drop in nondefense
outlays.

Defense outlays are expected to increase by $14 billion,
or 2.0 percent, in 2011—well below both the 4.9 percent
increase last year and the 9.1 percent average annual
growth rate for the period from 2000 through 2009.

6. CBO views Fannie Mae and Freddie Mac as part of the federal
government. Thus in keeping with procedures that apply to the
government’s credit programs, CBO’s baseline projections gener-
ally show the estimated subsidy costs associated with new credit
assistance that those entities are expected to provide. The Admin-
istration, in contrast, treats Fannie Mae and Freddie Mac as non-
governmental, and it records as outlays the net payments the
Treasury makes to the two entities. In presenting 2011 outlays in
this report, CBO has followed the Administration’s procedures
because doing so allows CBO to provide both the best estimate of
what will be recorded in the budget for the year and a figure that
can be compared with the outlays that were recorded for 2010.
For future years, CBO’s baseline projections continue to show the
estimated subsidy costs associated with new credit assistance pro-
vided by the two entities. For further information on the budget-
ary cost of Fannie Mae and Freddie Mac, see Statement of
Deborah Lucas, Assistant Director for Financial Analysis, Con-
gressional Budget Office, before the House Committee on the
Budget, The Budgetary Cost of Fannie Mae and Freddie Mac
and Options for the Future Federal Role in the Secondary Mortgage
Market (June 2, 2011).
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Spending for operations and maintenance and for mili-
tary personnel will increase by $13 billion and $6 billion,
respectively, CBO estimates; those increases will be par-
tially offset by decreases in outlays for research and devel-
opment and for procurement.” In total, CBO estimates
that defense outlays will reach $703 billion this year, or
4.7 percent of GDP, equal to the share in the previous
two years. Those amounts include outlays for military
operations in Afghanistan and Iraq, which will total
$160 billion in 2011, CBO estimates, slightly less than
was spent for such purposes last year. (Spending for dip-
lomatic operations and foreign aid specifically related to
those operations accounted for an additional roughly

$5 billion in both 2010 and 2011.)®

Nondefense discretionary outlays are expected to fall by
nearly $8 billion (1 percent) this year, to $650 billion,
following growth of 13.3 percent last year and average
annual increases of 6.9 percent between 2000 and 2009.
Such spending will equal about 4.3 percent of GDP in
2011, slightly below last year’s figure, which was the high-
est share in more than 25 years (in part because of outlays
from funding that was provided in 2009 in ARRA). Non-
defense discretionary outlays from ARRA funding will
drop by almost $18 billion in 2011, CBO estimates, pri-
marily as a result of decreases for the State Fiscal Stabiliza-
tion Fund ($9 billion) and student financial assistance
($8 billion). That decline will be partially offset by
increases in outlays that are unrelated to ARRA, includ-
ing spending on veterans’ benefits ($5 billion, mostly for
health care) and assistance for international development
and humanitarian aid ($3 billion).

Net Interest. Outlays for the budget category “net
interest”—which consists of the government’s interest
payments on debt held by the public offset by interest
income the government receives—will rise to $221 bil-
lion this year from $196 billion last year, CBO estimates.
Much of that increase results from higher inflation this
year, which has boosted the cost of the Treasury’s

7. Because October 1 falls on a weekend this year, salary payments to
service members that otherwise would have been made in fiscal
year 2012 will be shifted into 2011. Excluding the effect of that
shift, outlays for military personnel would increase by about
$2 billion, CBO estimates.

8. For more details about funding for operations in Afghanistan and
Iraq and related activities, see Congressional Budget Office,
Budget and Economic Outlook: Fiscal Years 2011 to 2021 (January
2011), Box 3-2, pp. 76-77.

inflation-protected securities, and from the steep rise in
government debt.

CBO’s Baseline Budget Projections for
2012 to 2021

If various provisions of the 2010 tax act expire as sched-
uled, the provisions of the Budget Control Act are fully
implemented, and other laws affecting spending and rev-
enues also remain unchanged, the budget deficit will
drop sharply over the next three years, from 8.5 percent
of GDP this year to 6.2 percent in 2012, 3.2 percent in
2013, and 1.6 percent in 2014, CBO projects. Three

main factors account for the reduction:

B The scheduled expiration of several tax provisions and
a gradually improving economy are projected to boost
revenues as a share of GDP by almost 5 percentage
points between 2011 and 2014.

B The continued waning of outlays resulting from
ARRA and spending for unemployment compensa-
tion and other benefits that tend to rise during reces-
sions, along with the newly imposed caps on
discretionary spending, are projected to reduce outlays
as a share of GDP by 1.7 percentage points between
2011 and 2014.

B Savings resulting from legislation produced by the
deficit reduction committee or, if the Congress fails to
enact such legislation, through the automatic spend-
ing cuts that will then be triggered, are projected to
reduce deficits relative to GDP by a little more than
half a percentage point beginning in 2013.

CBO’s baseline projections of deficits and debt over the
2012-2021 period incorporate $1.2 trillion in deficit
reduction that is expected to result from provisions of the
Budget Control Act related to the deficit reduction com-
mittee (see Box 1-1 on page 6). However, the projections
of revenues and outlays presented here do not include the
effect of those provisions because it is unclear what spe-
cific changes in policy will ultimately achieve the
intended amount of deficit reduction. If automatic cuts
are implemented, they will apply only to spending, but
legislation originating with the deficit reduction commit-
tee, if enacted, also could affect revenues. CBO has no
basis for allocating the deficit reduction between those
two components of the budget.
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Under current law, annual deficits will stabilize as a share
of GDP after 2014, fluctuating in a narrow range
between 1.0 percent and 1.5 percent over the period from
2015 through 2021, CBO projects. Both revenues and
outlays (excluding the effects of provisions in the Budget
Control Act related to the deficit reduction committee)
are projected to rise relative to GDP during those years.
The caps imposed by the Budget Control Act will cause
discretionary spending to decline from 9.0 percent of
GDP in 2011 to 6.1 percent in 2021. However, that
decline is more than offset, in CBO’s projections, by
increases relative to GDP in both mandatory spending
and net interest payments.

Even with declining deficits, debt held by the public
would continue to grow in the near term relative to the
size of the economy—from 67 percent of GDP this year
to a peak of 73 percent by the end of 2013. After that,
debt held by the public would gradually fall to 61 percent
of GDP by 2021, an amount well above the annual aver-
age of 37 percent recorded over the past 40 years.

That substantial debt, coupled with rising interest rates, is
projected to cause the government’s annual net spending
for interest to nearly double as a percentage of GDP
between 2011 and 2021. Interest costs are projected to
rise from 1.5 percent of GDP in 2011 to 2.8 percent of
GDP in 2021 excluding the effect of savings related to
the deficit reduction committee, or to 2.6 percent includ-
ing those savings.

Revenues in the 2012-2021 Period

Under the current-law assumptions that underlie CBO’s
baseline, total revenues are projected to climb sharply in
the next few years, from 15.3 percent of GDP in 2011 to
16.8 percent in 2012 and 20.2 percent in 2014. Much of
the increase through 2014 is attributable to the expiration
of tax provisions enacted since 2001 and, to a lesser
extent, to other scheduled changes in tax rules. In addi-
tion, certain structural features of the individual income
tax will cause receipts to rise gradually over the next

10 years, and factors related to the economic recovery
(such as anticipated rebounds in wages and salaries and in
realizations of capital gains that are expected to outstrip
projected growth in GDP) are projected to increase reve-
nues further relative to GDP. Together, all of those forces
push federal revenues in CBO’s baseline to 20.9 percent
of GDP by 2021 (excluding any changes arising from
provisions of the Budget Control Act related to the deficit
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reduction committee). Over the past 40 years, federal
revenues have averaged 18.0 percent of GDP.

Individual Income Taxes. CBO projects that, under cur-
rent law, individual income tax receipts will rise from
7.2 percent of GDP this year to 11.2 percent in 2021
(from $1.1 trillion to about $2.7 trillion). In addition to
the scheduled changes in tax law and the features of the
existing tax system that cause revenues to rise faster than
income over time, that projected increase in receipts
reflects an expected rebound in taxable income and some
other effects of the economic recovery.

