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Preface

I his volume is one of a series of reports on the state of the budget and the economy that the
Congressional Budget Office (CBO) issues each year. It satisfies the requirement of section 202(e) of the
Congressional Budget Act of 1974 for CBO to submit to the Committees on the Budget periodic
reports about fiscal policy and to provide baseline projections of the federal budget. In accordance with
CBO’s mandate to provide impartial analysis, the report makes no recommendations.

The baseline spending projections were prepared by the staff of CBO’s Budget Analysis Division under
the supervision of Robert Sunshine, Peter Fontaine, Janet Airis, Thomas Bradley, Kim Cawley, Paul
Cullinan, Jeffrey Holland, and Jo Ann Vines. The revenue estimates were prepared by the staff of the
Tax Analysis Division under the supervision of Thomas Woodward, Mark Booth, and David Weiner.

The economic outlook presented in Chapter 2 was prepared by the Macroeconomic Analysis Division
under the direction of Robert Dennis. John F. Peterson, Robert Arnold, and Brian Mathis carried out
the economic forecast and projections. David Brauer, Ufuk Demiroglu, Tracy Foertsch, Douglas
Hamilton, Juann Hung, Kim Kowalewski, Mark Lasky, Angelo Mascaro, Shinichi Nishiyama,
Benjamin Page, Frank Russek, Robert Shackleton, John Sturrock, and Christopher Williams contrib-
uted to the analysis. Tumi Coker, John McMurray, and Brian Mathis provided research assistance.

CBO’s Panel of Economic Advisers commented on an early version of the economic forecast under-
lying this report. Members of the panel are Andrew B. Abel, Michael J. Boskin, Barry P. Bosworth,
Robert G. Dederick, William C. Dudley, Martin Feldstein, Robert J. Gordon, Robert E. Hall,
N. Gregory Mankiw, Allan Meltzer, William Niskanen, William D. Nordhaus, June E. O’Neill,
Rudolph G. Penner, James Poterba, Michael Prell, Robert Reischauer, Alice Rivlin, Joel Slemrod, and
Martin B. Zimmerman. Kurt Karl attended the panel’s meeting as a guest. Although CBO’s outside
advisers provided considerable assistance, they are not responsible for the contents of this report.

Jeffrey Holland wrote the summary. Sandy Davis and Felix LoStracco wrote Chapter 1, with assistance
from Mark Booth and Jo Ann Vines. David Brauer was the lead author for Chapter 2. Mark Booth and
‘Thomas Woodward wrote Chapter 3. Ellen Hays and Barry Blom wrote Chapter 4. Robert Dennis and
Frank Russek wrote Chapter 5, with assistance from Ufuk Demiroglu. Sandy Davis and Felix LoStracco
wrote Appendix A. Adaeze Enekwechi wrote Appendixes B, C, and F. Barry Blom wrote Appendix D.
Jennifer Smith produced the glossary.

Until he left the agency in early January, former CBO Director Dan L. Crippen directed the analytical
work that supports this report.

Christine Bogusz, Leah Mazade, John Skeen, and Christian Spoor edited the report. Marion Curry,
Linda Lewis Harris, and Denise Williams assisted in its preparation. Kathryn Winstead prepared the
report for publication, with assistance from Sharon Corbin-Jallow, and Annette Kalicki, with help from
Martina Wojak-Piotrow, produced the electronic versions for CBO’s Web site (www.cbo.gov).

Barry B. Anderson

Acting Director
January 2003
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Summary

E ach January, the Congressional Budget Office
(CBO) issues its outlook for the budget and the economy
to help the Congress prepare for the upcoming legislative
year. The baseline budget projections that CBO provides
are based on the assumption that current laws and poli-
cies remain unchanged as well as on various estimates and
assumptions about how the economy will behave and
government programs will operate. Such projections are
always uncertain, but this year, the uncertainty seems to
be magnified. As a result, estimates of budgetary out-
comes should be interpreted cautiously.

Uncertainty in the Outlook

The uncertainty that surrounds the baseline can be
broken down into three main types: economic, geopoli-
tical, and legislative. Many of the possible outcomes en-
compassed by that uncertainty are more likely to worsen
than to improve the budget outlook.

Economic Uncertainty

The economy continues to rebound from the recession
of 2001. The future course of the recovery depends in
large part on whether consumers will continue to provide
the foundation for the economy’s growth. Despite the
three-year decline in the stock market, the household
sector has been a source of strength throughout the reces-
sion and into the recovery. The growth of consumer
spending is uncertain in the near term, however, because
demand is weak in many other sectors of the economy.
Spending by the business sector has not yet recovered, as
weak corporate profits and excess capacity from over-
investment during the “bubble” years of the late 1990s
have inhibited investment. Moreover, uncertainty about
the strength of demand, and about the risks arising from
terrorism and war, have led businesses to be particularly
cautious in hiring. In addition, deteriorating state and

local government finances have curtailed spending and
may prompt some tax increases.

Nevertheless, some indications point to a brighter out-
look for the economy as the year goes forward. Investors
and consumers appear to have gained confidence in
recent months, and the stock market has moved tenta-
tively upward since its low in October. Spending by busi-
nesses on equipment and software, particularly on in-
formation technology, strengthened last year, and inven-
tories may be reaching the point at which firms need to
restock their shelves. Finally, the drop in the exchange
value of the U.S. dollar sets the stage for stronger growth
of exports.

Over the longer haul, the question of labor productivity
looms large. From 1951 through 1973, the growth of
gross domestic product (GDP) per worker—after ad-
justing for the business cycle—averaged about 2.2 percent
a year. However, from 1974 through 1995, the growth
of productivity slowed substantially, to a rate that was
little more than half as fast. More recently, though, pro-
ductivity growth picked up again, to about the same rate
experienced during the high-growth period.

CBO’s economic projections incorporate the assumption
that the growth of GDP per worker will average 2 percent
per year from 2003 through 2013. Productivity growth
could turn out to be lower than that, however, as it was
for nearly a quarter-century before the acceleration in the
mid-1990s. Lower growth of productivity would reduce
economic growth and worsen the budget’s bottom line.
Alternatively, productivity could rise more quickly than
CBO has anticipated, mirroring the period of faster
growth in the late 1990s. That outcome would reduce

projected deficits or increase projected surpluses.
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Summary Table 1.

The Budget Outlook Under CBO’s Adjusted Baseline

(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
On-Budget 317 -361  -319 268 -228 -205 -185 -165 -145 26 134 177 -1,206 -1231
Off-Budget* 160 162 174 195 212 231 250 268 286 303 317 330 1063 2568
Total Surplus
or Deficit (-) -158 -199 -145 -73 -16 26 65 103 140 277 451 508 -143 1,336
Total Surplus or
Deficit (-) as a . ,
Percentage of GDP -1 19 13 06 -01 0.2 0.5 0.7 0.9 1.7 27 28 02 0.9
Debt Held by the Public
attheEndoftheYear 3,540 3,766 3,927 4013 4,045 4,034 3,983 3,804 3766 3501 3,062 2565 na na
Debt Held by the Public
at the End of the Year

asaPercentage of GDP 343 350 347 336 322

304 285 265 243 215 180 144 na na

Source: Congressional Budget Office,

Notes: These projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

n.a. = not applicable,

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

b. As a percentage of cumulative GDP over the period.

Geopolitical Uncertainty

Instability in the international arena could certainly have
implications for the U.S. economy and the budget. War
with Iraq, for example, would require increased defense
spending for supplies and other near-term needs as well
as for the future replenishment of resources used in com-
bat. Substantial resources might also be needed for recon-
struction, occupation, and assistance to allies. In addition,
such awar could have implications for oil prices (positive
ones if the war went quickly and smoothly; negative ones
if it took longer than expected and production was dis-
rupted), which would ripple through the economy.

The ongoing threat of terrorism is also likely to have bud-
getary implications. Shortly after the terrorist attacks of
September 11,2001, the Congress and the President en-
acted $40 billion in supplemental appropriations; another
$25 billion was approved last summer. Concerns about
homeland security and the implementation of measures
to prevent future attacks will maintain the pressure to
increase federal spending. And any additional terrorist
attacks could threaten the economy’s recovery.

Legislative Uncertainty

CBO’s baseline projections are intended to serve as a
neutral benchmark against which to measure the effects
of possible changes in tax and spending policies—they
are not a forecast or prediction of future budgetary out-
comes. The projections are constructed according to both
rules set forth in law and long-standing practices and are
designed to project federal revenues and spending under
the assumption that current laws and policies remain un-
changed. Thus, legislation enacted by the Congress and
the President is likely to alter the bottom line in the base-
line.

Pressures to increase spending and reduce taxes could lead
to a substantially worsened budgetary picture. For ex-
ample, final appropriations for fiscal year 2003 could
exceed the $751 billion that apparently has been agreed
upon by the Republican leadership and the President,
especially if supplemental appropriations were enacted
later in the year. Other legislative action could also dim
the outlook. Measures intended to stimulate the econ-
omy, fund military action and subsequent redevelopment
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in Iraq, extend expiring tax cuts, modify the alternative
minimum tax, establish a prescription drug benefit for
the elderly, or meet other pressing national needs could
substantially increase projected deficits or reduce
projected surpluses in the future.

The Budget Outlook

If current policies remained in place, the federal budget
deficit would grow from $158 billion in 2002 to $199
billion in 2003, by CBO’s projections (see Summary
Table I). In nominal dollars, such a deficit would be the
largest since 1994; however, at 1.9 percent of GDP, it
would be well below the share of the economy that defi-
cits accounted for in the 1980s through the mid-1990s.

Revenues in CBO’s outlook are anticipated to resume
their upward path in 2003 after falling in both 2001 and
2002. (The decrease in revenues from 2001 to 2002—
nearly 7 percent—was the largest annual drop, in per-
centage terms, since 1946.) Total revenues are projected
to grow to $1.9 trillion this year—about $68 billion (or
3.7 percent) above the amount recorded in 2002 but well
below the $2.0 trillion that the government collected in
the peak year of 2000. Much of that projected growth can
be traced to the improved economic prospects that CBO
forecasts for 2003. At 17.9 percent of GDP, estimated
revenues for this year are roughly at the average for the
1962-2002 period (see Summary Figure I).

Outlays, by CBO’s estimates, will grow to over $2.1 tril-
lion this year, a rise of $110 billion (or 5.5 percent) from
2002. Although net interest costs are falling (because of
low interest rates), spending for all of the government’s
other programs and activities is projected to grow by 6.7
percent. That rate of increase is well below the 11 percent
growth of noninterest spending in 2002—butstill greater
than the 3 percent average growth during most of the
1990s.

Fueling the rise in spending are boosts in discretionary
outlays and continued growth of entitlements. Both de-
fense discretionary spending (up by $28 billion from
2002) and nondefense discretionary spending (up by $30
billion) are expected to rise by nearly 8 percent this year.
Those estimates are based on the assumption that discre-

Summary Figure 1.
Total Revenues and Outlays as a
Share of GDP, 1962-2013
(Percentage of GDP)
24 T
Outlays Actual | Projected
23| !
22 " lo0a.2002 !
= |
21 l [\ ! P
20 !
19
1BE\INIYAZ VN7 7 VX
|
17~ A R |
ok Revenues "e":ggz_;gg;“es :
I
15§ :
0/4, ] 1 (] ] 1 L
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Sources: Congressional Budget Office (projections); Office of Management
and Budget (historical budget data).

Note: CBO’s projectionsincorporate the assumption that discretionary budget
authority totals $751 billion for 2003 and grows with inflation there-
after.

tionary budget authority for 2003 will total $751 billion.'
Both kinds of discretionary spending grew even faster in
2002 than the growth projected for 2003: defense outlays
rose by 14 percent, and nondefense outlays, by 12.3 per-
cent.

Spending for mandatory programs—which now con-
sumes over half of all federal outlays—is estimated to
increase in 2003 by $66 billion over its level in 2002.
Social Security, Medicare, and Medicaid account for
much of that jump. Total mandatory spending is pro-
jected to rise more slowly in 2003, at a rate of 6.0 per-

1. Programs funded by 11 of the 13 regular appropriation bills are
currently governed by a continuing resolution that, for the most
part, provides funding authority at the 2002 level. However, the
apparent agreement by the President and the Republican leadership
would put total appropriations for 2003 in those 13 bills at about
$751 billion. Pending enactment of the regular appropriations,
CBO has used that figure as the basis for projecting discretionary
spending.

xvii
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Summary Table 2.

CBO’s Economic Forecast for Calendar Years 2003 and 2004

Estimated Forecast
2002 2003 2004
Nominal GDP (Percentage change) 3.6 42 5.4
Real GDP (Percentage change) 2.4 25 3.6
Consumer Price Index (Percentage change)® 1.6 23 22
Unemployment Rate (Percent) 5.8 59 5.7
Three-Month Treasury Bill Rate (Percent) 1.6 1.4 3.5
Ten-Year Treasury Note Rate (Percent) 46 44 5.2

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor Statistics; Federal Reserve Board.

a. The consumer price index for all urban consumers,

cent, than it did in 2002—when it climbed by 9.6 per-
cent. In particular, the rate of growth of Medicaid outlays
is expected to drop from 13.2 percent in 2002 to 6.4 per-
cent in 2003 as a result of slower growth in enrollment,
smaller increases in payment rates, and restrictions on
certain types of spending.

Declining interest payments will offset some of the in-
creases in discretionary and mandatory outlays, CBO esti-
mates. Despite a rise in debt held by the public, low
interest rates in 2003 are projected to reduce net interest
payments by $14 billion (or 8.1 percent).

As the 10-year budget period (2004 through 2013) pro-
gresses, revenues are estimated to grow more quickly than
outlays under baseline assumptions. CBO projects that
revenues will grow by an average annual rate of 6.3 per-
cent through 2010—increasing from 17.9 percent of
GDP in 2003 to 19.1 percent in 2010. That increase
occurs principally because of the tendency of the tax sys-
tem, as income grows, to increase the proportion of in-
come that it collects in taxes. After 2010, that tendency
is exacerbated by the scheduled expiration of the tax cuts
enacted in 2001 in the Economic Growth and Tax Relief
Reconciliation Act (EGTRRA).

In contrast to the rise in revenues relative to GDP, the
growth of total outlays under baseline assumptions does
not keep pace with the growth of the economy. Manda-
tory spending—led by Medicare and Medicaid—is ex-
pected to grow slightly faster than the economy (at an

average annual rate of 5.4 percent, compared with pro-
jected growth in nominal GDP of 5.2 percent). But
discretionary spending in CBO’s projections rises only
by the rate of inflation (as specified in the Balanced Bud-
get and Emergency Deficit Control Act of 1985), or
about half as fast as nominal GDP. And interest pay-
ments—with debt held by the public growing slowly in
the near term and shrinking in later years—are estimated
to decline from 1.5 percent of GDP in 2003 t0 0.9 per-
cent in 2013.

For the five years from 2004 through 2008, CBO pro-
jects thatif current policies remained unchanged (and the
economy followed the path of CBO’s projections), defi-
cits would diminish and surpluses would reappear, leav-
ing the budget roughly balanced. Over the 2004-2008
period, the cumulative deficit would total $143 billion,
or 0.2 percent of GDP, by CBO’s estimates.

For the 10-year period from 2004 through 2013, the
cumulative surplus is projected to total $1.3 trillion. But
the last three years of the period are almost entirely
responsible for that total. Projected surpluses from 2011
through 2013—the years after EGTRRA is scheduled to
expire—account for nearly 93 percent of the 10-year
sum. (CBO estimates that if EGTRRA is not extended,
revenues will climb to more than 20.5 percent of GDP—
a level previously seen only during World War I and in
2000.) Through 2010, the budget is projected to be close
to balance; annual deficits and surpluses generally total
1 percent or less of GDP.
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Just past the 10-year baseline period, however, loom sig-
nificant long-term strains on the budget that intensify as
the baby-boom generation ages. The number of people
of retirement age will surge by about 80 percent over the
next 30 years—increasing costs for federal benefit pro-
grams—while the number of workers whose taxes help
pay for those benefits is expected to grow by only 15 per-
cent. In addition to the demographic situation, the costs
per enrollee in federal health care programs are likely to
grow much faster than inflation. As a result, the amount
that the government spends on its major health and re-
tirement programs (Medicare, Medicaid, and Social Secu-
rity) is projected to consume a substantial portion of what
the government now spends on the entire budget.

The Economic Outlook

CBO expects that the slow economic recovery will
continue, with real (inflation-adjusted) GDP growing by
2.5 percent in calendar year 2003 and 3.6 percent in
2004 (see Summary Table 2). That growth is comparable
to the pace following the 1990-1991 recession. The un-
employment rate is expected to stabilize in 2003 at 5.9
percent and then edge down to 5.7 percent in 2004. As
the recovery achieves a firmer footing, CBO assumes that
the Federal Reserve will gradually shift monetary policy
from its current accommodative stance toward a more
neutral one; consequently, both short-and long-term in-
terest rates are expected to rise in late 2003 and during
2004. In CBO’s current forecast, inflation in the con-
sumer price index (CPI) remains below 2.5 percent for
the next two years.

For the period from 2005 through 2013, CBO estimates
that real GDP will grow at an average annual rate of 3.0
percent. CBO’s projections for unemployment, interest
rates, and inflation during that period are quite similar
to the ones it published last August. Thus, CBO projects
that the unemployment rate will decline to 5.2 percent
(which equals CBO’s estimate of the nonaccelerating in-
flation rate of unemployment); the interest rate on three-
month Treasury bills will reach 4.9 percent; the 10-year
note rate will average 5.8 percent; and CPI inflation will
average 2.5 percent annually.