Scheduled Changes in Tax Law. Certain tax provisions
enacted since 2001 and most recently extended in the
2010 tax act are now scheduled to expire at the end of
December 2012, returning many parts of the current
income tax to rules that were in effect more than a decade
ago. For example, statutory tax rates on ordinary income,
capital gains, and dividends will increase; the 15 percent
tax bracket for people who file joint returns will narrow;
and the child tax credit will be smaller. In addition,
higher exemption amounts that temporarily mitigate the
impact of the AMT will expire at the end of December
2011. CBO projects that, in the absence of new legisla-
tion, the resulting increase in tax liabilities stemming
from the AMT in 2012 will be paid almost entirely in
2013, pushing up receipts that year, and greater liabilities
stemming from both the AMT and the expiration of the
earlier tax cuts will raise receipts throughout the coming
decade. In addition, tax provisions enacted in the 2010
health care legislation are scheduled to take effect in the
coming years, with the most significant impacts starting
in 2013.° Together, those scheduled changes in tax law
will have the effect of boosting income tax receipts as a
share of GDP by roughly 1.8 percentage points between
now and 2021, CBO projects.

9. CBO projects that provisions of the Patient Protection and
Affordable Care Act (PL. 111-148) and the Health Care and Edu-
cation Reconciliation Act of 2010 (P.L. 111-152) will increase
individual income tax receipts, on net, by about 0.1 percent of
GDP by 2021. Most significantly, a new tax on the unearned
income of taxpayers with relatively high incomes and a reduction
in employers” spending for employment-based health insurance
(which will result in higher taxable incomes) will increase reve-
nues. Those increases will be partly offset by revenue reductions
from the new credits that will be available to certain households to
purchase health insurance through exchanges.

13
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Real Bracket Creep. Even if there were no changes in statu-
tory rates or credits, various features of the individual
income tax would cause average tax rates to rise over
time. For example, income tax brackets and exemptions
are indexed for inflation but not for growth in real
income. As a result, as real income grows, more income
will be taxed in higher brackets. CBO projects that this
phenomenon, known as real bracket creep, will raise
receipts relative to GDP by about 0.9 percentage points
over the next 10 years. Moreover, as nominal income
rises, the AMT will apply to a growing share of income.'’
CBO estimates that without changes in law, the AMT
will increase tax revenues as a share of GDP by about
0.3 percentage points between now and 2021.

Taxable Retirement Income. Taxable distributions from
tax-deferred retirement accounts, such as individual
retirement accounts and 401(k) plans, are expected to
grow more rapidly than other income as the population
ages. By CBO’s estimate, taxation of such income will
cause revenues as a share of GDP to rise by about 0.3 per-
centage points over the next decade.

Economic Recovery and Other Factors. Other factors,
largely related to the projected economic recovery, are
expected to raise revenues as a share of GDP by about
0.6 percentage points between now and 2021. Certain
components of taxable income—including wages and sal-
aries, interest, capital gains distributions, and proprietors’
income—fell relative to GDP over the past several years.
CBO expects that, as the economy recovers, such income
will rebound more quickly than the economy as a whole,
boosting revenues relative to GDP.

Social Insurance Taxes. Receipts from social insurance
taxes are projected to grow from 5.4 percent of GDP this
year to 6.2 percent in 2013 and to remain at about that
level thereafter. The largest contributor to growth in

10. As with the regular income tax, the effective tax rates under the
AMT increase as rising real income pushes taxpayers into higher
tax brackets. Unlike the regular income tax, however, the AMT’s
tax brackets and exemption amounts are not indexed for inflation.
Therefore, as income grows with the overall price level over time,
more taxpayers become subject to the AMT, and taxpayers who
are already subject to the AMT tend to have a larger share of their
income subject to it. See Congressional Budget Office, 7he
Individual Alternative Minimum Tax, Issue Brief (January 2010).

social insurance taxes is the expiration of the payroll tax
cut in effect for calendar year 2011. The 2010 tax act
temporarily reduced the employee’s share of the payroll
tax by 2 percentage points (from 6.2 percent of wages to
4.2 percent), reducing receipts in fiscal years 2011 and
2012; its expiration will boost receipts as a share of GDP
by 0.6 percentage points between 2011 and 2013. The
remaining growth over the next two years comes largely
from a projected increase in wages and salaries as a share
of GDP and from the additional Hospital Insurance
(Medicare Part A) payroll tax that was instituted by the
health care legislation enacted in 2010 and is scheduled
to take effect in January 2013.

Corporate Income Taxes. CBO estimates that corporate
income tax receipts will nearly double as a percentage of
GDP in the next three years—from 1.3 percent this year
to 2.5 percent in 2014. Domestic economic profits are
projected to decline slightly, relative to the economy, over
the 2012-2014 period, reducing corporate receipts as a
share of GDP by less than 0.1 percentage points. Never-
theless, several factors are expected to push up receipts:

B Over the past several years, changes to the tax code
have lowered the average tax rate on domestic eco-
nomic profits. The most significant changes involve
the speed with which businesses can deduct equip-
ment purchases from their taxable income. Under cur-
rent law, companies can expense (fully deduct from
taxable income) all qualified investments in equip-
ment made in late 2010 and throughout 2011, rather
than spreading those deductions over several years, as
was required before the change. In 2012, businesses
can expense half of their investments in equipment;
after that, deductions must be spread out over a longer
period."" The expiration of the expensing provisions
and the return to the typical rules after 2012, along
with smaller effects from other expiring tax provisions,
such as the research and experimentation tax credit,
are expected to increase corporate income tax receipts
as a share of GDP by about 0.8 percentage points by
2014.

11. Current law, however, will continue to permit businesses with rel-
atively small investments in equipment to fully deduct those costs
in the year the equipment is placed in service.
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B Other legislation has shifted some corporate tax pay-
ments from years after 2014 into that year, causing
projected receipts in 2014 to be about 0.2 percentage
points higher as a share of GDP than they would be

otherwise.

B Corporate income tax receipts remain below the
amount that can be explained by currently available
data on profits. CBO expects that the factors generat-
ing that disparity will gradually disappear and that
corporate income tax receipts will rise to more closely
match their historical relationship to profits, increas-
ing projected revenues relative to GDP by about
0.3 percentage points, all between 2011 and 2014.

Between 2014 and 2021, corporate income tax receipts
are projected to decline by 0.7 percentage points as a
share of the economy, reducing corporate receipts to

1.9 percent of GDP in 2021—close to the annual average
of 2.0 percent seen over the past 40 years. Profits are
expected to decline relative to GDP as higher interest
rates increase U.S. businesses’ interest payments and as
labor income rises as a percentage of GDP. In addition,
the unwinding of shifts in corporate tax payments into
2014 and other effects of legislation further reduce corpo-
rate receipts over the period.

Between 2011 and 2021, corporate income tax receipts
are projected to increase as a share of GDP by 0.6 per-
centage points.

Receipts from Other Sources. In addition to individual
income, corporate income, and social insurance taxes, the
federal government collects revenues from excise taxes,
estate and gift taxes, earnings of the Federal Reserve
System, customs duties, and other miscellaneous levies.
CBO projects that revenues from those sources will rise
slightly, from 1.4 percent of GDP this year to 1.5 percent
in 2021. For this group of sources, falling receipts from
the Federal Reserve, CBO estimates, will be more than
offset over the period by rising receipts from the other
sources.

Outlays in the 2012-2021 Period

In CBO’s baseline projections, federal outlays total

$3.6 trillion in 2012, about $11 billion (0.3 percent)
more than anticipated for this year. That slow rate of
growth—outlays increased by an average of about 7 per-
cent per year over the past decade—is largely the result of
a drop in spending from ARRA and in payments for
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unemployment compensation and other benefits that
tend to rise during periods of economic weakness. In
addition, because October 1, 2011, falls on a weekend,
some benefit payments will shift from fiscal year 2012
into 2011.

Excluding any changes to spending that could result from
provisions of the Budget Control Act related to the deficit
reduction committee, total outlays in CBO’s baseline
equal 23.0 percent of GDP in 2012, decline to 22.0 per-
cent of GDP by 2015, and then gradually rise to

22.7 percent by 2021. Mandatory spending and interest
costs rise, on balance, relative to GDP, and discretionary
outlays fall, reflecting the restraining effect of the statu-
tory caps put in place by the Budget Control Act. From
2012 through 2021, outlays in CBO’s baseline average
22.4 percent of GDP—higher than the annual average of
20.8 percent recorded over the past 40 years. That differ-
ence arises from two factors: mandatory spending that is
much higher than average and discretionary spending
that is projected to be much lower than its 40-year aver-
age relative to GDP.