Uncertainty and Budget Projections

As discussed earlier, significant uncertainty surrounds
CBO’s baseline projections, some of which is intention-
ally not factored into the estimates. For example, CBO
does not predict future legislative changes—indeed, any
attempt to incorporate those actions would undermine
the usefulness of the baseline as a benchmark.

Summary Figure 2.

Uncertainty of CBO’s Projections
of the Total Budget Surplus Under

Current Policies
(In trillions of dollars)
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Source: Congressional Budget Office.

Note: Calculated on the basis of CBO’s forecasting track record, this figure
shows the estimated likelihood of alternative projections of the total
budget surplus under current policies. CBO's projections described in
Chapter 1 fall in the middle of the darkest area. Under the assumption
that tax and spending policies do not change, the probability is 10 per-
cent that actual deficits or surpluses will fall in the darkest area and 90
percent that they will fall within the whole shaded area.

Actual surpluses or deficits will of course be affected by legislation
enacted during the next 10 years, including decisions about discre-
tionary spending. The effects of future legislation are not included in
this figure.

For an explanation of how CBO calculates the probability distribution,

see Uncertainties in Projecting Budget Surpluses: A Discussion of
Data andMethods (February 2002), available at www.cbo.gov; an up-

date of that publication will appear shortly.
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Much uncertainty also stems from the fact, however, that
the U.S. economy and the federal budget are highly com-
plex and are affected by many economic and technical
factors that are difficult to foresee. CBO’s baseline pro-
jections represent the midrange of possible outcomes, cal-
culated on the basis of past and current trends and the
assumption that current policies do not change. But
actual budgetary outcomes will almost certainly differ
from CBO’s baseline projections.

In view of that sort of uncertainty, the outlook for the
budget can best be described as a fan of probabilities sur-
rounding the point estimates presented in this report (see
Summary Figure 2 on page xix). Not surprisingly, those
probabilities widen as the projection period extends. As
the fan chart makes clear, outcomes quite different from
those in CBO’s baseline have a significant likelihood of
coming to pass.
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The Budget Outlook

l he Congressional Budget Office (CBO) projects
thatif current policies remained unchanged, federal bud-
get deficits—which reemerged in 2002 after four con-
secutive years of surpluses—would peak in 2003, decline
steadily thereafter, and again yield to small but growing
surpluses beginning in 2007. That improving outlook,
however, is bound to the assumption that no policy will
change, and as such should be viewed cautiously. For ex-
ample, the major provisions of the tax cut enacted in
2001 are due to expire at the end of 2010. If policy-
makers extended those provisions, or made them perma-
nent, projected surpluses would decrease significantly
after 2010. Also, there is likely to be strong pressure in
the 108th Congress for new initiatives to increase spend-
ing and reduce taxes—and a war in Iraq would necessitate
additional outlays. Those changes could boost deficits
considerably in the near term and delay or even prevent
a return to surpluses over the next 10 years. Beyond that
horizon loom budgetary pressures linked to the aging of
the baby-boom generation, which could lead to unsus-
tainable levels of deficits and debt over the longer term.

CBO’s projections under current tax and spending
policies show total budget deficits of $199 billion in 2003
and $145 billion in 2004—or, as a percentage of gross
domestic product (GDP), 1.9 percent and 1.3 percent,
respectively (see Table 1-1 on page 2 and Table 1-2 on page
4).! Those projections have been adjusted to incorporate
the assumption that budget authority for discretionary
appropriations for 2003 will total about $751 billion (see
Box 1-1). That amount is about $12 billion more than

1. Total budget amounts include the off-budget transactions of the
Social Security trust funds and the Postal Service.

the amount available for the year under the temporary
continuing resolution that was in effect when CBO pre-
pared this report.

Under CBO’s adjusted baseline, deficits would continue
to shrink after 2004, and a small budget surplus of $26
billion would emerge in 2007. Over the 2004-2008
period, by CBO’s estimates, the cumulative deficit would
total $143 billion, or 0.2 percent of GDP. Over the fol-
lowing five years, surpluses would steadily mount and,
for the full 10-year projection period from 2004 t0 2013,
accumulate to $1.3 trillion. However, over 90 percent of
thatamountwould be recorded in the years 2011 t0 2013
—that is, after the 2001 tax cuts are scheduled to expire
and when the projections are the most uncertain.

Unlike total surpluses, on-budget surpluses—which ex-
clude the off-budget transactions of Social Security and
the Postal Service—would not reappear until 2012 in
CBO’s adjusted baseline. Although projections of off-
budget transactions (which are dominated by Social
Security) show net surpluses every year through 2013, the
rest of the budget is projected to post deficits of $361 bil-
lion in 2003, $319 billion in 2004, and slowly declining
amounts through 2011.

CBO developed its latest projections following a period
of significant economic and fiscal change. As recently as
January 2001, CBO was projecting record levels of sur-
pluses for the 2002-2011 period—totaling $5.6 trillion—
under its baseline assumptions. That estimate reflected
years of robust economic growth and surging federal reve-
nues—but later proved to be the high-water mark. The
recession in 2001 (and a declining stock market) together
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Table 1-1.
The Budget Outlook
(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Surplus or Deficit (-) Assuming $751 Billion in Discretionary Appropriations for 2003
On-Budget -317 -361 -319 -268 -228 -205 -185 -165 -145 26 134 177 -1,206 -1,231
Off-Budget' 160 162 174 195 212 231 250 268 286 303 317 330 1063 2568
Total Surplus
or Deficit (-) -158 -199 -145 -73 -16 26 65 103 140 277 451 508 -143 1,336
Total Surplus or
Deficit (-) as a
Percentage of GDP -5 19 13 06 01 02 05 07 09 17 27 28 -02° 09
Surplus or Deficit (-) Assuming $738 Billion in Discretionary Appropriations for 2003
On-Budget -317 -354 -309 -255 -214 -189 -168 -146 -126 -5 157 202 -1,135 -1,053
Off-Budget* 160 162 174 195 212 231 250 268 286 303 317 330 1063 2568
Total Surplus
or Deficit (-) -158 -193 -134 -60 -2 42 82 122 160 298 474 532 -72 1,515
Total Surplus or
Deficit (-) asa
Percentage of GDP -15 -18 -12 05 * 03 06 08 10 18 28 30 -01° 1.0
Memorandum:
Social Security Surplus 159 160 175 194 212 231 250 268 286 303 317 330 1,062 2,567
Postal Service Outlays® -1 -1 o -1 1 0 0 0 0 0 0 0 ** b

Source: Congressional Budget Office.

Notes: The 2003 appropriation acts for defense and military construction provide $365 billion in discretionary budget authority for most defense programs, Some
defense discretionary programs are funded in other appropriation acts. CBO assumes that those programs are funded at $16 billion, the level provided in the

current continuing resolution (Public Law 108-2).

* = between zero and 0.05 percent; ** = between -$500 million and $500 million.

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

b. Asa percentage of cumulative GDP over the period.

¢. Negative numbers denote that the Postal Service’s income exceeds its expenses, increasing the off-budget surplus.

with the terrorist attacks of September 11—and law-
makers’ responses to those events—caused a sharp drop
in federal revenues and a spike in spending in 2002,
which led to similar changes in CBO’s estimates for later
years. Major new policies, including the tax cuts enacted
in the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA), a sizable boost in regular ap-
propriations, and other initiatives, contributed to those
trends. Now, just two years later, CBO estimates that the
projected cumulative surplus for the 2002-2011 period
has been all but eliminated.

Despite that dramatic reversal, the budget outlook over
the next decade (2004 to 2013) under the assumptions
of CBO’s adjusted baseline remains relatively bright, by
historical standards. Before 1998, the government had
recorded deficits in every year since 1969. Moreover, the
shortfalls for 2002 and 2003—1.5 percent and 1.9 per-
cent of GDP, respectively—are relatively small when
compared with the chronic deficits of the 19805 and early
1990s, which ranged from 3 percent to 6 percent (see
Figure 1-1 on page 6). Also, the amount of federal debt
held by the public, which for the most part reflects gov-

ernment borrowing to finance past deficits, is projected
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Box 1-1.

THE BUDGET OUTLOOK

CBO’s Adjusted Baseline

In general, the Congressional Budget Office’s (CBO’s)
baseline comprises projections of future levels of spend-
ing and revenues under laws that are currently in effect
(see the discussion of the baseline concept later in this
chapter). Ordinarily, CBO’s projections incorporate the
assumption that over the 10-year budget horizon, discre-
tionary appropriations grow with inflation from the
current year’s level. But full-year appropriations for the
programs and activities covered by 11 of the 13 regular
appropriation bills had not been enacted for 2003 at the
time of this writing.

The programs and activities in those 11 bills are being
funded temporarily under a continuing resolution
" (Public Law 108-2), which expires on January 31, 2003.
(The two regular appropriation laws for defense and
military construction, which fund most defense discre-
tionary programs, were enacted separately and provide
discretionary budget authority totaling about $365
billion for 2003.)" The current continuing resolution is
the latest in a series of temporary funding laws, dating
back to last fall, to be enacted pending final agreement

1. Some defense discretionary programsare funded in the energy
and water act and in other appropriation laws. The adjusted
baseline incorporates the assumption that those programs are
funded at the levels provided in the current continuing
resolution (about $16 billion).

on the remaining regular appropriation bills for the year.
For the most part, the resolution supports funding at the
rate of governmental operations that lawmakers provided
in 2002. If that rate was continued for all of 2003, it
would yield an estimated $738 billion in total (both
defense and nondefense) discretionary budget authority
for the year.

However, the President and the Republican leadership
in the Congress have apparently agreed that regular ap-
propriations for 2003 should total about $751 billion in
budget authority. As this report was being prepared, the
11 nondefense appropriation bills had not yet been en-
acted. But it seems clear that discretionary budget
authority for 2003 is much more likely to total about
$751 billion (or an amount close to that figure) than the
rate of $738 billion that was estimated for the continuing
resolution. Thus, in the absence of enactment of the
regular appropriation bills, CBO has used the $751 bil-
lion figure as the basis for its adjusted baseline projec-
tions in this report. Relative to the continuing resolution,
that adjustment increases estimated outlays by almost
$7 billion in 2003 and by $11 billion to $15 billion per
year over the 2004-2013 period. On balance, it reduces
surpluses by $179 billion for the 10-year period (a figure
that includes the associated increases in debt-service
costs).

to decline relative to GDP throughout the 2004-2013
period. (See the discussion of federal debt later in this
chapter.) Nevertheless, the return of deficits aftera decade
of improving federal finances illustrates how quickly the
nation’s budgetary fortunes can change. It also shows
how closely the budget is linked to the uncertain fiscal
and economic circumstances that lawmakers now con-
front.

Uncertainty and the

Projection Horizon
Budget projections are always subject to considerable
uncertainty. CBO’s adjusted baseline shows future spend-

ing and revenues under current laws and policies—even
though those laws and policies will almost certainly
change. Thus, the actual budget totals for the projection
period are virtually guaranteed to differ from the esti-
mates in this report, and perhaps substantially. This year,
however, the uncertainty that normally accompanies
CBO’s baseline projections is heightened.

Certain current policies as they are now reflected in the
baseline may prove to be unrealistic. The major tax-
cutting provisions of EGTRRA are scheduled to expire
at the end of December 2010, and if they do, tax rates
will rise to their pre-2001 levels. But many people con-
tend that itis unrealistic to assume that lawmakers would

3
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Table 1-2.
CBO’s Budget Projections Under Its Adjusted Baseline

Actual
2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Revenues
Individual income taxes 858 899 954 1,031 1,099 1,176 1,259 1,349
Social insurance taxes 701 725 766 811 856 901 944 989
Corporate income taxes 148 156 185 228 249 260 269 276
Other 146 141 150 156 166 169 176 184
Total 1,853 1,922 2,054 2,225 2,370 2,505 2,648 2,798
On-budget 1,338 1,390 1,496 1,637 1,751 1,853 1,963 2,079
Off-budget 515 532 558 588 619 651 685 719
Outlays
Discretionary spending 734 792 817 834 848 866 891 915
Mandatory spending® 1,106 1,172 1,218 1,270 1,326 1,396 1,475 1,566
Net interest 171 157 165 194 212 217 217 214
Total 2,011 2,121 2,199 2,298 2,387 2,479 2,583 2,695
On-budget 1,655 1,751 1,816 1,905 1,979 2,058 2,149 2,243
Off-budget 356 370 383 393 407 420 434 451
Surplus or Deficit (-) -158 -199 -145 -73 -16 26 65 103
On-budget -317 -361 -319 -268 -228 -205 -185 -165
Off-budget 160 162 174 195 212 231 250 268
Memorandum:
Debt Held by the Public at the End of the Year 3,540 3,766 3,927 4,013 4,045 4,034 3,983 3,804
Gross Domestic Product 10,337 10,756 11,309 11,934 12,582 13,263 13,972 14,712
As a Percentage of GDP
Revenues
Individual income taxes 83 84 8.4 8.6 87 89 9.0 9.2
Social insurance taxes 6.8 6.7 6.8 6.8 6.8 6.8 6.8 6.7
Corporate income taxes 14 1.5 1.6 19 2.0 2.0 1.9 1.9
Other 14 L3 13 13 13 13 13 13
Total 17.9 179 18.2 18.6 18.8 18.9 19.0 19.0
On-budget 12.9 12.9 13.2 13.7 13.9 14.0 14.1 14.1
Off-budget 5.0 49 49 4.9 4.9 49 49 49
Outlays
Discretionary spending 7.1 74 7.2 7.0 6.7 65 6.4 6.2
Mandatory spending® 10.7 10.9 10.8 10.6 105 10.5 106 106
Net interest L7 LS A5 -16 L7 16 16 LS5
Total 19.5 19.7 19.4 19.3 19.0 18.7 18.5 18.3
On-budget 16.0 163 16.1 16.0 15.7 15.5 154 15.2
Off-budget 34 34 3.4 3.3 3.2 3.2 3.1 3.1
Surplus or Deficit (-) -1.5 -1.9 -1.3 -0.6 -0.1 0.2 0.5 0.7
On-budget -3.1 3.4 -2.8 2.2 -1.8 -15 -1.3 -1.1
Off-budget 1.5 15 1.5 1.6 1.7 1.7 18 1.8
Memorandum:

Debt Held by the Public at the End of the Year 343 35.0 34.7 33.6 32.2 304 285 26.5
Source: Congressional Budget Office.

Notes: These projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.
n.a. = not applicable.

2. Numbers in the bottom half of the column are shown as a percentage of cumulative GDP over this period.
b. Includes offsetting receipts.
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Total, Total, -
2004- 2004-
2010 2011 2012 2013 2008* 2013*
1,447 1,649 1,819 1,939 5,518 13,720
1,037 1,085 1,134 1,188 4277 9,709
285 295 306 316 1,190 2,669
181 191 221 231 817 1825
2,949 3,220 3,480 3,674 11,802 27,923
2,193 2,428 2,650 2,805 8,701 20,856
756 792 830 870 3,101 7,067
940 969 989 1,020 4,257 9,089
1,661 1,774 1,856 1,088 6,684 15,529
208 199 184 159 1,004 1.968
2,809 2943 3,029 3,167 11,945 26,587
2,339 2,454 2,516 2,627 9,908 22,087
470 489 512 539 2,038 4,500
| 140 277 451 508 -143 1,336
-145 -26 134 177 -1,206 -1,231
286 303 317 330 1,063 2,568
‘ 3,766 3,501 3,062 2,565 na. na
‘ 15480 16,250 17,013 17,851 na. na.
9.3 10.1 10.7 10.9 8.8 9.5
6.7 6.7 6.7 6.7 6.8 6.7
1.8 1.8 1.8 1.8 1.9 1.8
19.1 19.8 20.5 20.6 18.7 19.3
14.2 14.9 15.6 15.7 13.8 14.4
49 49 49 49 49 49
61 60 5.8 57 68 63
10.7 10.9 10.9 111 10.6 10.8
18.1 18.1 17.8 17.7 18.9 18.4
15.1 15.1 14.8 14.7 15.7 15.3
3.0 3.0 3.0 3.0 3.2 3.1
0.9 1.7 2.7 2.8 -0.2 0.9
-0.9 -0.2 0.8 1.0 -1.9 -0.9
1.8 1.9 1.9 1.9 1.7 1.8
24.3 21.5 18.0 14.4 na na
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permit that to happen. Allowing those provisions to
expire, as current law provides, would significantly boost
revenues for 2011 through 2013. And thatupswing is the
main reason that the baseline shows large surpluses for
that period. If those and other expiring tax cuts were
made permanent, the total 10-year surplus in CBO’s ad-
justed baseline would be essentially eliminated. (Box 1-2
on pages 8 and 9 discusses the effects on federal revenues
of extending expiring tax provisions.)

Other factors mightalso create strong budgetary pressures
this year and in later years, leading to changes in current
spending or revenue policies that could increase deficits
ordiminish surpluses. For example, the nation continues
to fight the war on terrorism, which may lead to addi-
tional spending. The possibility of war with Iraq clouds
the budgetary picture as well, with its uncertain costs and
possible economic effects (see Box 1-3 on page 10). Law-
makers are also under pressure to enact new tax and
spending legislation to stimulate the sluggish economy.
And there is interest in enacting other costly initiatives,
such as a prescription drug benefit for Medicare benefi-
ciaries and changes in the alternative minimum tax.