Mandatory Spending. Under CBO’s baseline projections,
mandatory outlays (net of offsetting receipts) range
between 12.9 percent and 13.8 percent of GDP through
2021—well above the ratio of such spending to GDP for
most of the past several decades.'” From 1979 through
2008, mandatory spending ranged between 8.9 percent
and 11.1 percent of GDP. In 2009, however, that spend-
ing surged to 14.8 percent of GDDP, driven by the finan-
cial crisis, the recession, and the policies implemented in
response to them. Mandatory spending dropped back to
13.2 percent of GDP in 2010, in large part because of the
adjustment to the estimated cost of the TARP described
previously. For the next several years, CBO projects,
decreases in outlays from ARRA, for unemployment
compensation, and for refundable tax credits will largely
offset increases in other mandatory programs, primarily
those related to health care and retirement. As a result,
mandatory outlays will change little as a percentage of
GDP. In the last few years of the projection period, rising
spending on those health care and retirement programs

12. Offsetting receipts are certain payments made to the federal gov-
ernment by citizens or businesses and certain payments made by
federal agencies to other federal agencies. The largest components
are Medicare premium payments and the receipts of payments
from agencies to cover the government’s share of federal employ-
ees’ retirement benefits.
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will cause mandatory outlays to increase again at a faster
rate than the economy.

Three programs—Social Security, Medicare, and Medic-
aid—account for the bulk of the government’s manda-
tory spending. Outlays for Social Security will grow at an
average annual rate of almost 6 percent over the 2012~
2021 period, CBO projects. By 2021, spending for Social
Security benefits will total $1.3 trillion (5.4 percent of
GDP), up from $769 billion (4.9 percent of GDP) in
2012 (see Table 1-4 on page 18). That growth in nominal
outlays reflects an increase in the projected number of
beneficiaries from 56 million in 2012 to 71 million in
2021, along with the increased average benefit amounts
that result from inflation and real wage growth over the
period.

CBO estimates that outlays for Medicare (excluding
receipts from premiums) will total $555 billion (3.5 per-
cent of GDP) in 2012, about the same, in nominal terms,
that it estimates for 2011. Between 2013 and 2021, out-
lays are projected to grow at an average annual rate of
6.3 percent, reaching $966 billion (4.1 percent of GDP)
in 2021. Spending will be pushed up over the decade by
increases in the number of beneficiaries and in health care
costs per beneficiary (in nominal terms). At the same
time, growth in spending will be restrained by reductions
in updates to payment rates that were included in the
2010 health care legislation and by the program’s sustain-
able growth rate mechanism, which, under current law, is
projected to reduce payments to physicians by about

30 percent in 2012 and by additional amounts thereafter.

CBO projects that federal outlays for Medicaid will
decrease by 5.5 percent in 2012, mostly because the
enhanced matching rates under ARRA and the lower
enhanced rates provided by subsequent legislation have
expired and because anticipated economic growth will
lead to slow growth in enrollment."”” Over the rest of the
decade, however, Medicaid outlays are projected to rise
at an average annual rate of 9.0 percent because of

13. Medicaid is a joint federal and state program in which the federal
government shares costs with states for approved services. The
proportion of costs paid by the federal government varies from
state to state but typically has averaged 57 percent. (Provisions of
ARRA and subsequent legislation temporarily increased the
federal share, most recently through June 2011.) The health care
legislation enacted in March 2010 provides that, beginning in
2014, the federal matching rate will average between approxi-
mately 60 percent and 62 percent.

demographic changes and a sharp increase in enrollment
beginning in 2014 stemming from the 2010 health care
legislation, which also increased the average federal share
of the program’s costs. (CBO estimates that the legisla-
tion will boost Medicaid enrollment by about 17 million
people by 2021.) Federal spending on Medicaid is pro-
jected to reach $561 billion (2.4 percent of GDP) in
2021, compared with $259 billion (1.7 percent of GDP)
in 2012.

Beginning in 2014, subsidies for health insurance will
become available for individuals and families who meet
income and other eligibility criteria.'* In total, outlays for
those subsidies, for establishing and operating exchanges
to facilitate the purchase of health insurance, and for run-

ning related programs will increase from $1 billion in
2012 to $96 billion in 2021, CBO estimates.

As the labor market gradually improves and emergency
unemployment benefits expire, spending for unemploy-
ment compensation will decline from $77 billion in 2012
to $51 billion in 2016, CBO estimates. Spending is
expected to increase in the remaining years of the projec-
tion period, in step with projected growth in wages and
the labor force. By 2021, CBO estimates, outlays for
unemployment benefits will rise again to $60 billion.

Outlays for the earned income and child tax credits are
projected to decline considerably from 2013 to 2014
(from $79 billion to $47 billion) for two reasons: Under
current law, the maximum amount of the child tax credit
will be reduced from $1,000 to $500, and the expiration
of various tax cuts at the end of 2012 will boost tax liabil-
ity for many filers (which means that, in relative terms,
more of the impact of the child tax credit will be reflected
as a reduction in revenues rather than as an increase in
outlays). After 2014, annual outlays for the two credits
will remain near $45 billion.

Net outlays for deposit insurance are projected to decline
over the period as the Federal Deposit Insurance Corpo-
ration and the National Credit Union Administration
collect additional insurance premiums to offset losses
incurred; the failure rate among financial institutions also

14. The subsidies for health insurance premiums are structured as
refundable tax credits; the portions of such credits that exceed tax-
payers’ liabilities are classified as outlays, and the portions that
reduce tax payments appear in the budget as reductions in
revenues.
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is expected to decline. CBO estimates that net outlays for
deposit insurance in 2012 and 2013 will be $4 billion
and $3 billion, respectively. Between 2014 and 2021, the
budget is projected to show net receipts (recorded as neg-
ative outlays) averaging about $13 billion per year from
the government’s deposit insurance activities as the econ-
omy improves and as income from premiums more than
offsets the losses on deposits associated with bank failures.
In total, the government will receive $100 billion over the
coming decade in net collections from its deposit insur-
ance programs, CBO estimates.

Outlays for all other mandatory programs are projected
to rise from $513 billion in 2012 to $604 billion in 2021.
That increase is more than offset by a projected increase
in offsetting receipts, which grow from $203 billion in
2012 to $317 billion in 2021, CBO projects.

Discretionary Spending. CBO’s baseline for discretionary
funding incorporates the caps placed on such budget
authority for 2012 through 2021 by the Budget Control
Act.” Discretionary budget authority subject to the caps
will be limited to $1.043 trillion in 2012 and $1.047 tril-
lion in 2013, and growth will be restricted to about

2 percent per year after that, with discretionary budget
authority reaching a maximum of $1.234 trillion in
2021. Those caps do not constrain appropriations for the
wars in Afghanistan and Iraq or for similar activities
(sometimes known as overseas contingency operations)
nor do they apply to certain other types of spending.'® In
projecting funding for overseas contingency operations,
CBO followed long-standing procedures governing base-
line projections by assuming that appropriations would
equal the funding provided for 2011 with adjustments
for inflation. With those amounts included, total budget
authority for discretionary programs would rise from
$1.20 trillion in 2012 to $1.43 trillion in 2021 (see
Table 1-5 on page 20).

Appropriations of those amounts will mean reductions in
the real resources available for the government’s pro-

15. Budget authority refers to the authority provided by law to incur
financial obligations, which eventually result in outlays.

16. The caps may be adjusted upward to allow additional spending for
activities in Afghanistan and Iraq and for similar activities as well
as for “program integrity” initiatives that identify and reduce over-
payments in certain benefit programs. The caps also can be
adjusted each fiscal year to account for some funding designated
for emergencies and for disaster relief.
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grams. If discretionary budget authority was allowed to
grow at the rate of inflation, without the constraint on
nonwar funding imposed by the caps, such authority
would be about 4 percent higher in 2012 and 8 percent
higher in 2021 (see Figure 1-2 on page 21).

Even with such adjustments for inflation, however,
appropriations could be insufficient to continue current
policies over the 2012-2021 period. For example, the
cost of veterans’ health benefits—assuming current
enrollment rules remain unchanged—is projected to rise
more rapidly than inflation and thus to exceed the budget
authority calculated simply by extrapolating the current
year’s appropriations at the projected rate of inflation."”
Similarly, maintaining current award amounts for Pell
grants would require funding above what would be
shown in a projection based on inflating 2011 appropria-
tions. Moreover, if budget authority for defense programs
grew at the rate of inflation, that amount of funding
would be insufficient to pay for the Future Years Defense
Program put forward in February 2011 by the Depart-
ment of Defense. CBO has examined the programs and
plans contained in that document and projected their
budgetary impact.'® According to CBO’s calculations,
over the period from 2012 to 2021, defense funding that
would be needed to implement that plan would exceed
by about $480 billion the amounts projected by assuming
that current budget authority increased at the rate of
inflation.