Another source of considerable uncertainty in the budget
outlook is the accuracy of the economic and technical
assumptions that underlie CBO’s adjusted baseline. The
economy is recovering slowly from the 2001 recession.
CBO’s baseline budget projections hinge in part on esti-
mates of the timing and strength of that recovery (see
Chapter 5 for more details). And technical factors that
influence revenue collections—such as the behavior of the
stock market and changes in taxable income— could also
determine whether federal revenues bounce back as pro-

jected (see Chapter 3).

Uncertainty compounds as the projection horizon length-
ens. Even small annual differences in the many key fac-
tors that influence CBO’s budget projections—factors
such as inflation, increases in productivity, economic
growth, the distribution of income, and rates of growth
for Medicare and Medicaid spending—can add up to
substantial differences in budgetary outcomes 10 years
from now. For details of how changes in several key
assumptions would affect the budget outlook, see Appen-
dix C.

5
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Figure 1-1.
Total Deficits and Surpluses as a

Share of GDP, 1967-2013
(Percentage of GDP)
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Source: Congressional Budget Office.

a. These projections incorporate the assumption that discretionary budget
authority totals $751 billion for 2003 and grows with inflation thereafter.

Given such uncertainty, five-year projections may be
more useful than 10-year numbers. As noted earlier,
CBO’s current 10-year projections of revenues are sig-
nificantly influenced by the scheduled expiration of
EGTRRA at the end of 2010. Also, the budget horizon
has now shifted forward one year, which eliminates the
year in which the deficit is estimated to peak (2003) and
adds a year in which the baseline surplus is projected to
be large and perhaps artificially high (2013). To provide
a more complete budgetary picture, many of the tables
in this report show both five-year (2004 t0 2008) and 10-
year (2004 to 2013) totals for the adjusted baseline.

Nonetheless, the longer term (beyond the 10-year hori-
zon) isa critical consideration for lawmakers as the baby-
boom generation ages. The worsening of the budget out-
look since January 2001—along with its heightened un-
certainty—exacerbates the budgetary challenges that lurk
beyond the 10-year projection period. Toward the end
of that span, the baby-boom generation will begin quali-
fying in large numbers for Social Security and Medicare
benefits, putting increased pressure on those programs.
And by 2030, the number of workers paying Social
Security and Medicare taxes is expected to rise by only

about 15 percent while the number of beneficiaries of
those programs is projected to balloon by about 80 per-
cent. Growth in the number of beneficiaries, combined
with increases in life expectancy, will boost spending for
long-term care, about half of which is financed by Medic-
aid and Medicare.? Together, demographic changes and
the growth of medical costs are projected to push total
federal spending for Medicare, Medicaid, and Social
Security as a share of GDP sharply higher over the next
few decades.

The Return of the Deficit in 2002

The $158 billion budger deficit in 2002 marked the end
of a period of surpluses—four consecutive years—the
likes of which had not been seen since the late 1920s. The
total shortfall for 2002 was a net reversal of $285 billion
from the $127 billion surplus recorded for 2001. The on-
budget deficit was $317 billion, and the off-budget sur-
plus was $160 billion.

Revenues fell for the second consecutive year in 2002, fol-
lowing annual increases from 1994 through 2000 that
averaged more than 8 percent. The decline in 2002 reve-
nues of nearly 7 percent ($138 billion) was the largest
percentage drop since the mid-1940s; it stemmed pri-
marily from the weak economy, fewer realizations of
capital gains, and, to a much smaller extent, the tax cuts
enacted in the past two years. Declines in the two major
sources of revenues were even greater, on a percentage
basis, than the overall drop. Revenues from individual
income taxes in 2002 were 14 percent lower than in the
previous year. (Although the tax cuts enacted in 2001 and
2002 held down the growth of revenues from that source,
those revenues would have fallen by approximately 10
percent over the year, by CBO's estimates, even without
the cuts.) In recent years, revenues from corporate sources
have followed a similar path. After growing atan average
annual rate of almost 7 percent from 1994 through 2000,
they fell off sharply after corporate profits began de-
clining in 2000.

2. See Congressional Budget Office, Projections of Expenditures for
Long-Term Care Services for the Elderly (March 1999), pp. 1, 5-6.
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While revenues dwindled in 2002, outlays grew by $147
billion, topping $2 trillion for the first time. Large in-
creases in appropriations for both defense and nondefense
programs, a steep rise in payments for unemployment
benefits, and substantial growth of Medicaid outlays led
to the largest percentage jump in noninterest spending
since 1981—about 11 percent. Defense outlays (includ-
ing a shift in payment dates) grew by 14 percent in 2002;
more than half of that growth was due to initiatives that
were in place before the September 11 terrorist attacks,
CBO estimates. The rise in nondefense discretionary
spending was spread among numerous programs—three
areas with the largest increases were health, education,
and transportation. The slowdown in the economy
caused the unemployment rate to peak at 6.0 percent in
late 2002, which resulted in a record amount of spending
forunemployment compensation—$51 billion (includ-
ing $8 billion in extended benefits.) Medicaid spending
also grew rapidly, increasing by more than 13 percent
over the previous year’s level.

The Concept Behind CBO’s Baseline

The projections that make up CBO’s baseline are not
intended to be predictions of future budgetary outcomes
but rather CBO’s best judgment about how the economy
and other factors will affect federal revenues and spending
under current laws and policies. CBO constructs its base-
line according to rules set forth in law, mainly in the
Balanced Budget and Emergency Deficit Control Act of
1985 and the Congressional Budget and Impoundment
Control Act of 1974. In general, those laws instruct CBO
and the Office of Management and Budget to project
federal spending and revenues under current policies.
Lawmakers can use the baseline as a neutral benchmark
to measure the effects of proposed changes in tax and
spending policies.

For revenues and mandatory spending, the Deficit Con-
trol Act requires that the baseline be projected under the
assumption that current laws continue without change.
In most cases, the laws that govern revenues and manda-
tory spending are permanent. The baseline projections
reflect anticipated changes in the economy, demograph-

THE BUDGET OUTLOOK

ics, and other relevant factors that affect the implementa-
tion of those laws.?

The baseline rules are different for discretionary spend-
ing, which is governed by annual appropriation acts. The
Deficit Control Act states that after the current year,
projections of discretionary budget authority should be
adjusted to reflect inflation—using specified indexes—as
well as other factors (such as the cost of annualizing ad-
justments to federal pay). That approach to developing
baseline projections can be problematic when lawmakers
do not complete action on all of the appropriation acts,
as is the case this year. Programs that have not yet re-
ceived full-year funding are operating, as discussed earlier,
undera continuing resolution that expires on January 31,
2003. However, the President and the Republican leader-
ship in the Congress have apparently agreed on a total
funding level of about $751 billion for all of the regular
appropriations for 2003. CBO therefore has adjusted its
baseline to incorporate that assumption—pending enact-
ment of the remaining discretionary appropriation bills—
and extrapolated that funding level over the next 10 years
(adjusting it for projected rates of inflation and other
specified factors). .

By convention, CBO has prepared another benchmark
for discretionary spending. Lawmakers sometimes use a
freeze in appropriations—a set amount of budget author-
ity withoutan adjustment for inflation—to gauge the im-
pact of proposed levels of discretionary spending. The
budget outlook under an effective freeze of $751 billion
per year is shown in Box I-4 on page 11.

3. The Deficit Control Act also specifies that baseline projections
incorporate the assumption that expiring spending programs will
continue if they have outlays of more than $50 million in the
current year and were established on or before the date on which
the Balanced Budget Act of 1997 was enacted. Programs established
after that date are not automatically continued in the baseline.
Another requirement of the act is that expiring excise taxes dedi-
cated to a trust fund be extended at current rates. However, the
Deficit Control Act does not provide for the extension of other
expiring tax provisions, including those that have been routinely
extended in the past.
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Box 1-2.

The Expiration of Revenue Provisions

The budget outlook for the next 10 years is strongly
affected by the scheduled expiration of various revenue
provisions.' The Economic Growth and Tax Relief
Reconciliation Act of 2001 (EGTRRA) plays a big
role: three items are scheduled to end on or before
December 31, 2006, and the rest of the law’s provi-
sions—which represent the bulk of its budgetary
cost—expire on December 31, 2010. Another major
impact would come from the economic stimulus law
that policymakers enacted in March 2002 (the Job
Creation and Worker Assistance Act of 2002). That
law established new tax cuts for businesses; in most
cases, those cuts end during the next two years. And
many other provisions of the tax code that were
enacted before EGTRRA are scheduled to expire over
the next decade.

By law, the Congressional Budget Office’s (CBO?s)
baseline budget projections incorporate the assump-
tion that almost all expiring tax provisions end as
scheduled. (The only exception is for expiring excise
taxes dedicated to trust funds.) An alternative measure
of the long-term budgetary effects of current policy
could incorporate a different assumption: that all of
those expirations do not occur as scheduled and

1. The provisions” expiration can also be expected to affect the
economy, but only some of those effects are reflected in the
estimates presented here—for example, the estimates do not
reflect macroeconomic changes. (For a discussion of those
effects, see Box 2-1 on pages 26 and 27.)

instead the provisions are immediately and perma-
nently extended. Under that assumption, as the Joint
Committee on Taxation (JCT) and CBO estimate,
federal revenues would be $1.2 trillion lower during
the 2004-2013 period than the amount projected in
CBO’s adjusted baseline (see the table at right). About
two-thirds of that estimated decline ($785 billion)
would come from extending EGTRRA. And about 85
percent of that EGTRRA-related drop would occur
from 2011 to 2013, immediately after most of the
law’s provisions are scheduled to expire. Some effects,
however, would be felt eatlier. For example, extending
the changes that the law made to estate and gift taxes
could reduce revenues as early as 2003—because if
taxpayers knew that those changes would become
permanentin 2011, some people might postpone until
then making some taxable gifts that they would
otherwise have made earlier in the decade.

Underamore limited alternative measure, all expiring
tax provisions would be extended except the ones
created by the economic stimulus law, which were not
intended to be permanent. (Those provisions include
allowing businesses to take an additional first-year de-
duction for depreciation of certain property and
targeting tax benefits to the area of New York City that
was damaged in the September 11 terrorist attacks.)
If all but those expiring provisions were extended,
federal revenues would be $960 billion lower during
the 2004-2013 period, JCT and CBO project.

Changes in CBO’s Projections

Since August 2002

CBO’s projection of the cumulative surplus for the 2003-
2012 period has fallen by $385 billion since last summer
(see Table 1-3 on pages 12 and 13). By convention, CBO
attributes changes in its projections to three factors: re-
cently enacted legislation; modifications to its outlook

4. Thatcategorization of revisions should be interpreted with caution,
however. For example, distinguishing between economic and tech-

for the economy; and changes in other conditions that
affect the budget (a category labeled technical).!

nical reestimates is imprecise. Changes in some factors that are
related to the performance of the economy (such as capital gains
realizations) are classified as technical reestimates because they are
not driven directly by changes in the components of CBO’s eco-
nomic forecast.
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Box 1-2.
Continued
Effects on Revenues of Extending Expiring Tax Provisions (In billions of dollars)
Total, Total,
2004~ 2004-
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Economic Growth and Tax Relief
Reconciliation Act of 2001
Provisions expiring in 2010 * -1 -1 -1 -1 -2 -2 -2 <131 230 -240 -5 -610
Provisions expiring ,
before 2010° na pa 3 A2 A7 22 26 29 25 18 21 55 75
Subtotal * -1 -4 -13 -19 -24 -28 -32 <156 249  -260 -60 -785
Job Creation and Worker
Assistance Act of 2002° na * -28 -42 -40 -35 -30 -26 -22 -20 -19  -145 262
Other Expiring Tax Provisions* * 1 3 -8 -12 -15 -17 -20 -23 -27 -30 36 -152
Estimated Interaction Effects
from Enacting All Provisions
Simultaneously 0 0o 1 1 1 1 1 1 _4 A2 12 _ 4 _-23
Total Effect on Revenues * * -3¢ 61 69 -73 -74 -76 -206 -308 -321 -237 -1,222
Memorandum:
Total Effect on Revenues
Excluding the Job Creation
and Worker Assistance Act * * -6 -19 -30 -37 -44 -50 -184 -288  -302 93 960

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes:

The estimates incorporate the assumptions that the expiring provisions are extended immediately rather than when they are about to expire and that they

are extended at the rates or levels existing at the time of expiration. The estimates do not include effects on debt-service costs.

When this report went to press, JCT’s estimates were unavailable for several expiring tax provisions—most significantly, for EGTRRA’s major individual income
tax provisions that expire in 2010 and for the provisions of the alternative minimum tax (AMT) that expire in earlier years. CBO estimated the effects of extending
those provisions and of the interaction from extending all expiring tax provisions simultaneously. As a result, cost estimates by JCT for legislative proposals
to extend the EGTRRA and AMT provisions might not match the figures shown here.

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

a. Includes the increased exemption amount for the alternative minimum tax (expires in 2004), the deduction for qualified education expenses (expires in 2005),
and the credit for individual retirement accounts and 401 (k)-type plans (expires in 2006).

b. New provisions in the Job Creation and Worker Assistance Act that are scheduled to expire include special depreciation-expensing allowances for certain property
and tax benefits for the area of New York City that was damaged in the September 11 terrorist attacks. The provisions that allowed a special five-year carryback
of net operating losses have already expired and are not included in these estimates. The estimates also do not include provisions in the law that had existed and
been extended in previous years. The effects of extending those provisions again are included in the line for other expiring tax provisions.

¢. Includes numerous items, such as the tax credit for research and experimentation.

Revisions that are technical in nature account for es-
sentially the entire decline in the projected surplus relative
to CBO’s previous estimates; changes that fall into the
other two categories are much smaller and almost com-
pletely offset each other. Legislative actions (including the
apparentagreement to set the level of total appropriations
at $751 billion for 2003) have lowered the projected
cumulative surplus by $64 billion for the 2003-2012

period. However, changes stemming from revisions in

CBO’s economic forecast add $67 billion to the 10-year
surplus estimates.

Legislative Changes
Relatively little legislation affecting the budget has been
enacted since CBO last published its baseline.’ Legislative

5. Congressional Budget Office, The Budget and Economic Outlook:
An Update (August 2002).

9
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Box 1-3.

An Estimate of the Costs of a Potential Conflict with Iraq

Recently, the Congressional Budget Office (CBO)
was asked to gauge the costs of activities related to
possible military operationsin Iraq.! Estimates of the
total cost of a military conflict with Iraq and such a
conflict’s aftermath are highly uncertain. They de-
pend on many factors that are unknown at this time,
including the size of the force that is deployed, the
strategy to be used, the duration of the conflict, the
number of casualties, the equipment lost, and the
need for reconstruction of Iraq’s infrastructure.

Of the many force levels that might be used to pro-
secute such a war, CBO examined two representative
examples. Both alternatives were based to some extent
on the forces that the Department of Defense (DoD)
had previously indicated it would require for a major
theater war. The first of CBO’s examples emphasized
U.S. ground forces. This so-called Heavy Ground
option would include about five Army divisions and
five Air Force tactical fighter wings. The second op-
tion relied more on air power. Termed the Heavy Air
option, it would comprise two and one-third Army
divisions and 10 Air Force tactical fighter wings.
Using those forces, CBO employed various methods
to develop its estimates, including the use of data on
the cost of prior and current military operations—
most notably, those in the Balkans, Afghanistan, and
Desert Shield/Desert Storm.

Using those two examples, CBO estimated that the
incremental costs of deploying a force to the Persian
Gulf (that is, the costs that would be incurred above
those budgeted for routine operations) would be
between $9 billion and $13 billion. Prosecutinga war
would cost between $6 billion and $9 billion a month
—although how long such a war might last could not

1. See CBO’slerter to Senator Kent Conrad and Congressman
John M. Spratt, Jr., on September 30, 2002, Estimated Costs
of a Potential Conflict with Irag, which is available ar
www.cbo.gov.

be estimated. After hostilities ended, the costs to return
U.S. forces to their home bases would range between
$5 billion and $7 billion, CBO estimated. Further, the
incremental cost of an occupation following combat
operations would vary from about $1 billion to $4
billion a month. CBO had no basis for estimating any
costs for reconstruction or for foreign aid that the
United States might choose to extend after a conflict

had ended.

Many alternative force structures—other than the two
options that CBO used in its estimates—could be
fielded. And whatever forces were used, multiple un-
known factors would characterize any scenario of how
a conflict with Iraq might actually unfold. On the one
hand, if the Iraqi leadership or selected elements of its
military forces quickly capitulated, ground combat
could be of short duration, as in Desert Storm. On the
other hand, if the leadership and military chose to
fight, Iraq’s use of chemical or biological weapons
(CBW) against regional military or transportation
facilities could extend the war, as could the need to en-
gage in protracted urban fighting. Given those uncer-
tainties, CBO’s estimates of the monthly costs of
operations exclude expenditures for decontaminating
areas or equipment affected by CBW attacks.

A war in Iraq could lead to substantial costs in later
years that were not included in CBO’s estimates, either
because their magnitude could not be assessed even
roughly or because they depended on highly uncertain
decisions about future policy. For example, the United
States might leave troops or equipment in Iraq, which
could require the construction of new military bases.
Sustaining the occupation over time could require
either increases in overall active-duty and reserve force
levels or major changes in current policies on basing
and deployment. The United States might provide
Iraq with funds for humanitarian assistance and
reconstruction. And substantial aid might be provided
in the future to allies and other friendly nations in the
region.
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The Budgetary Effects of Freezing Total Discretionary

Appropriations at $751 Billion

Some lawmakers view a freeze in discretionary spend-
ing as the most logical starting point from which to
measure the effects of appropriations—rather than a
baseline for such spending based on the assumption
that spending would grow with inflation. If total
discretionary appropriations were effectively frozen
at $751 billion and current policies remained un-
changed, by CBO’s estimates the budget would re-

turn to surplus in 2006. Under that scenario, the total
budget surplus would equal 4.5 percent of gross
domestic product (GDP) by 2013 (see the table below).
At that point, discretionary outlays would be 4.4 per-
cent of GDP, down from the share of 7.4 percent that
CBO’s adjusted baseline anticipates for 2003. Under
the adjusted baseline, discretionary spending would
be 5.7 percent of GDP in 2013.

The Budget Outlook Assuming That Discretionary Appropriations
Are Frozen at $751 Billion (In billions of dollars)

Total, Total,

Actual 2004- 2004-

2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013

On-Budget -317  -361 -307 -238 -177 -127 -75 -23 30 186 384 470 -925 121

Off-Budget 160 162 175 195 212 232 251 269 287 304 318 332 1064 2574
Total Surplus

or Deficit (-) -158 -199 -133 -43 35 104 176 245 316 490 702 802 139 2,695
Memorandum:
Total Surplus or

Deficit (-) asa
Percentage of GDP -5 19 -12 04 0.3 08 1.3 1.7 2.0 3.0 41 45 02* 19

Source: Congressional Budget Office.

a. As a percentage of cumulative GDP over the period.

actions have increased CBO’s projections of revenues and
outlays over the 2003-2012 period by $5 billion and $68
billion, respectively. Included in the projection of outlays
is the adjustment to CBO’s baseline to account for the
level of discretionary spending for 2003—$751 billion—
that appears to have been agreed to by the President and
the Congress’s Republican leadership. As a result, discre-
tionary budget authority for nondefense programs totals
$369 billion in CBO’s adjusted baseline—or $17 billion
below the level that CBO had projected in August by in-
flating 2002 appropriations. Using the adjusted level as
the basis for projections through 2013 results ina cumu-
lative drop in nondefense outlays of $112 billion.

Two of the 13 regular appropriation acts—defense and
military construction—have already been enacted, and

they provide funding for 2003 that is about $13 billion

above August’s baseline levels. However, some defense
programs are funded in other appropriation acts. Under
CBO’s adjusted baseline, those programs are funded at
the levels in the current continuing resolution, which are
marginally lower than the levels projected in the August
baseline. Over the next decade, additional appropriations
for defense discretionary programs are projected to boost
outlays by $137 billion. Combining that addition with
the lower level of spending for nondefense programs
brings total discretionary outlays in CBO’s adjusted base-
line for the 2003-2012 period toa cumulative $25 billion
above the amounts projected in August.

Other legislative changes have raised CBO’s projection

of mandatory outlays (excluding debt-service costs) by
about $24 billion through 2012. About one-third of that
amount will be spent in 2003; it stems from the five-
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Table 1-3.

Changes in CBO’s Projections of the Surplus or Deficit
Since August 2002 Under the Adjusted Baseline

(In billions of dollars)
Total, Total,
2003- 2003-
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2007 2012
Total Surplus or Deficit (-)
as Projected in August 2002 -145 -111 -39 15 52 88 133 177 323 522 -229 1,015
Changes to Revenue Projections
Legislative * * * * * 1 1 1 1 1 1 5
Economic 9 -4 -8 -2 -1 -6 9 16 31 50 -3¢ -146
Technical 22 A5 1 20 8 S5 2 _* _7 _8 6 67
Total Revenue
Changes -41 29 -19 -11 9 10 -11 -15 -23 -41 -109 -208
Changes to Outlay Projections
Legislative
Discretionary
Defense 7 12 14 14 14 15 15 15 16 16 60 137
Nondefense* 4 4 8 A1 A3 24 A5 A5 A5 16 37 -2
Subtotal, discretionary 5 8 6 3 1 * * 1 * * 23 25
Mandatory
Unemployment insurance 8 0 0 0 0 0 0 0 0 0 8 8
Terrorism insurance * 1 2 2 1 1 * * * * 5 6
Debt service * 1 1 2 2 2 3 3 3 3 6 20
Other hd 1 1 1 1 1 1 1 1 1 5 10
Subtotal, mandatory 8 2 4 5 4 4 4 4 4 4 23 43
Subtotal, legislative 13 10 10 8 5 4 4 4 4 5 47 68
Economic
Discretionary * * -1 -1 -1 -1 -1 -1 * 1 -3 -5
Mandatory
Social Security S | -3 4 5 S5 6 7 8 9 14 4
Medicare * * -1 -1 -2 -2 -2 -3 -3 -3 4 18
Medicaid 1 * * -1 -1 -1 -2 -2 -2 -2 -1 -10
Unemployment insurance -2 3 2 1 1 * * * -1 -1 4 3
Net interest 12 31 =20 9 -5 -4 -3 -2 -2 2 77 90
Debt service * * -1 -2 -3 -4 -5 5 -5 -4 -8 -31
Other =1 1 1 2 1 1 2 1 1 2 _6 _-13
Subtotal, mandatory -4 31 25 19 17 19 19 20 22 -23  -105 -208
Subtotal, economic -4 31 25 20 18 20 20 21 22 22 -108 -2 13

(Continued)
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Continued

(In billions of dollars)

Total, Total,
2003- 2003-
200% 2004 2005 2006 2007 2008 2009 2010 2011 2012 2007 2012

Changes to Outlay Projections (Continued)

Technical
Discretionary 4 6 2
Mandatory
Social Security 1 1 2
Veterans’ benefits 1 2 3
Medicare 5 9 10
Commodity Credit
Corporation -6 -3 1
Unemployment insurance 1 1 2
Electromagnetic spectrum
transactions 4 4 4
Net interest 4 3 1
Debt service * 2 5
Other x> 1 1
Subtotal, mandatory 100 20 28
Subtotal, technical 14 26 30
Total Outlay
Changes 13 5 15
Total Impact on the Surplus -54 -34 -34
Total Surplus or Deficit (-)
as Projected in January 2003 -199 -145 -73
Memorandum:
Total Legislative Changes -13 10 -10
Total Economic Changes- 5 16 18
Total Technical Changes 46  -40  -41

O Wb [V

[S 2 o

2 3 3 4 3 5 16
2 2 2 3 3 3 7
2 2 2 2 2 1 11
8 5 4 4 6 8 41
2 3 4 4 4 4 5
2 2 2 2 2 2 7
* 22 * * * * 14
2 3 3 3 4 5 14
9 11 13 15 16 18 23
> 1 2 1 = 1 5
27 27 3% 34 37 42 116

30 29 35 37 40 47 132

17 14 19 21 23 29 70
26 -23 -30 -37 -46 -70 -179

2 65 103 140 277 451 -408

16 14 11 5 9 28 74
37 34 37 -38 33 -39 -208

34

21
19

15
17

12
31
95
10

287

321

177
-385

629

67
-388

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

a. Reflects the effect on outlays if budget authority for 2003 totals $751 billion rather than the level provided by the continuing resolution ($738 billion).

month extension of certain unemployment benefits en-
acted in Public Law 108-1.° The Terrorism Risk Insur-
ance Act of 2002 (P.L. 107-297), which would provide

6. An Act to provide for a 5-month extension of the Temporary
Extended Unemployment Compensation Act of 2002 and for a
transition period for individuals receiving compensation when the
program under such Act ends.

financial assistance to insurers for certain losses from

future terrorist acts, will also increase projected manda-
tory outlays over the next 10 years by $6 billion. (CBO
based that projection on assumptions about various out-
comes of terrorist attacks—ranging from no damages to
very large effects.) During the 10-year period, approxi-
mately half of that cost would be offset by revenues

collected from assessments on the insurance industry.
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Another change in projected outlays that CBO hasaattrib-
uted to legislation is the additional interest payments on
the government’s debt. Because legislative actions since
August have decreased projections of the cumulative sur-
plus over the 2003-2012 period, debt-service costs in the
adjusted baseline would be $20 billion higher over that
decade, CBO estimates.

Economic Changes

Economic revisions to the baseline have added a relatively
smallamount to the projection of the cumulative surplus.
In light of recent developments, CBO has lowered its
forecast for short- and long-term interest rates, inflation,
wages and salaries, and corporate profits. (For a detailed
discussion of CBO's new economic forecast, see Chap-
ter 2.) Those revisions in turn reduce projections of both
revenues and outlays, leading to an increase of $67 billion
in the projected cumulative surplus over the 2003-2012
period.

Revenues. A dimmer outlook for nominal income has
reduced CBO’s projections of revenues by $146 billion
over the 10-year period. Over half of that drop stems
from the assumption, beginning in 2011, of a slighely
slower rate of growth of aggregate income than CBO had
previously used. Over the 2003-2012 period, lower pro-
jections of personal income reduce revenues from both
individual income and social insurance taxes by $168
billion. But partially offsetting that decline is an upward
reestimate of corporate profits in the near term. That
change increases projected revenues from corporate
income taxes by $30 billion over the decade.

Outlays. Revisions to CBO’s economic forecast reduce
its projection of spending over the 2003-2012 period by
$213 billion—which more than offsets the change in
revenues that was attributed to economic factors. The
impact of lower interest rates on net interest payments
explains a large part of the decline in projected spending.
An additional factor is lower projections of certain
measures of inflation, which reduce estimated outlays for
Social Security and Medicare.

Compared with its August outlook, CBO has lowered its
forecast for interest rates on three-month Treasury bills
by nearly 110 basis points for 2003 and 165 basis points
for2004. (A basis pointis one-hundredth of a percentage

point.) Similarly, CBO has lowered its forecast for rates
on 10-year Treasury notes by almost 100 basis points for
2003 and about 70 basis points for 2004. Those lower
estimated rates decrease projections of net interest costs
by $90 billion over the 2003-2012 period; nearly 70 per-
cent of those savings would accrue through 2005.

Although mandatory spending flows from the provisions
of permanent laws, the growth or contraction of many
mandatory programs is keyed to the economy. Thus,
lower estimated wage growth and cost-of-living adjust-
ments in large part have led CBO to reduce its 10-year
projections of spending for Social Security (by $49 bil-
lion) and Medicare (by $18 billion). For unemployment
compensation, revisions to CBO’s economic forecast did
not result in a substantial change in projected spending
over the decade. In the near term, however, CBO now
projects $2 billion less in unemployment compensation
for2003, $3 billion more in such spending for 2004, and
$2 billion more for 2005.

Because changes in CBO’s economic forecast increase
projected surpluses, debt-service costs are projected to de-
cline by $31 billion over the 10-year period, with most
of the change occurring over the latter half of the projec-
tion horizon.

Technical Changes

Reestimates that cannot be ascribed either to legislative
actions or to changes in CBO’s economic assumptions
have reduced the projected cumulative surplus for the
2003-2012 period by $388 billion. Almost a quarter of
that change is the additional debt-service costs that result
from all technical revisions.

Revenues. Since August, CBO has cut its projection of
revenues for 2003 through 2012 by $67 billion. The
largest revision—$140 billion over the 10-year period—
flows from the smaller amount of revenues projected for
individual and social insurance tax collections. Offsetting
$65 billion of the decline, however, are higher projections
of revenues from corporate sources.

The reestimate of revenues is based on several factors.
First, the weak performance of the stock market in 2002
led CBO to reduce its projection of revenues from capital
gains realizations in the near term. (CBO has not
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changed its assumptions about the long-term relationship
of capital gains realizations to GDP.) Second, current

revenue collections are running below the amounts that

might be expected given the level of economic activity,
capital gains, retirement distributions, and other factors
that influence the effective tax rate. CBO’s projections
incorporate the assumption that the shortfall will con-
tinue in the near term but diminish in later years. Third,
CBO has reduced its projections of revenues from social
insurance taxes largely because of new information about
the composition of recent receipts.

Higher projections of income taxes paid by corporations
partially offset the downward reestimate for revenues.
Last summer, CBO recognized that corporate tax receipts
were lower than anticipated, given economic conditions,
and projected that shortfalls would continue. CBO now
believes that some of the weakness will be temporary.
Evidence suggests that a portion of the drop-off in cor-
porate revenues occurred because corporations had been
receiving larger-than-expected “carryback” refunds,
mainly as a result of temporary provisions enacted last
year in the Job Creation and Worker Assistance Act of
2002 (P.L. 107-147).” That high level of refunds will
persist in 2003, CBO expects. However, as provisions in
thatact expire, refunds are likely to return to more typical
levels.

Outlays. Technical reestimates increased projections of
spending for both discretionary and mandatory programs
by a total of $321 billion over the 2003-2012 period. Of
that amount, discretionary outlays account for $34 bil-
lion, mostly for nondefense programs. Revisions in the
projections for the Section 8 housing program, which
derive from higher-than-anticipated costs for rent subsi-
dies, are the largest contributor to the rise in nondefense
discretionary spending. For defense discretionary outlays,
increases are mainly related to the accrual charge that pays
for the health care of future military retirees, their depen-
dents, and surviving spouses. Because the estimated
payments for that accrual charge add to other costs for
military personnel, CBO has adjusted its projection of

7. A carryback refund is a refund of taxes paid by a corporation in
a previous year that is based on the corporation’s losses in the
current year. For more information, see Chapter 3.
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the inflators applied to personnel spending to more ac-
curately reflect the charge’s future cost.

On the mandatory spending side, technical reestimates
have increased projections of outlays for many programs.
For example, expectations of faster growth in numbers
of participants have contributed to higher projected out-
lays for both Social Security and veterans’ compensation
over the 10-year period. CBO also increased its projec-
tions of Medicare outlays over the decade by $68 billion,
mostly because higher-than-anticipated spending was
recorded in 2002 for hospice care, outpatient services
furnished by facilities or nonphysician professionals, and
ancillary services (such as prosthetics, orthotics, and dur-
able medical equipment; labbratory tests; ambulance
services; and outpatient prescription drugs). ’

Since the summer, CBO has also increased its projection
of spending for the Commodity Credit Corporation
(CCCQ), raising it by $15 billion over the 10-year period.
(The CCC makes loans and payments to farmers to sup-
port farm income and prices.) In the near term, the pro-
jection is lower than it was last August because drought
has spurred recent increases in crop prices; over the
longer term, however, CBO expects that those prices will
fall and push CCC outlays higher. In addition, CBO has
modified its baseline estimating procedures to account
for variations in future commodity prices, which should
provide more-accurate projections of agricultural spend-
ing over the next decade.

CBO’s projections for unemployment insurance and
spectrum-related transactions have also risen. Outlays for
unemployment insurance are projected to be $17 billion
higher during the 2003-2012 period because of an up-
ward adjustment in the estimated average benefit. Con-
tributing to that change were revised estimates of the im-
pact of legislation previously enacted in California, which
nearly doubles the state’s maximum benefit by 2005.
(Unemployment insurance is a joint federal/state pro-
gram, and federal outlays are tied to the eligibility re-
quirements and benefit levels set by each state.) CBO has
lowered its projection of the amounts that are likely to
be paid for licenses to use the electromagnetic spectrum;
that change results in net federal outlays that are an esti-
mated $12 billion higher over the period. Roughly half
of the rise stems from a recent ruling by the Federal
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Communications Commission that allowed companies
to withdraw their offers to pay for certain disputed li-
censes. Most of the remaining amount derives from

recent trends in the price and quantity of spectrum that

is likely to be auctioned in the future.

Adjustments that CBO has made to its projections of net
interest reflect new data on the stock of outstanding fed-
eral debt and revised assumptions about the future com-
position of debt held by the public. (CBO now assumes
that more longer-term debt will be issued than it had
estimated in August.) Those changes boost projected net
interest outlays over the 10-year period by $31 billion.
In addition, debt-service costs attributable to technical
changes boost net interest outlays by another $95 billion
from 2003 through 2012.

The Outlook for Federal Debt

Federal debt consists of two main components: debt held
by the public and debt held by government accounts.
Debt held by the public—the most meaningful measure
of debt in terms of its relationship to the economy—is
issued by the federal government to raise cash. Debt held
by government accounts is purely an intragovernmental
IOU and involves no cash transactions. It is used as an
accounting device to track cash flows relating to specific
federal programs (for example, Social Security).

Debrt held by the public and debt held by government
accounts follow different paths in CBO’s projections.
The holdings of government accounts have risen steadily
for several decades and are expected to continue doing
so through the projection period. Debt held by the pub-
lic, in contrast, fluctuates according to changes in the
government’s borrowing needs. As a percentage of GDP,
publicly held debt had reached 50 percent as recently as
1993. Since 1994, it had been falling, but it rose to
about 34 percent of GDP in 2002 (see Table 1-4). If cur-
rent policies remained the same—that is, discretionary
appropriations of $751 billion for 2003 grew with infla-
tion and the tax cuts enacted in EGTRRA expired as
scheduled—debt held by the public would fall below 15
percent of GDP by 2013. Indeed, publicly held debt is
projected to decline even before EGTRRA is due to
expire—dropping to approximately 24 percent of GDP
in 2010—because under CBO’s projections, the amount

of debt would remain roughly stable while the economy
grew steadily.