Projected Outlays. Total discretionary outlays in CBO’s
baseline are projected to decline in 2012 and 2013, and
to grow slowly thereafter, exhibiting an average annual
increase of 1.2 percent from 2013 through 2021—Iess
than the 1.8 percent rate of growth that would be pro-
jected if all discretionary appropriations grew at the rate
of inflation. (Such outlays increased by 8.9 percent in
2010, and by an annual average of 8.0 percent between
2000 and 2009.) As a result, in CBO’s baseline, discre-
tionary outlays decline from 9.0 percent of GDP in 2011
to 6.1 percent of GDP in 2021, a share of the total econ-
omy roughly equal to that for discretionary outlays from
1998 through 2001 but well below the 8.7 percent aver-
age over the past 40 years.

17. See Congressional Budget Office, Potential Costs of Veterans’
Health Care (October 2010).

18. See Congressional Budget Office, Long-Term Implications of the
2012 Future Years Defense Program (June 2011).
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Table 1-4.

CBO’s Baseline Projections of Mandatory Spending

(Outlays, in billions of dollars)

Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
Social Security 700 726 769 812 83 897 945 1,001 1,063 1,131 1,203 1,276 4,276 9,951
Health Care Programs
Medicare? 520 555 555 598 632 662 718 746 777 845 903 966 3,164 7,401
Medicaid 273 274 259 276 325 364 404 430 455 486 520 561 1,628 4,081
Health insurance subsidies,
exchanges, and related
spending * * 1 1 16 35 56 70 79 85 90 96 108 529
MERHCF 8 9 9 10 10 11 12 13 13 14 15 16 51 123
Children's Health Insurance
Program 9 9 9 9 10 10 8 6 6 6 6 46 78
Other 5 8 7 14 27 24 26 26 31 35 38 80 236
Subtotal 810 852 841 901 1,005 1,108 1,223 1,294 1357 1,466 1569 1,684 5,078 12,448
Income Security
SNAP 70 77 80 80 75 73 72 71 69 68 67 66 380 720
Unemployment compensation 159 120 77 60 62 58 51 52 53 55 58 60 309 587
Supplemental Security Income 47 53 47 53 54 55 62 58 54 61 63 64 271 571
Earned income and child tax credits 77 78 79 79 47 46 44 44 44 45 45 46 295 519
Family support’ 28 27 25 25 25 25 25 25 25 25 25 25 125 250
Child nutrition 17 18 19 21 21 22 23 24 26 27 28 29 107 241
Foster care 7 7 7 7 8 8 8 8 9 9 10 37 82
Making Work Pay and other tax credits® 32 24 5 5 * * * * 10 10
Subtotal 437 404 340 331 292 287 285 282 280 289 295 301 1535 2,981
Federal Civilian and Military Retirement
Civilian® 82 83 87 90 92 95 98 101 104 108 112 115 461 1,001
Military 51 55 49 54 55 56 61 58 55 61 63 65 274 577
Other 6 6 7 7 8 8 9 9 10 10 11 11 40 92
Subtotal 138 144 143 151 155 159 168 168 169 180 185 192 775 1,670
Veterans®
Income security 49 59 60 59 60 61 67 64 60 67 68 69 307 634
Other 9 12 11 12 13 13 14 14 15 16 17 18 63 143
Subtotal 58 71 71 71 73 74 81 78 75 82 85 87 370 777
Other Programs
TARP -110 -39 16 3 2 1 1 * * * * * 22 23
Fannie Mae and Freddie Mac' 40 5 7 6 4 4 4 4 5 5 6 6 26 51
Deposit insurance -32 -6 4 3 100 -12 -14 -17 -20 -11 -11 -12 -30 -100
Higher education 12 30 -4 -8 -8 -8 -3 2 5 5 5 4 -31 -10
Agriculture 15 15 13 19 16 15 15 15 15 15 16 16 78 155
Other 50 73 60 55 53 51 51 49 49 48 46 46 270 506
Subtotal -49 17 96 77 56 52 54 54 54 62 61 60 335 626

Continued
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(Outlays, in billions of dollars)
Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

Offsetting Receipts

Medicare® 74 79 84 86 90 97 -105 -114 -123 -132 -138 -148 461 -1,116
Federal share of federal
employees' retirement 61 -64 -65 -65 67 70 -73 76 -80 -84 -87 -90 -341 -758
Other 48 48 55 62 65 -0 -6 72 /5 77 77 79 320  -700
Subtotal -183 -191 203 213 -222 237 247 261 277 -293 302 317 -1,122 -2,573

Total Mandatory

Spending 1,913 2,023 2,056 2,129 2,211 2,340 2,511 2,616 2,721 2,918 3,095 3,282 11,247 25,879
Memorandum:
Mandatory Spending Excluding
Offsetting Receipts 2,096 2,213 2,259 2,342 2434 2577 2,758 2,877 2,998 3,211 3,398 3,599 12,369 28,452

Medicare Spending Net of
Offsetting Receipts 446 477 471 512 542 565 613 633 654 713 765 818 2,703 6,285

Source: Congressional Budget Office.

Notes: Projections over the 2012—2021 period do not include the effect of any potential changes that may occur as a result of provisions
related to the Joint Select Committee on Deficit Reduction, created by the Budget Control Act of 2011 (Public Law 112-25).

Data on spending for benefit programs in this table generally exclude administrative costs, which are discretionary.

MERHCF = Department of Defense Medicare-Eligible Retiree Health Care Fund (including TRICARE for Life); SNAP = Supplemental
Nutrition Assistance Program; TARP = Troubled Asset Relief Program; * = between zero and $500 million.

a. Excludes offsetting receipts (funds collected by government agencies from other government accounts or from the public in businesslike
or market-oriented transactions that are recorded as offsets to outlays).

b. Includes Temporary Assistance for Needy Families and various programs that involve payments to states for child support enforcement
and family support, child care entitlements, and research to benefit children.

c. Also includes outlays for the first-time homebuyer credit, the American Opportunity Tax Credit, and other tax credits.
d. Includes Civil Service, Foreign Service, Coast Guard, and other smaller retirement programs as well as annuitants’ health care benefits.

e. Income security includes veterans’ compensation, pensions, and life insurance programs. Other benefits are primarily education
subsidies.

f.  The amounts recorded for 2010 and 2011 reflect cash transfers from the Treasury to Fannie Mae and Freddie Mac. The amounts shown for
2012 through 2021 reflect CBO’s estimate of the subsidy cost of new loans and guarantees made by those two entities in each year,
adjusted for market risk.

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

19



20

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

Table 1-5.

CBO’s Baseline Projections of Discretionary Spending

(Billions of dollars)

Total
Actual, 2012- 2012-
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021

Budget Authority
Defense? 714 712 724 738 753 769 786 806 826 847 869 891 3,769 8,008
Nondefense? 550 511 528 538 550 562 576 590 606 622 639 656 2,753 5,867
Reduction to meet the

discretionary cap® 0 0 -47  -65 -70 -76  -82 -89 -96 -104 -113 -122 -340 -863

Baseline 1,264 1,223 1,204 1,211 1,233 1,255 1,279 1,307 1,336 1,365 1,396 1,425 6,183 13,012
Outlays
Defense? 689 703 708 727 741 756 777 790 804 829 851 872 3,710 7,856
Nondefense? 658 650 634 622 621 625 632 643 657 672 689 707 3,134 6,503
Reduction to meet the

discretionary cap® 0 0 -27 49 -62 -70  -77 -84 91 -98 -106 -115 -285 -778

Baseline 1,347 1,353 1,315 1,300 1,301 1,311 1,332 1,350 1,370 1,404 1,434 1,464 6,559 13,580
Memorandum:
Outlays (Percentage of
GDP)
Defense? 47 47 45 45 44 42 4.1 3.9 38 3.8 3.7 3.7 43 4.0
Nondefense? 45 43 40 3.8 3.7 34 3.3 3.2 3.1 3.1 3.0 3.0 3.6 3.3
Reduction to meet the

discretionarycapb 0 _0 -2 -03 -04 -04 -04 -04 -04 -04 -05 -05 -0.3 -0.4

Baseline 93 90 84 80 77 72 70 67 65 64 63 6.1 7.6 6.9

Source:

Congressional Budget Office.

Notes: Nondefense discretionary outlays are usually higher than budget authority because of spending from the Highway Trust Fund and the
Airport and Airway Trust Fund, which is subject to obligation limitations set in appropriation acts. The budget authority for such
programs is provided in authorizing legislation and is not considered discretionary.