Debt Held by the Public

When revenues are insufficient to cover spending, the
Department of the Treasury raises money by selling
securities in the capital markets to investors. Debt held
by the public represents the accumulation of those sales.
For example, between 1969 and 1997, the Treasury sold
debt to finance deficits, and debt held by the public
climbed each year, peaking at $3.8 trillion in 1997. That
trend reversed in 1998 with the onset of budget surpluses.
By the end of 2001, debr held by the public had dropped
to $3.3 trillion.

Under current taxand spending policies, debt held by the
public, as projected by CBO, would grow over the next
few years as deficits necessitated additional borrowing,
Thelevel of publicly held debt would reach a high of over
$4 trillion in 2006, by CBO’s estimate, before beginning
to decline again. However, after 2003, debt held by the
public as a percentage of GDP would begin to fall again
because projected deficits in the near term are relatively
small.

The Composition of Debt Held by the Public. Over 85
percent of publicly held debt consists of marketable
securities, such as Treasury bills, notes, and bonds, and
inflation-indexed notes and bonds. The remainder of that
debt comprises nonmarketable securities (such as savings
bonds and state and local government securities), which
are nonnegotiable, nontransferable debt instruments that
are issued to specific investors.

The Treasury sells marketable securities in regularly
scheduled auctions, although the size of those auctions
varies according to fluctuations in the government’s cash
flow. (It also sells cash management bills periodically to
cover shortfalls in cash balances.) For some time, the
Treasury has been shifting its borrowing toward shorter-
term bills and notes. For example, in 2001, it introduced
a four-week bill and eliminated the 30-year bond; as a
result, the Treasury securities that are now sold to the
public range in maturity from four weeks to 10 years.
Those changes may alter the composition of outstanding
public debt in the future. However, the trend toward

shorter average maturity may be slowed if the Treasury
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CHAPTER ONE
Table 1-4.
CBO’s Projections of Federal Debt Under Its Adjusted Baseline
(In biltions of dollars)
Actual .
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Debt Held by the Public at
the Beginning of the Year 3,320 3,540 3,766 3,927 4,013 4,045 4,034 3,983 3,804 3,766 3,501 3,062
Changes to Debt Held by the Public :
Surplus (-) or deficit 158 199 145 73 16 -26 -65 -103 -140 -277 -451 -508
Other means of financing 63 27 16 13 16 15 14 14 _13 12 12 _11
Total 220 226 161 86 32 <11 51 90 -127 -265 -440 -497
Debt Held by the Public
at the End of the Year 3540 3,766 3,927 4,013 4,045 4,034 3,983 3,894 3,766 3,501 3,062 2,565
Debt Held by Government Accounts
Social Security 1,320 1,489 1,664 1,858 2,070 2,302 2,552 2,820 3,106 3,409 3,727 4,057
Other government accounts® 1,329 1364 1447 1546 1,660 1,780 1907 2,038 2.174 2315 2463 2615
Total . 2,658 2,854 3,112 3,404 3,730 4,082 4,459 4,858 5,280 5,724 6,190 6,671
Gross Federal Debt 6,198 6,620 7,039 7,417 7,776 8,116 8442 8,752 9,046 9225 9,251 9,236
Debt Subject to Limit® 6,161 6,598 7,017 7,395 7,753 8,094 8,419 8,729 9,023 9,201 9,227 9,212
Memorandum:
Debt Held by the Public
at the End of the Year
as a Percentage of GDP 343 350 347 336 322 304 285 2065 243 215 180 144

Source: Congressional Budget Office.

Note: These projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

a. Mainly the Civil Service Retirement, Military Retirement, Medicare, Unemployment Insurance, and Airport and Airway Trust Funds.
b. Differs from gross federa! debt primarily because it excludes most debt issued by agencies other than the Treasury. The current debt limit is $6,400 billion.

curtails its program to buy back bonds before they reach
maturity.

Why Changes in Debt Held by the Public Do Not Equal
the Size of Surpluses and Deficits. In most years, the
amount that the Treasury borrows or redeems approxi-
mates the total surplus or deficit. However, a number of
factors broadly labeled “other means of financing” also
affect the government's need to borrow money from the
public. Over the 2004-2013 period, CBO projects that
public debt will increase by more than the amount of
deficits and decrease by less than theamount of surpluses
as other means of financing increase the Treasury’s bor-
rowing needs.

In most years, the largest component of those other
means of financing is the capitalization of financing ac-
counts used for federal credit programs. Direct student
loans, rural housing programs, loans by the Small Busi-
ness Administration, and other credit programs require
the government to disburse money in anticipation of
repayment at a later date. Those initial outlays are not
counted in the budget, which reflects only the estimated
subsidy costs of such programs. For the 10 years of
CBO’s current baseline, the amount of the loans being
disbursed will typically exceed the repayments and inter-
est. Thus, the government’s annual borrowing needs will
be $9 billion to $16 billion greater than the annual bud-
get surplus or deficit would indicate.
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Egure 1-2.

Total Debt Subject to Limit, August 2000 Through August 2004
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Note: These projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

In 2002, other means of financing led to a net rise of $63
billion in the government’s borrowing—an abnormally
large amount. About one-quarter of that total reflected
capitalization of financing accounts for credit programs.
The remaining $47 billion reflected higher-than-average
increases in a host of financing activities, including cash
held by the Treasury, cash balances held in commercial
banks as compensation for financial services, and premi-
ums paid in the Treasury’s bond buyback program.

In CBO’s projection of other means of financing for
2003, borrowing rises by $27 billion, or about $10 bil-
lion to $15 billion more than in the other years of the
projection period. Two factors account for most of that
net difference. Purchases of private securities and Trea-
sury debt by the National Railroad Retirement Invest-
ment Trust are expected to total about $18 billion; such
purchases are counted as a means of financing in the
budget. That amount will be partially offset by a decline
in the Treasury’s cash balance. (CBO assumed that the
Treasury would decrease its cash balance by nearly $11
billion over the course of the year to reach its desired

year-end target of about $50 billion.) The rest of the dif-
ference between the amount estimated for 2003 and the
amounts projected for future years is largely attributable
to lower projections of the cash flows into financing ac-
counts for credit programs.

Debt Held by Government Accounts

In addition to the securities it sells to the public, the
Treasury has issued almost $2.7 trillion in securities to
various federal government accounts. All of the major
trust funds and many other government funds invest in
special, nonmarketable Treasury securities known as the
government account series. In practical terms, those
securities represent credits to the various government
accounts and are redeemed when funds are needed to pay
benefitsand other expenses. In the meantime, the govern-
ment pays interest to itself on that debt (that is, it credits
interest earnings to the funds holding those securities).

Debt issued to government accounts is handled within
the Treasury and does not flow through the credit mar-
kets. Because those transactions and the interest accrued
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Table 1-5.
CBO’s Projections of Trust Fund Surpluses or Deficits
(In billions of dollars)
Actual
Trust Funds 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Social Security 159 160 | 175 194 212 231 250 268 286 303 317 330
Medicare
Hospital Insurance (Part A) 32 26 28 29 34 34 36 37 38 37 39 36
Supplementary Medical
Insurance (Part B) 32 2 1 2 2 2 3 3 4 5 5 6
Subtotal 29 19 29 31 3 37 39 40 42 42 45 42
Military Retirement 9 8 9 9 10 10 11 11 12 13 14 15
Civilian Retirement* 32 3 3 35 35 3 37 37 38 39 39 40
Unemployment Insurance 20 22 -7 3 8 10 10 8 8 7 7 7
Highway and Mass Transit -5 -7 -6 -4 -3 2 -2 -1 -1 -1 * *
Airport and Airway -3 -2 -2 -2 -2 -2 -1 -1 -1 -1 * *
Other® 3 4 4 3 3 2 2 2 2 2 2 _2
Total Trust Fund
Surpluses 202 193 236 269 299 322 345 365 385 404 422 435
Intragovernmental Transfers
to Trust Funds® 343 352 371 396 421 452 486 523 564 612 657 707
Net Budgetary Impact of
Trust Fund Programs -141 -158 -135 -128 -122 -130 -141 -158 -179 -209 -235 -273

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

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

b. Primarily the trust funds for Railroad Retirement (both Treasury and non-Treasury holdings), federal employees’ health and life insurance, and Superfund, and
various veterans’ insurance trust funds. Beginning in 2003, it also reflects the Department of Defense’s Medicare-Eligible Retiree Health Care Fund.

¢. Includesinterestpaid totrust funds, payments from the general fund to the Supplementary Medical Insurance program, the employer’s share of employee retirement,
lump-sum payments to the Civil Service and Military Retirement Trust Funds, taxes on Social Security benefits, and smaller miscellaneous payments.

on them are intragovernmental, they have no directeffect
on the economy and no net effect on the budget. The
largest balances of such debt are in the Social Security
trust funds (more than $1.3 trillion at the end of 2002)
and the retirement funds for federal civilian employees
($574 billion). If current policies remained unchanged,
the balance of the Social Security trust funds would rise
to $4.1 trillion by 2013, CBO estimates, and the balance
of all government accounts would climb to $6.7 trillion.

Gross Federal Debt and Debt Subject to Limit
Gross federal debt and its companion measure, debt sub-
ject to limit, comprise debt issued to government ac-

counts as well as debt held by the public. The future path

of gross federal debt will be determined by the interaction
of those two components. In CBO’s projections, gross
debt increases every year through 2012 as the growth of
debt held by government accounts outpaces the future
redemption of debt held by the public. In 2013, the last
year of the projection period, slightly more debt could
be redeemed (by using the projected surplus) than would
be issued to governmentaccounts. However, in develop-
ing that estimate, CBO assumed that all provisions of
EGTRRA would expire at the end of 2010.

The Treasury’s authority to issue debt is restricted by a
statutory limit set by the Congress. (The debt subject to
limit is nearly identical to gross federal debt, except that
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it excludes securities issued by agencies other than the
Treasury, such as the Tennessee Valley Authority.) The
current debt ceiling, which was enacted in June 2002, is
$6.4 trillion (see Figure 1-2). By CBO’s estimates, debt
would exceed that limit sometime this year—possibly as
early as the end of February—if current laws remained
in place.

Trust Funds and the Budget

The federal government has more than 200 trust funds,
although fewer than a dozen account for the bulk of trust
fund dollars. Among the largest are the two Social
Security trust funds (the Old-Age and Survivors Insur-
ance Trust Fund and the Disability Insurance Trust
Fund) and those dedicated to Civil Service Retirement,
Hospital Insurance (Part A of Medicare), and Military
Retirement (see Table 1-5 on page 19). Trust funds have
no particular economic significance; they do not hold
separate cash balances and function primarily as account-
ing mechanisms to track receipts and spending for pro-
grams that have specific taxes or other revenues ear-
marked for their use.

When a trust fund receives payroll taxes or other income
that is not currently needed to pay benefits, the excess is
loaned to the Treasury. As a result, the government bor-
rows less from the public, collects less in taxes, or spends
more on other programs or activities than it would in the
absence of those excess funds. The process is reversed
when revenues for a trust fund program fall short of its
expenses. In that case, the government raises the necessary
cash by borrowing more, collecting more in taxes, or
spending less on other programs or activities than it
otherwise would.

Including the cash receipts and expenditures of trust
funds in the budget totals with other federal programs is
necessary to assess how federal activities affect the econo-
my and capital markets. CBO, the Office of Management
and Budget, and other fiscal analysts therefore focus on
the total surplus or deficit.

In CBO’s current baseline, trust funds as a whole are
projected to run a surplus of $193 billion in 2003. That

balance is somewhat misleading, however, because trust
funds receive much of their income in the form of trans-
fers from other parts of the budget. Such intragovern-
mental transfers reallocate costs from one part of the bud-
get to another; they do not change the total surplus or the
government’s borrowing needs. Consequently, they have
no effect on the economy or on the government’s future
ability to sustain spending at the levels indicated by cur-
rent policies. For 2003, those intragovernmental transfers
are estimated to total $352 billion. The largest of them
involve interest credited to trust funds on their govern-
ment securities ($156 billion in CBO’s projections);
transfers of federal funds to Medicare for Hospital Insur-
ance, or Part A ($9 billion), and Supplementary Medical
Insurance, or Part B ($83 billion); and contributions by
government agencies to retirement funds for their current
and former employees ($41 billion). When intragovern-
mental transfers are excluded and only income from
sources outside the government is counted, the trust
funds as a whole are projected to run deficits every year
in the projection period; those shortfalls grow from $158
billion in 2003 to $273 billion in 2013.

Although the budgetary impact of the baby-boom genera-
tion’s aging will not be completely realized during the
2003-2013 period, CBO’s current projections provide
initial indications of the coming budgetary pressures.
Charting the differences between projected receipts and
outlays for the Social Security and Medicare Hospital
Insurance trust funds (excluding intragovernmental inter-
est payments) illustrates that point (see Figure 1-3). Under
current policies, receipts would exceed expenditures
throughout the period, but after reaching nearly $130
billion between 2008 and 2011, the excess of revenues
over outlays would fall to about $110 billion in 2013. At
that point, outlays would be increasing by almost 7
percent per year, but annual growth of noninterest re-
ceipts would be only slightly higher than 5 percent. Thus,
in CBO's projections, the capacity of the Social Security
and Medicare Hospital Insurance trust funds to offset
some of the net deficit in the rest of the budget—as they
currently do—will begin to dwindle during the coming
decade. Shortly thereafter, those programs are projected
to begin adding to deficits or reducing surpluses.
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igure 1-3.

Surpluses or Deficits (Excluding
Interest) of the Social Security
and Medicare Hospital Insurance
Trust Funds

(In billions of dollars)
160

Social Security and
140 - Medicare Hospital iInsurance

120
100

~
80 | — Social Security

60 |-
40 |-
Medicare
20 |- Hospital Insurance
0 s~ -
-20 1 I ] 1

2003 2005 2007 2009 2011 2013

Source: Congressional Budget Office.

Note: Hospital Insurance surpluses are calculated with adjustmentsfor shifts
in the timing of payments to Medicare+Choice plans in 2005, 2006,
2011, and 2012:

THE BUDGET OUTLOOK 21

The Expiration of Budget

Enforcement Procedures

The rules that formed the basic framework for budgetary
decisionmaking for more than a decade—the annual
limits on discretionary appropriations and the pay-as-
you-go requirement for new mandatory spending or reve-
nue laws—expired on September 30, 2002. That frame-
work was established by the Budget Enforcement Act of
1990 (and later extensions) to enforce a series of multi-
year budget agreements aimed at reducing and elimi-
nating budget deficits. In general, the procedures were
meant to ensure that the net budgetary effects of new laws
would not increase projected deficits (or lower projected
surpluses).

Although the effectiveness of the Budget Enforcement
Actwas mixed, lawmakers are facing the issue of whether
that framework should be revived or something similar
to itinstituted. CBO’s adjusted baseline shows the return
of deficits as short-lived. However, the uncertainty of
those estimates and the near and long-term budgetary
pressures that confront lawmakers may necessitate some
type of statutory framework of constraints. (For details
on the expiration of budget enforcement procedures, see

Appendix A.)







CHAPTER

2

The Economic QOutlook

I he economy continues to suffer from some after-

effects of the bursting of the “bubble economy” of the late
1990s. Although consumer spending is expanding moder-
ately, business investment remains weak, and financial
markets are uncertain about the durability of the current
recovery. Nevertheless, the Congressional Budget Office
believes that the stage is set for stronger economicactivity
this year—an opinion shared by many private-sector
economists, as represented by the Blue Chip consensus
forecast.

Much of the boom of the late 1990s was based on persis-
tently faster growth in productivity. However, the tremen-
dous surges in the stock market and in investment spend-
ing that occurred at that time were partly based on expec-
tations for corporate profits that are now understood to
have been unreasonable. That “bubble” part of the boom
burst in early 2000, and the following year the economy
entered a relatively shallow recession (as measured by the
drop in output). The economy recovered in 2002, but it
was buffeted by revelations that a small number of notable
corporations had engaged in accounting irregularities dur-
ing the bubble years. Those revelations shook the confi-
dence of investors, consumers, and businesses. The stock
market fell sharply again, and private-sector employment
declined in the second half of the year.

The strength of the economy in 2003 depends in large
part on whether consumer spending will continue to
provide the economy’s foundation. Throughout the 2001
recession and the early recovery, the household sector has
been a source of strength. Expansionary fiscal and mone-
tary policies are partly responsible for that strength: the

lowest mortgage interest rates since the 1960s have trig-
gered a wave of refinancing and contributed to a boom
in housing, zero percent financing has spurred sales of cars
and light trucks, and tax cuts have bolstered disposable
income. Those factors have largely offset the drag on
consumer spending caused by declines in the stock market.
In the future, however, they will play a smaller role in sup-
porting spending. Thus, the growth of consumer spending
will depend primarily on the growth of personal income.

The prospects for personal income in the short run are
uncertain, however, because demand is anemic in many
other parts of the economy. Spending by the business
sector remains weak, as low corporate profits and excess
capacity from overinvestment during the bubble years have
inhibited investment. Uncertainty about the strength of
demand and about the risks arising from terrorism and
war have led businesses to be particularly cautious in hir-
ing. In addition, state and local governments have had
their spending weakened by deteriorating finances.