When constructing its baseline, CBO assumes that discretionary appropriations will adhere to the statutory caps recently enacted into
law by the Budget Control Act of 2011 (Public Law 112-25). Because the caps do not constrain appropriations for military operations
in Afghanistan and Iraq (or for similar activities), CBO’s baseline reflects annual appropriations for war-related activities equal to
$159 billion (the amount provided for 2011), adjusted in future years for inflation. The projections for the 2012—2021 period do not
include the effect of any potential changes that may occur as a result of adjustments to the caps for reasons allowed under the act or
for provisions related to the Joint Select Committee on Deficit Reduction, created by the Budget Control Act.

GDP = gross domestic product.

a. These amounts were estimated by assuming that budget authority for fiscal years 2012 to 2021 will be equal to the 2011 appropriation

adjusted for inflation.

b. These amounts reflect the reductions in budget authority that will be necessary to comply with the discretionary caps, relative to the bud-
get authority that would be provided if appropriations in each year were equal to the 2011 appropriation adjusted for inflation as calcu-
lated using CBO’s August 2011 economic forecast. Those amounts differ from what is shown in Box 1-1 because that comparison was
made relative to CBO’s March baseline (adjusted for the effect of full-year appropriations); CBO’s August projections incorporate changes
to the inflation factors and other adjustments.



CHAPTER ONE

Figure 1-2.
Total Discretionary Budget Authority Excluding War Funding
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Source: Congressional Budget Office.

a. Data reflect the assumption that discretionary funding related to federal personnel is inflated using the employment cost index for wages
and salaries. All other discretionary funding is adjusted using the gross domestic product price index.

b. When constructing its baseline, CBO assumes that discretionary funding will adhere to the statutory caps recently enacted into law by the

Budget Control Act of 2011 (Public Law 112-25).

CBO’s projections do not account for any changes in dis-
cretionary outlays that could occur as a result of provi-
sions of the Budget Control Act related to the deficit
reduction committee. Future legislation stemming from
that committee’s actions, or automatic cuts in spending
that would be triggered if no such legislation is enacted,
could result in additional reductions to discretionary
spending.

Hlustrative Paths of Discretionary Budget Authority. The
Budget Control Act sets separate caps on “security” and
“nonsecurity” funding for 2012 and 2013. The act sets
overall caps only on total appropriations for 2014 to
2021." The categories specified for 2012 and 2013 do
not correspond to the split of spending into defense and

19. For the discretionary caps, the security category comprises discre-
tionary appropriations for the Department of Defense, the
Department of Homeland Security, the Department of Veterans
Affairs, the National Nuclear Security Administration, the intelli-
gence community management account (95-0401-0-1-054), and
all discretionary budget accounts in budget function 150 (interna-
tional affairs). The nonsecurity category comprises all discretion-
ary appropriations not included in the security category.

nondefense components that CBO normally reports, and
the caps could be met through many combinations of
defense and nondefense appropriations.*

To illustrate the potential impact of the discretionary
caps, CBO has projected defense and nondefense
appropriations under a few different assumptions about
how savings would be obtained (as shown in Table 1-6).
For example, defense and nondefense appropriations
might be cut proportionately, relative to the funding that
would be necessary to keep pace with inflation, in order
to keep total discretionary funding within the caps. In
that case, funding for each category would be about

1 percentage point of GDP lower in 2021 than estimated
for this year, a decline of more than one-fourth. Funding
for defense purposes in 2021 would represent 2.7 percent
of GDP; by comparison, annual funding for defense has

20. For the purpose of categorization, defense programs are usually
defined as those in budget function 050 (national defense), which
includes certain activities of agencies other than the Department
of Defense. Some of the activities in those other agencies fall in
the “nonsecurity” category for the purpose of enforcing the
discretionary caps.

21
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Table 1-6.

Illustrative Paths for Discretionary Budget Authority Subject to the
Caps Set in the Budget Control Act of 2011

Total
2012- 2012-
2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021 2016 2021
In Billions of Dollars
Defense®
All reductions from defense® 552 532 531 516 524 531 541 550 560 569 578 2,634 5,432
Proportional reductions 552 538 541 550 560 571 584 597 610 623 637 2,760 5,811
No reductions from defense 552 562 574 586 599 614 630 646 664 682 700 2,935 6,256
Nondefense
All reductions from nondefense 511 481 473 480 487 493 501 510 518 526 534 2,414 5,004
Proportional reductions 511 505 506 516 526 536 547 559 572 585 597 2,589 5,449
No reductions from nondefense® 511 511 516 550 562 576 590 606 622 639 656 2,715 5,828
Total Budget Authority 1,064 1,043 1,047 1,066 1,086 1,107 1,131 1,156 1,182 1,208 1,234 5,349 11,260
As a Percentage of Gross Domestic Product
Defense?
All reductions from defense® 3.7 34 33 3.0 2.9 2.8 2.7 2.6 2.6 2.5 24 3.1 2.8
Proportional reductions 3.7 34 33 3.2 3.1 3.0 2.9 2.8 2.8 2.7 2.7 3.2 3.0
No reductions from defense 3.7 3.6 35 35 3.3 3.2 31 3.1 3.0 3.0 2.9 34 3.2
Nondefense
All reductions from nondefense 34 3.1 2.9 2.8 2.7 2.6 2.5 2.4 2.4 2.3 2.2 2.8 2.6
Proportional reductions 34 3.2 3.1 3.0 2.9 2.8 2.7 2.7 2.6 2.6 2.5 3.0 2.8
No reductions from nondefense” 34 3.3 3.2 3.2 31 3.0 2.9 2.9 2.8 2.8 2.8 3.2 3.0
Total Budget Authority 70 67 65 63 60 58 56 55 54 53 52 6.2 5.8
Memorandum:
Discretionary Budget Authority
Assuming Annual Adjustments for
Inflation®
In billions of dollars
Defense? 552 562 574 586 599 614 630 646 664 682 700 2,935 6,256
Nondefense 511 528 538 550 562 576 590 606 622 639 656 2,753 5,867
Total Budget Authority 1,064 1,090 1,112 1,136 1,162 1,189 1,220 1,252 1,286 1,321 1,356 5,689 12,123
As a percentage of GDP
Defense® 3.7 3.6 35 35 33 3.2 3.1 31 3.0 3.0 2.9 34 3.2
Nondefense 34 34 33 3.2 3.1 3.0 2.9 2.9 2.8 2.8 2.8 3.2 3.0
Total Budget Authority 7.0 7.0 6.9 6.7 6.4 6.2 6.1 6.0 5.9 5.8 5.7 6.6 6.2

Source: Congressional Budget Office.

Notes: Budget authority refers to the authority provided by law to incur financial obligations, which eventually result in outlays.

GDP = gross domestic product.

a. Data exclude funding for operations in Afghanistan and Iraq and for similar activities.

b. In 2012 and 2013, reductions in defense funding would not be sufficient to meet the caps on nonsecurity funding; therefore, some
reductions would have to come from nondefense programs even if all available defense funding classified as nonsecurity was eliminated.

c. These estimates incorporate the assumption that such budget authority grows at the rate of inflation from its level in 2011.
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averaged 4.2 percent of GDP during the past decade.
Nondefense funding in 2021 would represent 2.5 percent
of GDP; by comparison, such funding has averaged

3.7 percent of GDP during the past decade.

Alternatively, nearly all reductions in appropriations—
relative to the funding that would be necessary to keep
pace with inflation—that would be necessary to meet the
discretionary caps could come from defense activities. In
that case, budget authority for defense programs that are
not directly related to operations in Afghanistan and Iraq
would drop from $552 billion (3.7 percent of GDP) in
2011 to $532 billion next year and to $531 billion in
2013 before beginning to rise again.”' By 2021, such
funding would total $578 billion and would equal

2.4 percent of GDP, one-third less than current defense
appropriations relative to the projected size of the econ-
omy. With that degree of restraint in defense funding,
budget authority for nondefense programs could grow at
close to the rate of inflation, rising from $511 billion in
2011 to $656 billion in 2021. Still, such funding would
fall from 3.4 percent of GDP this year to 2.8 percent of
GDP 10 years from now.

As another possibility, defense funding could grow at the
rate of inflation and all reductions needed to meet the
caps could come from nondefense programs. In that case,
CBO projects, defense appropriations would total

$700 billion in 2021—still a decline of more than

20 percent as a percentage of GDP compared with fund-
ing in 201 1—and nondefense appropriations would be
$534 billion, or 2.2 percent of GDP, a drop of more than

one-third relative to the projected size of the economy.

Net Interest and Federal Debt

Federal interest costs are largely determined by the

stock of government debt and prevailing interest rates.
The amount of federal debt held by the public has sky-
rocketed in the past few years, rising from 40 percent of
GDP at the end of 2008 to reach an estimated 67 percent
by the end of this year.”” Although interest rates are
expected to remain near historic lows in the near term,

21. In 2012 and 2013, the total amount of nonsecurity funding that
would be available within the defense category if 2011 funding
was adjusted for inflation is not large enough—even if all such
funding was eliminated—to meet the caps on nonsecurity fund-
ing; therefore, to adhere to the caps on nonsecurity funding, some
reductions would have to come from nondefense programs.
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net interest outlays are projected to rise by 7 percent in
2012 because of increased federal borrowing.

Interest rates are expected to rise noticeably after the next
few years, and under the assumptions that govern CBO’s
baseline, debt held by the public is projected to reach
$10.2 trillion at the end of this year and to increase to
$14.5 trillion by 2021 (see Table 1-7).* As a result, the
government’s annual net spending for interest is projected
to increase from 1.5 percent of GDP in 2012 to 2.8 per-
cent by 2021 excluding the effect of savings related to the
deficit reduction committee; including that effect, net
interest outlays would equal 2.6 percent of GDP in 2021.
In nominal terms, outlays for net interest will increase
from $238 billion to $613 billion, including $50 billion
in estimated debt-service savings related to the deficit
reduction committee.

Budget Projections Under
Alternative Scenarios

To illustrate how different decisions by policymakers
regarding federal spending programs and the federal tax
system would affect future deficits, CBO estimated the
budgetary impact of some alternative policies (see

Table 1-8 on page 26). The discussion below focuses

on the policies” direct effects on revenues and outlays, but
the changes also would affect the cost of paying interest
on federal debt, which is shown separately in the table

and labeled “debt service.”

War-Related Discretionary Spending. CBO’s projections
of discretionary spending for the next 10 years include
outlays for operations in Afghanistan and Iraq and other
possible overseas contingency operations. The outlays
projected in the baseline come from budget authority
provided for those purposes in 2010 and earlier years, the
$159 billion in budget authority provided in 2011, and

22. For a more detailed discussion of the growth in federal debt and
its possible repercussions, see Congressional Budget Office,
Federal Debt and the Risk of a Fiscal Crisis, Issue Brief (July 2010).

23. Another measure of federal debt is “debt subject to limit,” which is
the amount of debt subject to the overall ceiling set in law. (Cur-
rently, that ceiling is set at $14.7 trillion and could increase by
between $1.7 trillion and $2.0 trillion under procedures spelled
out by the Budget Control Act of 2011.) Debt subject to limit
includes securities held by federal trust funds and other govern-
ment accounts. Because it includes those internal government
transactions, it is less useful in assessing the impact of government
borrowing on financial markets.
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Table 1-7.

CBO’s Baseline Projections of Federal Debt

(Billions of dollars)

Actual,
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Debt Held by the Public at the
Beginning of the Year 7,545 9,019 10,164 11,153 11,773 12,148 12,463 12,840 13,169 13,473 13,820 14,181
Changes to Debt Held by the Public
Deficit 1,294 1,284 973 510 265 205 278 231 211 259 277 279
Other means of financing 181 -138 16 110 110 110 99 99 94 88 84 82
Total 1,474 1,145 989 620 375 315 377 329 304 347 360 360

Debt Held by the Public at the

End of the Year 9,019 10,164 11,153

Memorandum:
Debt Held by the Public at the End of the

Year (Percentage of GDP) 621 673 71.2
Debt Held by the Public Excluding
Financial Assets®
In billions of dollars 8,005 9,306 10,266
As a percentage of GDP 55.2  6l.7 65.5

Gross Federal Debt® 13,529 14,797 15,927

Debt Subject to Limit® 13,511 14,779 15,910

72.8 716

11,773 12,148 12,463 12,840 13,169 13,473 13,820 14,181 14,541

687 672 658 643 631 620 61.0

10,766 11,027 11,219 11,492 11,714 11,913 12,158 12,421 12,686
66.5 65.0

61.9 601 585 569 555 543 53.2

16,663 17,178 17,679 18,276 18,879 19,475 20,090 20,711 21,346
16,646 17,162 17,664 18,261 18,864 19,461 20,077 20,697 21,333

Source: Congressional Budget Office.

Note: GDP = gross domestic product.

a. Subtracts from debt held by the public the value of financial assets (such as preferred stock) purchased from institutions participating in
the Troubled Asset Relief Program, holdings of preferred stock in Fannie Mae and Freddie Mac, the Treasury’s purchases of mortgage-

backed securities, cash balances, and other financial instruments.

b. Comprises federal debt held by the public plus Treasury securities held by federal trust funds and other government accounts.

c. The amount of federal debt that is subject to the overall limit set in law. Debt subject to limit differs from gross federal debt because most
debt issued by agencies other than the Treasury and the Federal Financing Bank is excluded from the debt limit, currently set at

$14.7 trillion.

the $1.8 trillion in appropriations projected for the
2012-2021 period (under the assumption that annual
funding is set at $159 billion plus adjustments for
anticipated inflation).

In coming years, the funding required for war-related
activities—in Afghanistan, Iraq, or other countries—may
be smaller than the amounts in the baseline if the number
of deployed troops is smaller and the pace of operations is
diminished. Thus, CBO formulated a budget scenario
that assumes a reduction in the deployment of U.S. forces
abroad for military actions. Many other scenarios—some
costing more and some less—also are possible.

In 2010, CBO estimates, the number of U.S. active-duty,
reserve, and National Guard personnel deployed for war-
related activities averaged about 215,000. Under the
alternative scenario, the average number of military per-
sonnel deployed for war-related purposes would decline
over five years: from 180,000 in 2011 to 130,000 in
2012; 95,000 in 2013; 65,000 in 2014; and 45,000 in
2015 and thereafter. (Those numbers could represent var-
ious allocations among Afghanistan, Iraq, and other
countries.) Under the alternative scenario, total discre-
tionary outlays for the period from 2012 through 2021
would be $1.1 trillion less than the amount in CBO’s
current baseline.
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Other Discretionary Spending. Many alternative assump-
tions about the growth of other discretionary spending
are possible. For example, if appropriations (excluding
those for operations in Afghanistan and Iraq) were
assumed to grow each year through 2021 at the same rate
as nominal GDP—instead of at the rates permitted by
the Budget Control Act’s caps—discretionary spending
would be $2.4 trillion higher for that period than it is in
the baseline. If appropriations were assumed to increase at
the same rate as inflation after 2011, discretionary spend-
ing would be $778 billion above the baseline over the
10-year period. In contrast, if lawmakers maintained
appropriations over the 2014-2021 period at the 2013
cap, total discretionary outlays would be $673 billion
lower than the baseline between 2014 and 2021. Under
that scenario (sometimes referred to as a freeze in appro-
priations), total discretionary spending would fall from
9.0 percent of GDP this year to 5.4 percent in 2021,
lower than any share since 1962 (the earliest year for
which such data have been reported).

Medicare’s Payments to Physicians. Under current law,
starting in January 2012, spending for Medicare will be
constrained by a rate-setting system—called the sustain-
able growth rate—that controls the fees paid for physi-
cians’ services. If the system is allowed to operate as it is
currently structured, physicians’ fees will be reduced by
about 30 percent in January 2012 and by additional
amounts in subsequent years, CBO projects. If, instead,
lawmakers overrode those scheduled reductions (as has
happened every year since 2003), spending on Medicare
might be significantly greater than the amount projected
in CBO’s baseline. For example, if payment rates
remained the same from 2011 through 2021, outlays
for Medicare (net of offsetting receipts) over the next

10 years would be about $300 billion (roughly 5 percent)
higher than they are in the baseline.

Revenues. Under the rules that govern CBO’s baseline,
all of the provisions of the 2010 tax act are assumed to
expire as scheduled over the next two years. Those expira-
tions will increase revenues by raising individual income
tax rates, reducing the child tax credit, eliminating the
American Opportunity Credit, raising estate tax rates,
lowering the effective exemption amount for the AMT,
and making other changes.”® If some of those expiring

24. The legislation also lowered the Social Security payroll tax
through 2011. Extension of that provision is not included in any
of the revenue scenarios discussed in this section.
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provisions or others that are set to expire under current
law were extended through 2021, total revenues could be
significantly lower than in the baseline. For example, if
certain income tax and estate and gift tax provisions (not
including those related to the exemption amount for the
AMT) were extended beyond the expiration dates set in
the 2010 tax act, CBO and the staff of the Joint Commit-
tee on Taxation estimate that revenues would be lower
(and, as a much smaller effect, outlays for refundable tax
credits would be higher) by a total of $2.5 trillion over
the 2012-2021 period.” Under that scenario, the effect
of reducing the amount of regular income tax that people
owed would be partly offset by an increase in the amount
of taxable income subject to the AMT.