Nevertheless, some indicators point to a brighter outlook
for the economy this year. Investors and consumers appear
to have gained a bit more confidence about the economy
in recent months. The stock market has tentatively moved
upward since its low in October. The spread between
interest rates on corporate bonds and Treasury notes
narrowed slightly toward the end of 2002, suggesting that
credit markets are somewhat less worried about corporate
finances than they were eatlier in the year. Consumer
sentiment and expectations also appear to have stabilized
late last year. Business spending on equipment and soft-
ware, particularly on information technology, appears to
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have strengthened in 2002, and inventories may be reach-
ing the point at which businesses need to restock their
shelves. Finally, a drop in the exchange value of the U.S.
dollar is conducive to stronger growth of exports.

CBO's economic forecast expects the recovery to continue,
with real (inflation-adjusted) gross domestic product grow-
ing by 2.5 percent in calendar year 2003 and 3.6 percent
in 2004 (see Table 2-1). That growth is slower than in
most past recoveries but is comparable to the pace after
the 1990-1991 recession (see Figure 2-1). The growth of
housing investment is expected to slow substantially, while
real spending for personal consumption should continue
to increase by about 3 percent a year. Investment in pro-
ducers’ durable equipment is expected to recover, but in-
vestment in structures will remain weak for some time.
In CBO’s forecast, the unemployment rate is stable in

2003, averaging 5.9 percent, and then edges down only
toan average rate of 5.7 percent in 2004. As the recovery
achieves a firmer footing, the Federal Reserve is assumed
to shift monetary policy gradually from its current accom-
modative stance toward a more neutral one; consequently,
both short-term and long-term interest rates are expected
to rise in late 2003 and during 2004. In this near-term
forecast, inflation—as measured by the consumer price
index for all urban consumers (CPI-U)—remains below
2.5 percent a year.

CBO’s forecast assumes that there will be no significant
repercussions for the U.S. economy from any war with
Iraq and no shocks to the economy from major acts of
terrorism. However, uncertainty about war and terrorism
may continue to weigh on consumers and businesses,
either directly or through its impact on stock prices. The
forecast assumes that such uncertainty is not fully re-

Table 2-1.
CBO’s Economic Projections for Calendar Years 2003 Through 2013
Estimated Forecast Projected Annual Average
2002 2003 2004 2005-2008 2009-2013

Nominal GDP (Billions of dollars) 10,443 10,880 11,465 14,154 18,066
Nominal GDP (Percentage change) 3.6 42 5.4 5.4 5.0
Real GDP (Percentage change) 24 2.5 3.6 3.2 2.7
GDP Price Index (Percentage change) 1.1 1.6 1.7 2.1 2.2
Consumer Price Index® (Percentage change) 1.6 2.3 2.2 2.5 25
Unemployment Rate (Percent) 5.8 5.9 5.7 53 52
Three-Month Treasury Bill Rate (Percent) 1.6 1.4 35 49 49
Ten-Year Treasury Note Rate (Percent) 4.6 4.4 5.2 5.8 5.8
Tax Bases (Percentage of GDP)

Corporate book profits 6.2 6.8 73 9.2 84

Wages and salaries 48.1 48.1 48.1 48.0 478
Tax Bases (Billions of dollars)

Corporate book profits 653 739 842 1,267 1,474

Wages and salaries 5,025 5,237 5,518 6,7821 8,635°

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor Statistics; Federal Reserve Board.

Notes: Percentage changes are year over year.

Year-by-year economic projections for calendar and fiscal years 2003 through 2013 appear in Appendix E.

a. Level in 2008,
b. Levelin 2013.
¢. The consumer price index for all urban consumers.
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Figure 2-1.
The Economic Forecast and Projections
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Box 2-1.

The Economic Effects of Expiring Tax Cuts

The Economic Growth and Tax Relief Reconciliation Act
of 2001 (EGTRRA) is scheduled to expire in 2010. As a
result, under current law, marginal income tax rates will rise
in 2011, provisions for child credits and marriage-penalty
relief will cease to apply, and estate and gift taxes will be
reinstated. That expiration (often called a sunset) will also
affect provisions in the tax code for pensions, individual
retirement accounts, education, and miscellaneous items.
(Those effects are described in detail in Chapter 3.)

The sunset of the 2001 tax law will have a complicated im-
pact on the economy. The expiration of some provisions
(such as those affecting marginal tax rates) will reduce gross
domestic product, whereas the sunset of other provisions
(such as the child credits) will increase it. On net, CBO
estimates, the expiration of EGTRRA will lower GDP by
about halfa percent by 2013. That estimate is very uncer-
tain, however, and CBO may revise that figure as it con-
tinues to analyze the issue.'

The major economic effect of the sunset stems from the rise
in marginal tax rates. Those rates influence people’s incen-
tives to work and save because they determine how much
additional income taxpayers can keep when they decide to
work an extra hour or save an extra dollar. The sunset will
also decrease the proportion of total income that is subject
to taxation—as marginal tax rates rise, more people may seek
to shelter more of their income by taking it in nontaxable
rather than taxable forms.?

CBO estimates that in 2011, the first year after EGTRRA
expires, the effective marginal tax rate on labor will rise by
about 1.8 percentage points, while the effective tax rate on
capital will increase by 0.6 percentage points (see the table).
Those changes in effective tax rates are smaller than the

1. The effect of taxes on the economy remains an unsettled area
of economics. Some models suggest that GDP could decline
by more than half a percent from the sunset of EGTRRA; other
models suggest that GDP might increase.

2. Estimates of the increase in the extent of tax sheltering are
normally the responsibility of the Joint Committee on Taxa-
tion. Preliminary CBO estimates are reflected in the Box 1-2
wable in Chapter 1 and in Table 3-11 in Chapter 3.

Effective Marginal Income Tax Rates, 2001-2013
(In percent)

Tax Rate Tax Rate

on Labor on Capital
2001 20.7 15.5
2002 20.5 15.5-
2003 20.7 155
2004 20.3 154
2005 20.3 154
2006 199 15.1
2007 20.1 15.1
2008 203 15.1
2009 205 15.1
2010 20.7 15.1
2011 225 15.7
2012 22.8 15.7
2013 229 15.7

Source: Congressional Budget Office.

Note:  Includes federal individual and corporate income taxes; excludes
payroll taxes.

changes in statutory income tax rates that will occur, because
some income is not taxed.

In the three years between the end of 2010 and the end of
CBO’s current projection period, the largest economic
effects of the higher tax rates are likely to involve labor
supply, which may shrink by between 0.4 percentand 1.2
percent from what it would have otherwise been. National
saving, by contrast, is likely to rise.? But in a period as short
as three years, changes in saving—and consequent increases
in the capital stock—will probably not be large enough to
offset the impact of a reduction in labor supply on the
nation’s productive capacity.

Economic outcomes could also be affected by the extent to
which peopleanticipate the 2011 tax increase ahead of time.
Workers who know that taxes will rise in a few years

3. National saving includes both government saving and private
saving. Although private saving will probably decline because
of the increase in marginal tax rates, government saving will
rise (under current law) from the additional tax revenues.
Simulations with several models suggest that, on net, national
saving is likely to increase.




CHAPTER TWO THE ECONOMIC OUTLOOK 27

Box 2-1.
Continued

may tend to adjust their work so as to concentrate their
income in the years before taxes go up. For instance, people
close to retirement may work overtime in the lower-tax years
and then retire somewhat earlier when taxes increase. Second
earners in married-couple households may choose to work
and earn income when taxes are relatively low and then leave
the labor force when taxes are high. Thus, anticipation of
the tax increase might increase GDP before 2011. However,
people have different opinions about when and whether the
tax law will expire—and also have widely varying oppor-
tunities to shift their income from one year to another—so
making projections about those anticipatory responses is
difficult. CBO assumed that, on average, anticipation of the
tax increase would boost the annual level of GDP by less
than 0.05 percent between now and 2011.

The economic effects of the sunset during CBO’s projection
period will also depend on people’s expectations about what
policymakers will do in later years (after 2013). Logically,
there are several alternatives. CBO’s budget baseline assumes
that tax rates will be higher from 2011 to 2013, but because
that baseline extends only through 2013, CBO is not re-
quired to make any specific assumption for subsequent years.
One possibility is that the additional revenues and lower
debt will allow taxes to be lower at some point after 2013
than they would be otherwise. If so, some people may choose
to work less than they otherwise would when tax rates are
high (such as between 2011 and 2013) but work more later
when tax rates are low. Alternatively, people may assume
that taxes will remain relatively high and that the additional
revenues will lead to higher levels of spending. In that case,
people will not change their labor supply as much as in the
previous example. In any event, itis unclear when—or even
if—people expect any of those changes to take place.

Simulations from economic models suggest that assumptions
about future policy can significantly influence the long-term
impact of a tax increase. If people expect that paying more
taxes now means that tax rates can be lower in the future,
GDP is generally higher in the long run. Butif people think
higher tax rates now mean that government consumption
can be higher in the future (rather than taxes lower), then
GDP is likely to be lower in the long run. However, those
uncertainties affect the period after 2013 much more than

the years from 2011 to 2013. CBO’s simulations suggest that
regardless of the policy choices made after the projection
period, the sunset of EGTRRA will decrease GDP in the last
three years of that period, although the amount of the
decrease varies according to what is assumed about future
policy. CBO was unable to determine what assumption about
future policy was most appropriate. Thus, in constructing
its baseline, CBO simply chose to use an average from a
number of different assumptions and different models of the
economy.

The estimated budgetary implications of those scenarios are
strikingly small compared with the overall uncertainty of 10-
year budget projections. (That uncertainty is detailed in
Chapter 5.) The economic weakening caused by even so large
a tax increase as the one that will occur when EGTRRA ex-
pires could reduce revenues by about $40 billion: $6 billion
in2011, $15 billionin 2012, and $18 billion in 2013. (The
tax increase itself is expected to raise annual revenues by a
total of about $600 billion over those three years). To the
extent that people anticipate the tax increase and boost their
taxable income in the lower-tax years before the sunset,
revenues could be increased in those years. As a result, the
economic repercussions of the sunset are likely to reduce
revenues by less than that $40 billion over the entire 10-year
period. By contrast, the difference between reasonably
optimisticand pessimistic budget projections could amount
to more than $6 trillion over those 10 years (see Chapter 5)—
more than 100 times the difference caused by the tax increase.
Clearly, even large percentage etrors in calculating the eco-
nomic impact of the sunset would play little role in the over-
all uncertainty of long-term budget projections.

A sudden tax increase such as that caused by the expiration
of EGTRRA after 2010 mightalso risk creating a short-term
economic slowdown. CBO does not attempt to forecast the
cyclical movement of the economy more than two years
ahead, so its baseline does not contain a recession in 2010.
In the case of EGTRRA, moreover, it may not be reasonable
to expect that the sunset would cause much of a slowdown.
To the extent that disruptions would predictably affect the
unemployment rateand inflation, the Federal Reserve could
anticipate and offset those disruptions. Its task might be more
difficult, however, if tax policy remained unclear in the years
before the sunset.
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solved in the near term. (For a discussion of how war
‘might affect the U.S. economy under several alternative
military scenarios, see Chapter 5.)

Beyond 2004, CBO projects that growth of real GDP will
average 3.2 percent a year from 2005 through 2008 and
then slow to 2.7 percent a year from 2009 through 2013.
That downward trend in economic growth over the next
decade primarily reflects slower growth in the labor force
as the oldest members of the baby-boom generation begin

to retire. The unemployment rate is expected to average
5.2 percent after 2008.

CBO’s baseline projections reflect current law, which
includes the expiration of the tax-cutting Economic
Growth and Tax Relief Reconciliation Act of 2001 at the
end of 2010. Thus, in CBO’s baseline, tax rates will return
to their pre-2001 levels in 2011. The expiration of that
law will have complicated effects on the economy, al-
though those effects are small relative to the overall uncer-
tainty of the economic forecast (see Box 2-1 on pages 26
and 27). The most noticeable impact is that the growth
of real GDP is reduced in 2011 and 2012.

Recent Economic Developments

The slow recovery from the 2001 recession continues.
Consumer spending s still rising—helped by moderate
growth in wages and salaries, the contribution of lower
income tax rates to disposable income, and proceeds from
the refinancing of home mortgages, but hindered by a
decline in stock market wealth. The housing market,
fueled by low interest rates, has been a consistent source
of strength. Investment in business equipment has begun
to revive, as some of the excess capacity built up in the
late 1990s has been worked off. But that investment
remains weak because of subdued demand.

Financial Market Conditions

The Federal Reserve has eased monetary policy aggres-
sively since the beginning of 2001, including cutting the
federal funds rate by 0.5 percentage points in November
2002 (see Figure 2-2). Nevertheless, overall conditions
in financial markets have not been conducive to economic
growth. The plunge in stock values last year has substan-
tially reduced household wealth and at the same time has

raised businesses’ cost of capital. Meanwhile, overall in-
terest rates on corporate bonds have not fallen in tandem
with rates on long-term Treasury securities because in-
vestors continue to perceive businesses as having a high
risk of default. That perception has also caused banks to
keep loan standards tight for many corporate borrowers.
Those standards, along with weak demand for loans, have
contributed toa relatively large drop in bank loans to busi-
nesses, even though the banking system is in good shape.

One way to assess the impact on the economy of overall
conditions in financial markets is to use an index—such
as the one calculated by Macroeconomic Advisers (MA),
a private forecasting firm—that combines the stance of
monetary policy with a quantitative assessment of the
channels through which that policy operates. MA’s index
draws on statistical relationships between GDP and finan-
cial variables such as interest rates, exchange rates, and
measures of the stock market. It suggests that despite the
Federal Reserve’s policies, financial market conditions
deteriorated sharply in 2002 (see Figure 2-3). The stimula-
tive effect of the decline in short-term interest rates has
been more than counteracted by the drop in the stock

igure 2-2.
The Federal Funds Interest Rate
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Note: Thefederal funds rate isthe interest rate that banks charge for overnight
loans.
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fi_gure 2-3.
An Index of Monetary and
Financial Conditions

Percentage Points of GDP Growth

1997 2002

Sources: Congressional Budget Office; Macroeconomic Advisers, LLC.

Note: The index measures how financial variables such as interest rates,
exchange rates, and the stock market affect the growth rate of real
(inflation-adjusted) GDP.

market and the still-elevated interest rates on corporate
bonds, especially for riskier companies.

Although the Federal Reserve acted quickly and aggres-
sively to bolster the economy in 2001—before the reces-
sion was generally acknowledged—by early in 2002 its
rate-cutting cycle appeared to have ended. The March
2002 statement of the Federal Open Market Committee
(FOMC) noted that with a recovery under way, risks to
its twin goals of price stability and sustainable economic
growth had become balanced. By the committee’s August
meeting, however, the recovery seemed to be in danger
of stalling, and the FOMC shifted back toward the view
that risks were more heavily weighted toward economic
weakness than toward inflation. That shift was followed
by a cut in the target federal funds rate (to 1.25 percent)
in early November, when the FOMC cited “greater uncer-
tainty, in partattributable to heightened geopolitical risks,

. currently inhibiting spending, production, and
employment.” The FOMC suggested that after the
November cut, risks were once again in balance; as of mid-
January, financial markets believe that further rate reduc-
tions are unlikely.

THE ECONOMIC OUTLOOK

The stimulative effect of that monetary policy has been
partly offset by a moribund stock market. The market
typically rises at the beginning of a recovery, but the
broad-based Standard & Poor’s 500 index fell by 23
percent last year—the third consecutive year of decline.
Analysts believe that decline was caused not only by uncer-
tainty about the viability of the recovery but also by new
concerns about corporate governance and the integrity
of corporate earnings reports.

The corporate bond market has also counterbalanced some
of the stimulative impact of monetary policy, as rates on
corporate bonds have fallen less than interest rates on
Treasury bonds of comparable maturity. In fact, the
spread berween interest rates on Treasury bondsand rates
on corporate bonds—including those of investment
grade—has increased to levels not seen since the early to
mid-1980s (see Figure 2-4). The bond market is still
plagued by the lingering effects of the late 1990s boom
and its aftermath, when a number of once-high-flying
firms (such as Enron and WorldCom) wound up de-
faulting. Through the end of 2002, credit-rating firms
continued to issue more downgrades than upgrades. That

Figure 2-4.
Interest Rate Spreads on
Corporate Bonds
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Sources: Congressional Budget Office; Federal Reserve Board.

Note: These spreads measure the difference between interest rates on corpo-
rate bonds with an Aaa or Baa rating and interest rates on 10-year
Treasurynotes. The higher the spread, the riskier that investors believe
corporate bonds to be.
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situation, along with the perception that default risks are
still high, is keeping the spread between interest rates wide,
in contrast to the marked narrowing that typically occurs
during the early stages of a recovery. Although conditions
in the bond marketappear to be stabilizing, any improve-
mentin that market remains tentative, hampered by un-
certainty about the durability of the recovery.

Even so, less risky industrial and financial borrowers can
still raise funds in credit markets, albeit subject to those
wide spreads. The level of net new issues in the domestic
bond market (although down by 26 percent from its high
in 2001) amounted to nearly $500 billion during the first
three quarters of 2002. New debt backed by collateral
amounted to another $360 billion, up by 12 percent from
ayear earlier. Insurance companies and mutual funds have
been significant buyers of corporate bonds, and foreigners
remain substantial purchasers.