Another policy that could alter revenues involves modify-
ing the AMT. Because the exemption amount and brack-
ets for the AMT do not automatically increase with infla-
tion (as the parameters of the regular individual income
tax do), much more income becomes subject to the AMT
as time goes on. Under current law, that phenomenon
will cause the impact of the AMT to increase sharply in
coming years. If, instead, the parameters of the AMT
were indexed for inflation after 2011 (with no other
changes to the tax code), federal revenues over the next
10 years would be $690 billion lower than the amount in
the baseline.

The amount of income that is subject to the AMT will
depend on whether the expiring tax provisions in the
2010 tax act remain in effect. If those provisions were
extended and the AMT was indexed for inflation, the
combination of the two changes would reduce revenues
by $799 billion more than the sum of the two policy
alternatives (shown individually in Table 1-8). Thus, the
total impact of extending certain income tax and estate
and gift tax provisions that are set to expire in the next
10 years and of indexing the AMT for inflation would be
to reduce revenues and increase outlays for refundable tax
credits over the 2012-2021 period by $3.9 trillion.
Under that scenario, revenues from 2012 to 2021 would
average about 18 percent of GDP, equal to their 40-year
average.

If those extensions of expiring tax provisions were com-

bined with an indexed AMT and with Medicare payment

25. That estimate excludes the effects that extending those provisions
would have on the economy. For a discussion of those effects, see

Chapter 2.
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Table 1-8.
Budgetary Effects of Selected Policy Alternatives Not Included in CBO’s Baseline

(Billions of dollars)

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

Policy Alternatives That Affect Discretionary Outlays

Reduce the Number of Troops

Deployed for Certain Types of Overseas

Military Operations to 45,000 by 2015
Effect on the deficit’ 0 18 53 86 112 129 136 141 146 148 152 398 1,122
Debt service 0 * 1 2 5 11 19 27 36 45 55 19 202

Increase Discretionary Appropriations

at the Rate of Growth of Nominal GDP®
Effect on the deficit’ 0 -39 76 -115  -169 222 269 313 357  -402 -447  -620 -2,408
Debt service 0 * -1 3 -7 -17 31 -48 -67 89  -114 29 379

Increase Discretionary Appropriations

at the Rate of Inflation®
Effect on the deficit’ 0 -27 -49 -62 -70 -77 -84 91 98 -106 -115 -285 -778
Debt service 0 * -1 2 -4 -8 -13 -19 -24 31 -38 15 -140

Freeze Discretionary Appropriations

at the Level of the Cap for 2013
Effect on the deficit’ 0 0 0 11 27 46 68 92 117 143 168 85 673
Debt service 0 0 0 * 1 2 5 10 15 22 31 3 85

Policy Alternative That Affects Mandatory Outlays
Maintain Medicare's Payment Rates
for Physicians at the 2011 Rate®
Effect on the deficit’ 0 -12 -19 -23 -26 -29 31 34 37 -41 45 -109  -298
Debt service 0 * * -1 -1 3 5 -7 9 -12 -14 -6 -53

Extend Certain Income Tax and Estate
and Gift Tax Provisions Scheduled to
Expire on December 31, 2012°

Effect on the deficit” 0 2 -108 -234 266 -280 -292 303 313 325 -337  -891 -2,461

Debt service 0 * -1 -5 -11 -25 -42 -60 -79 99 -120 41 443
Index the AMT for Inflation”

Effect on the deficit’ 0 9 -93 -39 -45 -53 -63 74 88  -104 121 -240  -690

Debt service 0 * -1 -2 -4 -7 -11 -15 -20 -26 33 -14 -119

Extend Certain Income Tax and Estate
and Gift Tax Provisions Scheduled to
Expire on December 31, 2012, and
Index the AMT for Inflation’

Effect on the deficit” 0 11 -238 340 385 414 444 476 509 546 586 -1,389  -3,949

Debt service 0 * 3 -8 -17 -39 -66 94  -124  -156  -192 -67  -698
Extend Other Expiring Tax Provisions’

Effect on the deficit’ 0 -13 -77  -113  -100 -87 -80 75 -72 71 73 -390  -761

Debt service 0 * -1 3 -6 -11 -17 22 -28 33 -38 21 -159

Continued
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(Billions of dollars)
Total

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

Memorandum:
Total Outlays for Operations in
Afghanistan and Iraq and for

Similar Activities in CBO's Baseline 165 166 166 166 167 170 172 174 179 182 186 835 1728

Total Deficit in CBO's Baseline -1,284 973 510 265 -205 278 231 211 259 277 <279 -2,232 3,487

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: Positive numbers indicate a reduction in the deficit.

* = between -$500 million and $500 million; GDP = gross domestic product; AMT = alternative minimum tax.

This alternative does not extrapolate the $159 billion in budget authority for military operations and associated costs in Afghanistan and
Iraq provided for 2011. However, it incorporates the assumption that future funding for operations in Afghanistan, Iraq, or elsewhere
would total $118 billion in 2012, $82 billion in 2013, $54 billion in 2014, and about $35 billion a year from 2015 on—for a total of
$493 billion over the 2012-2021 period.

Excluding debt service.

Under this alternative, appropriations for 2011 for operations in Afghanistan and Iraq are assumed to grow at the rate of inflation from
their 2011 level.

Under this alternative, discretionary funding related to federal personnel is inflated using the employment cost index for wages and
salaries. All other discretionary funding is adjusted using the GDP price index. These estimates are relative to CBO’s August 2011 baseline,
which incorporates the establishment of caps by the Budget Control Act of 2011 (Public Law 112-25).

The estimates reflect the budgetary impact of this alternative relative to CBO’s March 2011 baseline rather than its August 2011 baseline.
It is unlikely that the estimated budgetary impact would change significantly if it were updated and measured relative to the August
baseline.

The estimates are from CBO and the staff of the Joint Committee on Taxation and are preliminary.

This alternative incorporates the assumption that legislative action extends title I of the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010 (PL. 111-312, which extended for 2011 and 2012 income tax provisions enacted in 2001,
2003, and 2009) and title III of that act (which modified estate and gift taxation for 2010 through 2012). It does not incorporate the
assumption that the AMT is indexed for inflation; the effects of that alternative are shown separately.

This alternative incorporates the assumption that the exemption amount for the AMT (which was increased through the end of 2011) is
extended at its higher amount and, together with the AMT tax brackets, is indexed for inflation after 2011. In addition, the treatment of
nonrefundable personal credits (which also was continued through the end of 2011) is assumed to be extended.

The combination of extending certain income tax provisions scheduled to expire on December 31, 2012, and indexing the AMT for
inflation reduces revenues by more than the sum of those alternatives considered alone. The total shown here includes an additional
revenue loss of $799 billion over the 2013-2021 period that results from the interaction of the two policies.

These estimates include the impact of extending about 80 expiring provisions. Many of those credits are set to expire at the end of 2011,
and many have been extended previously, such as the research and experimentation tax credit. The additional first-year depreciation
deduction of 50 percent for business equipment is set to expire at the end of 2012.
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rates that were unchanged (thereby keeping in place
indefinitely several policies that recently have been
extended for one or two years), deficits would rise, rela-
tive to the baseline projections for the 2012-2021 period,
by nearly $5.0 trillion (including debt service), to yield
cumulative deficits of $8.5 trillion over the 10-year
period. As a share of GDD, deficits would average

4.3 percent over the coming decade and reach 4.7 percent
by 2021(see Figure 1-1 on page 3). Debt held by the pub-
lic would reach 82 percent of GDP by the end of 2021,
the largest share since 1948.

Other tax provisions, beyond the income tax and

estate and gift tax provisions already discussed, also are
scheduled to expire under current law. If all of the other
tax provisions that are set to expire in the next 10 years
(other than this year’s payroll tax reduction) were
extended, revenues would be lower and outlays for
refundable tax credits would be higher by another

$761 billion over the 2012-2021 period than in the base-
line. Therefore, the total impact of extending all of the
expiring tax provisions (again, except for the payroll tax
reduction) would be to reduce revenues and increase out-
lays for refundable tax credits over the next decade by

$4.7 trillion.

The Long-Term Budget Outlook

Beyond the coming decade, the fiscal outlook worsens.
When CBO issued its most recent long-term projections
in June 2011, debt held by the public was projected to
reach 76 percent of GDP in 2021 under current law.”®
Beyond 2021, under an extension of current law labeled
the “extended-baseline scenario,” debt was projected to
rise to 84 percent of GDP in 2035. Because CBO’s pro-
jections based on current law now show that debt held by
the public will be declining relative to GDP after 2013
(to 61 percent in 2021), the long-term outlook under
current law is a little brighter than it was earlier in the
year. Even under the latest projections, however, debt
would still be larger relative to GDP in 2021 than in any
year between 1953 and 2009. Moreover, although long-
term budget projections are highly uncertain, the aging of
the population and rising costs for health care would
almost certainly push federal spending up sharply relative
to GDP after 2021 if current laws remained in effect.
Federal revenues also would continue to increase relative

26. See Congressional Budget Office, CBO% 2011 Long-1erm Budger
Outlook (June 2011).

to GDP after 2021 under current law, reaching signifi-
cantly higher percentages of GDP than ever seen before
in the United States. CBO has not updated its long-term
projections to reflect its new 10-year baseline, and the net
effect of those outlay and revenue trends on budget defi-
cits beyond 2021 is not clear.

The budget outlook is much bleaker—both for the next
10 years and over the longer term—under certain policy
assumptions other than those underlying CBO’s baseline.
In CBO’s long-term projections issued in June, the
agency also examined an “alternative fiscal scenario,”
which incorporated several changes to current law that
are widely expected to occur or that would modify some
provisions of law that might be difficult to sustain for a
long period. Thus, that scenario maintained what some
analysts might consider “current policy” as opposed to
current law, especially regarding revenues. Specifically, the
tax provisions enacted since 2001 that were extended
most recently in 2010 were assumed to be extended, the
reach of the AMT was assumed to be restrained to stay
close to its historical extent, and tax law was assumed to
evolve over the long term so that revenues remained near
their historical average of 18 percent of GDP. CBO pro-
jected in June that, under the alternative fiscal scenario,
revenues would increase much more slowly than spend-
ing, and debt held by the public would balloon to nearly
190 percent of GDP by 2035. Although new long-term
projections reflecting the latest 10-year projections would
differ, the amounts of federal borrowing that would be
required under those policy assumptions clearly would be
unsustainable.

Moreover, the projections of federal debt that CBO high-
lighted in June for the alternative fiscal scenario do not
include the harmful effects of rising debt on economic
growth and interest rates. If those effects were taken into
account, projected debt would increase even more rap-
idly. Large budget deficits and growing debt would
reduce national saving, thus leading to higher interest
rates, more borrowing from abroad, and less domestic
investment—which in turn would lower real GDP and
income in the United States relative to what would other-
wise occur. Furthermore, paying for the rising costs of
interest through higher marginal tax rates could discour-
age work and saving and reduce output even more, while
making room in the budget for those interest costs by
reducing spending on government programs would have
other economic and social consequences.


http://www.cbo.gov/doc.cfm?index=12212
http://www.cbo.gov/doc.cfm?index=12212
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An increasing federal debt relative to the size of the econ-
omy also would boost the probability of a sudden fiscal
crisis, during which investors would lose confidence in
the government’s ability to manage its budget, and the
government would lose its ability to borrow at affordable
rates. At the same time, burgeoning debt would increas-
ingly restrict policymakers’ ability to use tax and spending
policies to respond to unexpected challenges, such as
economic downturns or financial crises.

The explosive path of federal debt under the alternative
fiscal scenario shows that the combination of policies
that underlie that scenario cannot be continued for the
next several decades. To put the federal budget on a

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

sustainable course, policymakers will need to increase rev-
enues substantially as a percentage of GDP, decrease
spending significantly from projected levels, or adopt
some combination of those two approaches. With eco-
nomic activity and employment currently well below
what could be achieved if the nation’s labor force and cap-
ital stock were fully utilized, the act of raising revenues or
curbing spending immediately would probably slow the
tentative economic expansion. However, the sooner that
medium- and long-term changes to spending and reve-
nue policies are agreed upon—and the sooner they are
implemented after the period of economic weakness—
the smaller will be the damage to the economy from ris-

ing federal debt.
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The Economic Outlook

I he financial crisis and recession have cast a long

shadow on the U.S. economy. Although total output
began to expand again two years ago, the pace of the
recovery has been slow, and the economy remains in a
severe slump. Growth in economic activity and employ-
ment was especially slow in the first half of calendar year
2011, and turmoil in U.S. and overseas financial markets
in recent weeks will have a dampening effect on growth
in the near future. However, some of the factors that
appear to have contributed to economic weakness in the
first half of this year—such as a reduction in consumers’
purchasing power because of a rise in the price of crude
oil—are set to fade in the second half of the year. The
Congressional Budget Office (CBO) expects that the
economic recovery will continue but that real (inflation-
adjusted) gross domestic product (GDP) will stay below
the economy’s potential—a level that corresponds to a
high rate of use of labor and capital—until 2017 (see
Figure 2-1).

CBO initially completed its economic forecast in early
July, but it updated the forecast in early August to reflect
the policy changes enacted in the Budget Control Act of
2011 (Public Law 112-25), which CBO estimates will
reduce federal budget deficits by $2.1 trillion over the
next 10 years (see Box 1-1 on page 6). However, the fore-
cast described here does not reflect any other develop-
ments since early July, including the recent swings in
financial markets and the annual revision to the national
income and product accounts (discussed in Box 2-1 on
page 34). Incorporating that recent news and economic
data would have led CBO to temper its near-term
forecast for economic growth.

CBO projects that real GDP will increase modestly in
2011 and 2012: by 2.3 percent this year (as measured by
the change between the fourth quarter of 2010 and the
fourth quarter of 2011) and by 2.7 percent next year (see
Table 2-1). That forecast reflects CBO’s expectation of

continued strong growth in investment by businesses,
moderate increases in spending by consumers, gains in
net exports (exports minus imports), and the beginning
of a recovery in new-home construction.

With the projection of modest growth in output, CBO
expects employment to expand slowly during the rest of
this year and next year. Weakness in the demand for
goods and services is the principal restraint on hiring, but
structural impediments in the labor market—such as a
mismatch between the requirements of existing job open-
ings and the characteristics of job seekers (including their
skills and geographic location)—appear to be hindering
hiring as well. As a result, the unemployment rate is pro-
jected to fall from an average of 9.1 percent in the second
quarter of 2011 only to 8.9 percent in the fourth quarter
of 2011 and to 8.5 percent in the fourth quarter of 2012
(see Figure 2-2).

Inflation increased markedly in the first half of 2011,
spurred in large part by a sharp rise in oil prices, but
CBO projects that it will diminish in the second half of
the year and remain low in 2012. The increase in oil
prices since mid-2010 has been partly reversed, and trad-
ing in financial markets points to fairly stable prices for
oil and other commodities in the next few years. In addi-
tion, the large amount of unused or underemployed
resources in the economy will continue to hold down the
growth of wages and prices. Accordingly, CBO projects
that the price index for personal consumption expendi-
tures (PCE) will increase by 2.4 percent this year and by
1.3 percent next year (as measured by the change from
the fourth quarter of the previous year). The “core” ver-
sion of the PCE price index, which excludes prices for
food and energy, is projected to rise by 1.7 percent in
2011 and by 1.4 percent in 2012. The consumer price
index for all urban consumers (CPI-U) and its core ver-
sion are expected to increase at roughly the same rates as,
or slightly higher rates than, their PCE counterparts.
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Figure 2-1.
Real Gross Domestic Product

(Trillions of 2005 dollars, logarithmic scale)
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis.

Notes: Real gross domestic product (GDP) is the output of the
economy adjusted to remove the effects of inflation. Poten-
tial GDP is CBO’s estimate of the output that the economy
would produce with a high rate of use of its labor and capital
resources.

Data are quarterly. Actual data for GDP, which are plotted
through the second quarter of 2011, incorporate the July
2011 revisions of the national income and product accounts.
Projections of GDP which are plotted through the fourth
quarter of 2021, are based on data issued before the
revisions.

CBO’s projected paths for inflation and economic growth
suggest that interest rates will remain quite low for the
rest of 2011 and 2012. In CBO’s forecast, the interest
rate on 3-month Treasury bills averages barely above zero
in both years, and the rate on 10-year Treasury notes
averages close to 3% percent in both years.

Under current law, federal fiscal policy will impose sub-
stantial restraint on the economy in 2013. For example,
the Tax Relief, Unemployment Insurance Reauthoriza-
tion, and Job Creation Act of 2010 (PL. 111-