The banking system as a whole is healthy, although lend-
ing standards are still tight. Unlike in the early 1990s, few
banks face difficulties from inadequate capitalization. In
fact, bank capitalization has improved since the start of
the recession. Nevertheless, banks have tightened their
standards and terms of lending in the face of heightened
uncertainty about the economy. Consequently, overall
bank lending has grown at a tepid pace—one that i char-
acteristic of recessions and early recoveries rather than ex-
pansions.

The Household Sector

Spending by households held up well last year despite the
continued drop in the stock market. Real personal con-
sumption expenditures rose at an average annual rate of
3 percent during the first three quarters of 2002, only
abouthalfa percentage point less than the average growth
rate during the post-World War I period. (Those expen-
ditures rose ataslightly higher rate, 3.1 percent, excluding
spending on motor vehicles and parts.) In the fourth
quarter of 2002, nominal retail and food-service sales grew
by only 1.2 percent overall—but by astronger 4.4 percent
excluding motor vehicles and parts.! Both new and exist-
ing home sales reached record highs in 2002.

1. Data on real personal consumption expenditures for the fourth
p p p
quarter of 2002 were not available when this report went to press.

Figure 2-5,
Employment in the Private
Nonfarm Sector
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Sources: Congressional Budget Office; Department of Labor, Bureau of Labor
Statistics.

Household spending last year was bolstered by strong
gains in disposable income, rising home values, near-
record-low mortgage rates, and sales incentives for motor
vehicles. Moderate growth in wages and salaries supported
the growth of disposable income, which received a sharp
boost from lower income tax payments. The continued
rise in home values in many areas, combined with low
mortgage interest rates, encouraged homeowners to refi-
nance their mortgages to reduce their interest costs. Many
homeowners also took out some equity from their homes
when they refinanced so they could spend more on con-
sumer goods and home improvements or repay other
debrs. Particularly attractive sales incentives boosted auto-
mobile purchases at the end of 2002. Strong growth in
household borrowing, despite the opportunity to reduce
debt-service burdens through refinancing, led to a slight
deterioration in the financial health of households last
year.

Employment and Income. A slight decline in employment
was the reason that wages and salaries grew only moder-
ately last year. Private nonfarm payroll employment de-
creased by 0.4 percent (or 438,000) between December
2001 and December 2002, despite the growth in real
output (see Figure 2-5). Although employment appeared
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to stabilize during the middle of 2002, it began declining
again, with a net 189,000 jobs lost in November and
December. The manufacturing sector, which accounted
for much of the total employment loss, continued to shed
jobs at the end of last year, albeit at a slower pace than
during the recession. Manufacturing employmentlooked
poised for recovery in the spring of 2002, as the average
workweek rose from its low of late 2001 and the pace of
job loss slowed. After that, however, the gains in average
weekly manufacturing hours disappeared, and the rate
of job loss quickened. The temporary-help industry
exhibited modest increases throughout the spring and
summer of 2002, but they mostly evaporated late in the
year. Employment in services (excluding temporary help)
has resumed growing, but at a pace that is slower than
typically occurs during a robust recovery.

Despite a choppy monthly pattern, the broad movement
in the unemployment rate reflects the weak employment
picture. That rate reached a cyclical high of 6.0 percent
in April 2002, up from an average of just 4.0 percent in
2000 (see Figure 2-6). The unemployment rate subse-
quently declined to 5.6 percent before climbing back to
6.0 percent at the end of 2002.

Figure 2-6.
Civilian Unemployment Rate
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Figure 2-7.
Growth in Disposable Income
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In spite of the decline in employment, real wage and salary
income has begun increasing, offering modest support
for household spending (see Figure 2-7). Wages and sal-
aries in the private sector rose atan annual rate of 3.1 per-
cent in the second quarter of 2002 and 3.7 percent in the
third quarter; they appear to have risen ata 3 percent to
4 percent rate in the fourth quarter. Because productivity
is growing rapidly, employers have been able to increase
workers’ real hourly wages without hampering profits.
That wage growth has outstripped price increases (con-
sumer price inflation is running in the 2 percent to 2.5
percent range), which has allowed for a modest recovery
in households” purchasing power.

In addition to higher wages and salaries, lower tax pay-
ments substantially augmented the growth of disposable
income and supported consumer spending in late 2001
and 2002. Most households received tax rebates in the
third quarter of 2001 (up to $600 for joint tax returns).
At the same time, a decline of 1 percentage point in tax
rates for people in the 28 percent and higher brackets went
into effect. Beginning in January 2002, rates of withhold-
ing from paychecks were adjusted to take into account
the new 10 percent bracket. Those various tax cuts re-
duced tax payments by about $67 billion in calendar year
2002. The amount of taxes owed by households fell sig-
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nificantly more than that, however, because of the weak
economy, reduced realizations of stock options and capital
gains, and fewer people in the highest tax brackets.

In all, real disposable personal income rose at an annual
rate of 7.0 percent between the fourth quarter of 2001
and the third quarter of 2002—a stronger pace than in
most past recoveries. More than half of that growth re-
sulted from lower tax payments rather than higher pretax
income. Unless lawmakers reach agreement on current
proposals for additional fiscal stimulus, tax cuts will not
provide further stimulus this year. In that case, additional
increases in disposable income will have to come mainly
from improved labor market conditions and wage gains.

Household Net Wealth. The continued drop in the stock
market further eroded the net wealth of households last
year (see Figure 2-8). Between the end of 2001 and the
third quarter of 2002 (the latest data available), net house-
hold wealth dropped by $2.8 trillion because of the de-
clinein stock prices. That decline probably reduced nomi-
nal consumer spending by around $100 billion, or slightly
less than 1% percent. Given the small rise in the stock
market at the end of 2002, it seems likely that net wealth
did not deteriorate further in the fourth quarter.

Thus far, the personal saving rate has not responded
noticeably to lastyear’s drop in net wealth, and the possi-
bility exists of a sharp rise in the saving rate (and a con-
comitant decrease in consumer spending), which would
reduce economic growth. That risk is not included in
CBO’s forecast (see Box 2-2).

The effect of falling stock prices on household wealth has
been counteracted, toa limited degree, by rising housing
prices. In the third quarter of 2002, prices of single-family
homes were 6.2 percent higher than in the same quarter
ayear earlier, according to the Office of Federal Housing
Enterprise Oversight. Those high housing prices have
combined with low interest rates to trigger a boom in
mortgage refinancing. Refinancing activity last year sur-
passed the record pace of 2001 by 37 percent. When
homeowners refinance mortgages, many of them convert
some of their accumulated housing equity into cash. Sur-
vey data indicate that roughly half of those proceeds are
typically used for either consumer spending or home im-
provements. Thus, the refinancing boom probably con-

tributed a few tenths of a percentage point to last year’s
growth in personal consumption spending.

The Financial Health of the Household Sector. Con-
sumers’ financial health has eroded slightly, and house-
holds are more indebted than they were before the 2001
recession. As a result, the household sector is vulnerable
to financial problems should the growth of income falter.

Real household debt has risen much faster than is norm-
ally seen during a recession and early recovery. The growth
of real mortgage debt continued to accelerate in 2002,
to its fastest pace since 1990, and consumer credit grew
a bit more slowly than disposable personal income. Be-
cause interest rates have stayed low, the rapid rise in debt
has notincreased households’ debt-service burden mark-
edly. But that burden has not fallen, as it typically does
during and immediately after a recession.

The rate of delinquencies on conventional mortgages has
increased in the past few years (although it is lower than
in the 1981-1982 recession and about the same as during
the 1990-1991 recession). The delinquency rate is espe-
cially large on higher-risk FHA loans (see Figure 2-9).

f_igure 2-8.
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Box 2-2.
The Wealth Effect and Personal Saving

The unusually low rate of personal saving in recent years
prompts concern about the strength of consumer spending
in 2003. Between 1994 and 1999, the personal saving rate
(personal saving as a percentage of disposable income) aver-
aged only 4.7 percent, considerably below the average of
8.7 percent before 1994. Economists believe that a key
reason for that low rate was a tremendous increase in stock
prices and thus in consumers’ net wealth. Between 1993
and 1999, consumers’ net wealth rose by an astounding
$18.3 trillion, and the ratio of net wealth to disposable per-
sonal income grew from 4.9 to 6.4—the highest level since
atleast 1952. That sharp rise in wealth allowed consumers
to increase their spending faster than their income rose,
causing the personal saving rate to plummet—from 7.1 per-
cent in 1993 to 2.6 percent in 1999. Since 1999, by con-
trast, consumer net wealth has fallen markedly, and the ratio
of net wealth to income has declined neatly to its value in
1993. But the personal saving rate has not risen to anywhere
near its 1993 level. If consumers curtail their spending in
an attempt to raise their saving rate to levels typically seen
before the 1990s, they could undermine the economic
recovery.

Current data, however, suggest that the personal saving rate
may not return to the levels that prevailed before the 1990s.
The reason is that the relationship between the personal
saving rateand the ratio of consumers’ net wealth to dispos-
able income seems to have undergone a fundamental shift.
That change is visible in the figure at right. The higher
group of data points shows the relationship between the sav-
ing rate and the wealth-to-income ratio from 1952 to 1993;
the lower set of points shows that relationship from 1994
10 2002. Trend lines drawn through the two groups of data
points illustrate the shift. Although the wealth-to-income
ratio in the third quarter of 2002 (4.9, the latest figure
available) is within the 1952-1993 range of values, the
personal saving rate in that quarter (3.8 percent) is below
even the post-1993 trend.

Why the relationship shifted in 1994 is unclear. One possi-
bility is that the change is a statistical artifact that will disap-
pearin future data revisions. In recent years, the Department
of Commerce’s Bureau of Economic Analysis has frequently
revised the saving rate upward on the basis of more complete
dataand other changes when itannually revises the national
income and product accounts.

Personal Saving Rate Versus Net Wealth
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Sources: Department of Commerce, Bureau of Economic Analysis;
Federal Reserve Board.

Another possibility is that changes in the markets for con-
sumer credit and mortgage loans have made it easier and
cheaper for consumers to borrow. As a consequence, con-
sumers do not need to save as much in advance for purchases
and for down payments on homes.

The shift does not appear to depend on the definition of the
personal saving rate. The saving rate used in the figure is the
measure from the national income and product accounts.
It considers saving to be all income from current production
that is not spent on consumer goods and services, interest
paid by persons, and personal transfer payments to the rest
of the world. A different measure comes from the flow-of-
funds accounts maintained by the Federal Reserve Board.!
That measure defines personal saving as the household
sector’s net acquisition of financial assets plus the net
investment in tangible assets minus the net increase in liabili-
ties. A shift is apparent using that measure. Other measures
of personal saving do not appear to explain the shift either.”

1. Board of Governors of the Federal Reserve System, Flow of
Funds Accounts of the United States (December 5, 2002).

2. Examples of other measures are described in Maria G. Perozek
and Marshall B. Reinsdorf; “Alternative Measures of Personal
Saving,” Survey of Current Business (April 2002), pp. 13-24.
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Figure 2-9.
Mortgage Delinquency Rates
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However, mortgage delinquencies and foreclosures appear
to be lagging indicators, so they may peak soon if the
economy continues to recover. Indeed, mortgage delin-
quency rates edged down in the third quarter of 2002.

The delinquency rate ona broad range of consumer loans
at commercial banks, by contrast, is lower than it was at
the start of the 2001 recession. That relatively better rate
may reflect the fact that households used some of the
proceeds from refinancing mortgages to pay down con-
sumer loans. In addition, banks have kept a tight rein on
standards and terms of such loans, helping to minimize
delinquencies. Nevertheless, the delinquency rate on credit
cards surged in 2001 and remained at a very high level
in 2002, suggesting credit problems among some bor-
rowers (see Figure 2-10).

The Housing Market. The market for housing has been
a source of strength in this recovery. Real residential
investment surged to all-time highs in each of the first
three quarters of 2002, and housing starts for the year as
awhole were at their highest level since 1986. Moreover,
sales of both new and existing single-family homes reached
record levels in 2002 (see Figure 2-11). Those sales have
been fueled by the lowest mortgage rates since the 1960s

(see Figure 2-12). According to Freddie Mac, late in 2002,
interest rates were just above 6 percent for 30-year fixed-
rate mortgages, around 5.5 percent for 15-year fixed-rate
mortgages, and between 4 percent and 4.25 percent for
one-year adjustable-rate mortgages. All of those rates were

abour a percentage point lower than they were early in
2002.

Several indicators suggest, however, that the housing
market may decelerate soon. Nationally, the increase in
housing prices has slowed, suggesting lower growth in
demand, and prices in some areas have begun to decline.
Some analysts suggest that housing prices may have risen
by more than the underlying conditions of supply and
demand warrant, at least in some metropolitan areas,
which means that prices in those areas could fall. In addi-
tion, the rise in delinquencies among high-risk borrowers
could cause mortgage lenders to tighten credit terms and
standards for such borrowers.

Motor Vehicles. Purchases of cars and light trucks have
been another important element bolstering consumer
spending over the past year. After the terrorist attacks of
September 11, 2001, automakers feared that consumers
would stop buying major items such as cars. To prevent

]_-'_i_g_ure 2-10.
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_Fi_gllre 2-11.
Sales of New Homes
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that from happening, General Motors offered its cus-
tomers zero-interest financing beginning in October 2001;
Ford and the Chrysler unit of Daimler-Chrysler quickly
matched that offer. As a result, sales of cars and light trucks
reached a near-record level that month—an annual rate
of 21.1 million vehicles—and remained at high levels
throughout most of 2002 (see Figure 2-13). Some industry
observers fear that those incentives may soon lose much
of their impact, but vehicle sales remained strong at the
end of 2002.

The Corporate Sector

Whereas spending by the household sector has helped the
economy recover, weakness in the corporate sector re-
strained growth last year. Excess capacity, weak corporate
profits, the high cost of raising funds for investment in
either the stock or bond market, sluggish growth of final
sales, and pervasive uncertainty have all inhibited com-
panies from making new investments in plantand equip-
ment, rebuilding inventories, and restoring the growth
of employment.

Corporate investment has been on a roller-coaster ride in
recent years. It grew explosively during the late 1990s,
fueled by rising stock prices, strong growth in demand,
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and excessive investment in information technology (com-
puters, software, and telecommunications equipment).
Real investment in producers’ durable equipment and
software surged ata rate of 11.6 percenta year, on average,
between 1994 and 2000. Although much of that growth
came from purchases of computers and software
(prompted in part by rapid declines in quality-adjusted
computer prices), other investment in producers’ durable
equipment rose at a healthy pace.

In late 2000, however, investment growth slowed sharply
as stock prices fell and businesses began to pull back from
investing in information technology. In 2001, investment
in overall producers’ durable equipment and software de-

clined by 6.4 percent. Investment in nonresidential struc-
tures (which had stayed strong through the summer of
2000 before declining in early 2001) plummeted at an
annual rate of 30 percent in the fourth quarter of 2001

and continued to fall at double-digit rates throughout
2002. Today, equipment investment appears to be recov-
ering modestly, mainly because businesses have eliminated
much of the overhang of excess investment in information
technology built up during the boom years. Nonetheless,

business fixed investment is unlikely to return to the high

Figure 2-12.
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Figure 2-13.
Sales of Cars and Light Trucks
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share of GDP that it constituted in the late 1990s, because
the factors that caused that share are not expected to recur
on a sustained basis.

Animportant factor inhibiting a revival of investment so
far is excess capacity. The rate of capacity utilization in
manufacturing plunged from 82.2 percent in the first half
of 2000 to 73.4 percent in the fourth quarter of 2001,
driven by a declinein demand for goods (see Figure 2-14).
That drop left the capacity utilization rate considerably
lower than during the 1990-1991 recession (when it fell
only to around 78 percent), though not as low as during
the 1973-1975 and 1981-1982 recessions.

Confronted with so much excess capacity, businesses not
only delayed expanding their capacity but did not fully
replace existing capacity as it depreciated. Robust growth
of productivity during late 2001 and early 2002 further
reduced the need to replace depreciating capacity. During
2002, modest growth in demand encouraged businesses
to replace a bit more of their depreciating capacity, exem-
plified by the rebound in computer purchases. However,
any investment aimed at expansion awaits further im-
provement in demand. Investment in structures is likely

to be the last part of corporate investment to recover, given
elevated vacancy rates for offices.

Corporate profits have begun growing again, but weakly.
Their performance so far in this recovery sharply contrasts
with the strong rebound in profits typical of most recov-
eries. The current weakness reflects a slow recovery and
declining output prices in much of the nonfinancial corpo-
rate sector. If that subpar recovery continues, the growth
of profits is likely to stay unusually slow for several quar-
ters, and corporate profits as a share of GDP will remain
low until the middle of this year or later.

Despite the Federal Reserve’s accommodative monetary
policy, businesses’ cost of capital has actually risen. That
rise stems mainly from declines in stock prices, which
make it more difficult and costly to pay for investment
by issuing stock. In addition, increasing spreads between
interest rates on most newly issued corporate bonds and
rates on Treasury bonds of similar maturities have offset
some of the impact of the Federal Reserve’s actions on the
cost of debt (see Figure 2-4 on page 29). With many “dot-
com” firms defaulting after the technology boom faded,
more-speculative ventures now have trouble getting

funded.

fi_gure 2-14.
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Figure 2-15.
Business Investment in Inventory
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A provision of the March 2002 economic stimulus law
has temporarily reduced the cost of capital but has not
offset the impact of declining stock prices. That provision
allows firms to partially expense some of their new invest-
ment for tax purposes (thus augmenting the tax benefits
from existing rules, which already allow tax depreciation
that is usually much more favorable than the estimated
value of true economic depreciation). The new provision
was made retroactive to September 11, 2001, and is
scheduled to expire in September 2004. CBO estimates
that it will add 1 percentage point to the growth of busi-
ness fixed investment, on average, in 2002 and 2003. The
effect could be much greater in 2004 as firms speed up
planned investment projects to take advantage of the accel-
erated depreciation allowance before it expires.

Afier drawing down inventories rapidly in 2001, businesses
have now cautiously begun to rebuild them (see Figure
2-15). The average ratio of inventories to sales has fallen
over the past 20 years as manufacturers and retailers have
adopted better inventory-management techniques. Those
ratios typically rise shortly before and during a recession
(as falling demand leaves producers with more inventory
than they had planned) and decline when the economy
begins to recover. The ratio rose only slightly in 2000,
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however, and then fell sharply in late 2001 and early 2002.
Even allowing for the historical trend and for continuing
improvements in inventory management, inventories cur-
rently appear to be lower than most firms desire. Conse-
quently, CBO expects inventory rebuilding to atleast keep
pace with any upturn in sales.

The International Situation

Although foreign economies will grow faster this year than
in 2002, on average, the outlook for growth overseas has
dimmed since last summer, when CBO’s previous eco-
nomic forecast was published. The near-term outlook
points toward only weak recoveries in Japan and Germany,
and many South American economies continue to battle
the fallout from financial crises. Just a handful of the
United States’ major trading partners—namely, Canada,
South Korea, and China—have economies that are grow-
ing at healthy rates.

Because of weaker foreign growth last year and the rela-
tively high exchange value of the dollar at the beginning
of thatyear, the U.S. current-account balance fell sharply
in 2002 (see Figure 2-1 6).2 The dollar also trended
downward, falling from a high of 1.16 euros to the dollar
toabout 0.98 in December 2002. According to the Federal
Reserve, the dollar fell by 7 percent in 2002 against a
trade-weighted basket of major currencies.

Global Economic Conditions. Fconomic recoveries around
the world have largely stalled since last summer. Growth
in the euro countries has been slow, and that weakness
is generally expected to continue. As unemployment in
those nations edges higher, consumers are reining in
spending. Investment there is hampered by low domestic
demand, excess capacity, stock market weakness, and
heightened global uncertainties. The growth of exports
is likely to be curtailed by the euro’s rise against the dollar
late in 2002. The euro countries with the two largest

2. The current-account balance is the net revenues thar arise from
a country’s international sales and purchases of goods and services
plus its net international transfers (public or private gifts or
donations) and net factor income (primarily capital income from
foreign property owned by residents of that country minus capital
income from domestic property owned by nonresidents). The
current-account balance differs from net exportsin that itincludes
international transfers and net factor income.
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Egure 2-16.
The Current-Account Balance
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Sources: Congressional Budget Office; Department of Commerce, Bureau of
the Census.

economies—Germany and France—have budget deficits
thatarealready near or above the limit (3 percent of GDP)
set by the European Union’s growth and stability pact;
thus, they have little room for fiscal stimulus. In Decem-
ber, the European Central Bank cut its interest rate target
by 0.5 percentage points after keeping that target at 3.25
percent throughout 2002. Although the cut will help
bolster the region’s economy to some extent, it will not
be enough by itself to produce a significant acceleration
in growth.

The Japanese economy had staged a rebound since the first
quarter of 2002 but is again showing signs of weakening.
It continues to be depressed by low demand for invest-
ment, ballooning government debt, massive nonperform-
ing bank loans, and entrenched deflation. The plight of
the economy has apparently prompted the Japanese gov-
ernment to renew its efforts to tackle the deepening bank-
ing crisis, but whether those efforts will be sufficient to
revive economic growth is unclear.

Conditions in the rest of the world are mixed. The eco-
nomic turmoil in South America has recently stabilized,
but the region remains vulnerable to shocks. Argentina’s
economy has been in recession for more than four years
and is still having difficulty gaining access to external

credit. Brazil continues to face an uphill battle to tame
inflation, control its budget deficit, and maintain investor
confidence. One bright spot for the world economy has
been the performance of much of East Asia (outside
Japan). Its strong growth last year reflected healthy con-
sumer spending and higher exports. Closer to home,
Canada is clearly the best-performing economy among
the G-7 nations, with surging consumer spending drawing
strength from a healthy labor market and a buoyant hous-
ing market. And although Mexico’s economy was hit
harder than Canada’s by the U.S. economic downturn,
it has avoided the crisis that has engulfed much of South
America.

The U.S. Exchange Rate. Last year’s decline in the value
of the dollar is a helpful development toward resolving
the growing imbalance of the U.S. current-account deficit.
For years, many analysts have been concerned about the
implications of the growth in that deficit, which now
amounts to almost 5 percent of GDP. At that level, fi-
nancing the current account requires that the United
States attract a large net inflow of capital to avoid a sharp
decline in the dollar. If investors decided to pull back their
investmentin dollars suddenly, the currency’s value would
fall sharply, disrupting financial stability and economic
growth.

Although a plunge in value remains a risk, the dollar is
unlikely to collapse, in CBO’s view, for at least four rea-
sons. First, investment opportunities are still better in the
United States than in most other developed countries, as
reflected in the stronger U.S. output and productivity
growth. Second, some foreign governments may prefer
to keep their currencies low relative to the dollar because
they rely on exports to the United States to stimulate
economic growth. Third, the outflow of interest, profits,
and dividends on net foreign investment in the United
States continues to represent a negligible fraction of GDP.
Andfinally, the dollar’s status as a reserve currency should
dampen abrupt changes in its value. Thus, CBO expects
that the dollar will continue to decline in an orderly rather
than an abrupt fashion. Over the next few years, a com-
bination of gradual depreciation in the dollar, moderate
U.S. growth, and a gradual acceleration in the growth of
domestic demand overseas should keep the U.S. current-
account deficit from growing much more as a share of

GDP.
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Government Spending

Spending by both the federal government and state and
local governments helped buoy the economy in 2002. But
the growth of state and local spending is likely to slow
dramatically this year, and unless current law changes
significantly, the growth of federal spending will ease.

Federal spending—measured in the national income and
productaccounts (NIPAs) as real federal government con-
sumption and investment expenditures excluding deprecia-
tion—was more than 9 percent higher in the third quarter
0f 2002 than in the same period a year earlier. Defense
spending accounted for the bulk of that increase. Under
current law, however, the growth of federal spending is
slated to slow during both 2003 and 2004. (For more
details on the outlook for federal spending, see Chapter 4.)

The fiscal positions of states and localities continued to
worsen last year because of the weak stock marketand slow
recovery from the 2001 recession (see Figure 2-17). Their
total deficit (according to the NIPA measure, which
includes both operating and capital budgets) is the largest
as a share of potential GDP that it has been since World
Wear I1. The growth of total state and local spending for

Ei_gure 2-1 7.-
The Fiscal Positions of State
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Sources: Congressional Budget Office; Department of Commerce, Bureau of
Economic Analysis.
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transfer payments, wages and salaries, and other operating
costs as well as for capital improvement projects has
slowed. However, revenues, which had faltered even before
the recession, weakened much more in 2001 and 2002
than spending did, widening deficits. State and local reve-
nues dropped for much the same reason that federal
revenues fell —the weakening economy, the declinein the
stock market, and reductions in tax rates—even though
states and localities depend on income tax revenues less
than the federal government does.

The various actions that state and local governments are
taking to address their budget deficits will restrain growth
this year and next year. Some freezes or cuts in spending
and increases in taxes have already been put in place, and
others are likely during the rest of 2003. Most states have
fiscal years that begin in July, so some of the restraint may
not be felt until the second half of this year. Overall, state
and local spending (excluding transfer payments) is likely
to grow by only 1 percent this year in real terms, in
contrast to the 2 percent growth seen in 2002 and the
4 percent to 6 percent growth that occurred during the
1998-2001 period.

Inflation

Excluding energy and food prices (which are often vola-
tile), core consumer price inflation, as measured by the
CPI-U, steadily eased last year (see Figure 2-18). Other
core measures of prices—the price index for personal con-
sumption expendituresand the GDP price index excluding
food and energy—also grew more slowly.

The immediate cause of that lower inflation was a slow-
down in the growth of demand during the recession.
However, the stage was set by several other factors: the
massive expansion of productive capacity that occurred
during the late 1990s, both in the United States and
abroad; steady improvements in labor productivity even
in the face of the recent slowdown; and the low-inflation
policy of the Federal Reserve. Various measures of excess
capacity—capacity utilization in manufacturing, theun-
employment rate, commodity prices—indicate that the
U.S. and world economy can more than fill demand at
current prices and that excess capacity is likely to continue
holding inflation down this year.
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f_igure 2-18.
Inflation in the Consumer Price Index
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Prices of goods and services have moved in opposite
directions in recentyears. The core index for goods prices
in the CPI-U fell by 1.5 percent over the past 12 months
—the first such decline since the 1960-1961 recession.
In contrast, the core index for services prices rose by 3.4
percent. That growth was dominated by what the Bureau
of Labor Statistics calls rent of shelter, which increased
by 3.0 percent over the past year, and by the costs of
medical care and tuition, which grew by about 5 percent
and 6 percent, respectively.’ Rent of shelter alone accounts
for some 40 percent of the core measure of consumer price
inflation, and the behavior of rental costs has buoyed
measured inflation. If such rentis excluded from the CPI-
U along with food and energy, prices grew by only about
1 percent in 2002.

CBO’s Economic Forecast
for 2003 and 2004

CBO forecasts that the economic recovery will continue
at 2 moderate pace this year and next year, with little

3. The rent of shelter category comprises not only rental payments
for apartments and other housing but also the implicit rental price
of owner-occupied housing, payments for lodging away from home,
and the cost of tenants’ and household insurance.

inflationary pressure (see Table 2-2). That forecast reflects
CBO’s view that consumer spending will grow modestly
and that business investment will pick up significantly
during the second half of 2003. In that view, stimulus
from the Federal Reserve’s accommodative monetary
policy will help keep the recovery going.

That near-term outlook contains a significant amount of
uncertainty, however, because of lingering aftereffects from
the investment bubble of the late 1990s and heightened
uncertainty about geopolitical events. Thus, outcomes
better or worse than CBO foresees for the next two years
cannot be ruled out. Changes in the confidence of con-
sumers, businesses, and investors could affect the near-
term outlook, as could growth in foreign economies that
is stronger or weaker than anticipated. For example, it re-
mains unclear when businesses will feel that they can begin
to add capacity. Beyond its direct effect on investment,
business confidence is likely to play an important role in
the recovery of employment and, hence, household in-
come. One factor that may be affecting confidence is

Table 2.2,

CBO’s Economic Forecast
for 2003 and 2004

Estimated Forecast
2002 2003 2004

Fourth Quarter to Fourth Quarter

(Percentage change)

Nominal GDP 4.2 4.7 5.6
Real GDP 2.7 3.0 3.7
GDP Price Index 14 1.6 19
Consumer Price Index®

Overall 2.3 2.1 22

Excluding food and energy 2.1 20 22

Calendar Year Average

Real GDP (Percentage change) 2.4 25 3.6
Unemployment Rate (Percent) 5.8 59 5.7
Three-Month Treasury Bill Rate

(Percent) 1.6 14 35
Ten-Year Treasury Note Rate

(Percent) 46 44 5.2

Sources: Congressional Budget Office; Department of Commerce, Bureau of
Economic Analysis; Department of Labor, Bureau of Labor Statistics;
Federal Reserve Board.

2. The consumer price index for all urban consumers.
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the ongoing risk of further terrorist acts and of war. (Risks
of war are discussed in more detail in Chapter 5.)

Real GDP and Employment

Consumer spending is expected to rise at a steady but
moderate rate over the next two years, consistent with the
growth of disposable income. Several factors are restraining
the growth of consumer spending: the waning impact of
sales incentives on purchases of cars and light trucks, the
drop in the stock market during the second half of 2002,
and a smaller expected boost from households’ obtaining
additional cash through mortgage refinancing. Consumers
havealready spenta considerable amount on automobiles,
calling into question their demand for additional purchases
over the nextyear. The drop in stock prices last year erased
more than $2 trillion from household wealth, and even
though stocks rebounded slightly from their summerlows
by the end of 2002, the value of household stock portfolios
is still below the level of last June. Mortgage refinancing,
which achieved record levels in 2002, is unlikely to repeat
that performance this year, particularly because mortgage
interest rates are likely to rise.

Business investment will be the fastest growing component
of GDP this year, CBO forecasts. However, such invest-
mentwill probably not return to the rapid pace of the late
1990s because financial markets have a more tempered
view of growth prospects, particularly for the information
technology industry. Businesses have let their inventories
shrink in the face of financing difficulties and uncertainty
about the strength of demand. If, however, signs of firmer
demand appear this year, businesses are likely to restock
their shelves ata faster pace. Similarly, companies cut back
investment in 2001 and 2002 to bring capacity more in
line with softening demand. As real growth of demand
picks up in 2003 and 2004, investment, especially in new
equipmentand software, will also bounce back. Spending
on business structures has yet to recover, in light of still-
high office vacancy rates, and may not do so until late this
year.

CBO’s forecast also assumes that the U.S. current-account
balance will continue to deteriorate as a share of GDP in
2003 before turning around modestly next year. That
pattern results mainly from the expectation that the
United States will grow faster than its major trading
partners this year. CBO also expects the dollar to weaken
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slightly through the end of 2004, which is likely to prompt
some switching of demand from foreign goods and
services to U.S. ones.

CBO’s forecast for the growth of GDP implies a slow but
steady increase in employment this year and a slightly
faster increase next year. That pace of employment growth
will probably not be sufficient to lower the unemployment
rate this year, but it should prevent that rate from rising
significantly. As a result, CBO forecasts that the unem-
ployment rate will remain close to 6 percent through the

middle of 2003 and fall slightly by the end of next year.

Inflation and Interest Rates

CBO’s moderate outlook for economic activity suggests
little inflationary pressure in 2003 and 2004. Inflation,
as measured by the CPI-U, is expected to increase by 2.1
percent this year and by 2.2 percent next year, compared
with 2.3 percent growth in 2002. (Excluding food and
energy prices, CPI-U inflation will grow by 2.0 percent
this year and 2.2 percent in 2004, close to its 2.1 percent
rate of last year.) The GDP price index will rise by 1.6
percent this year and 1.9 percent next year.

Underlying that forecast is the assumption that only part
of the economy’s remaining excess capacity will be elimi-
nated this year, given the modest outlook for growth of
demand both in the United States and around the world.
Therefore, downward pressure on prices is likely to
continue, even though import prices may increase in
response to the recent and anticipated declines in the
dollar. The risk remains, of course, that oil prices could
be much higher or lower than the $26-$30 range assumed
in this forecast and that overall inflation could reflect
oscillations in oil prices. However, downward pressure
on the core rate of inflation would probably persist.

CBO assumes that short-term interest rates will remain
at their currently low levels until late this year, when the
Federal Reserve is likely to raise its target for the federal
funds rate in the face of stronger growth. The interest rate
on three-month Treasury bills is forecast to decline from
an average of 1.6 percent in 2002 to 1.4 percent this year
and then jump to 3.5 percent in 2004. The rate on 10-year
Treasury notes is expected to decrease from 4.6 percent
in2002 t0 4.4 percent in 2003 and then rise to 5.2 percent
next year.

41
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Table 2-3.

Comparison of Blue Chip’s and
CBO’s Forecasts for Calendar
Years 2003 and 2004

Estimated Forecast
2002 2003 2004

Nominal GDP (Percentage change)

Blue Chip high 10 5.4 6.7
Blue Chip consensus 45 5.5
CBO 3.6 4.2 5.4
Blue Chip low 10 37 44
Real GDP (Percentage change)
Blue Chip high 10 34 43
Blue Chip consensus 28 3.6
CBO 2.4 25 3.6
Blue Chip low 10 23 3.0
GDP Price Index
(Percentage change)
Blue Chip high 10 2.1 25
Blue Chip consensus 1.6 19
CBO 1.1 1.6 1.7
Blue Chip low 10 1.1 13
Consumer Price Index®
(Percentage change)
Blue Chip high 10 2.6 2.7
Blue Chip consensus 22 2.3
CBO 1.6 23 2.2
Blue Chip low 10 1.7 L7
Unemployment Rate (Percent)
Blue Chip high 10 6.2 6.0
Blue Chip consensus 5.9 5.5
CBO 5.8 5.9 5.7
Blue Chip low 10 5.6 5.1
Three-Month Treasury Bill Rate
(Percent)
Blue Chip high 10 1.9 3.9
Blue Chip consensus 1.6 29
CBO 1.6 1.4 3.5
Blue Chip low 10 1.2 1.9
Ten-Year Treasury Note Rate
(Percent)
Blue Chip high 10 49 6.0
Blue Chip consensus 4.5 5.2
CBO 4.6 4.4 5.2
Blue Chip low 10 4.1 4.5

Sources: Congressional Budget Office; Department of Labor, Bureau of Labor
Statistics; Federal Reserve Board; Aspen Publishers, Inc., Blue Chip
Economic Indicators (January 10, 2003).

Note: The Blue Chip high 10 is the average of the 10 highest Blue Chip
forecasts; the Blue Chip consensus is the average of the nearly 50
individual Blue Chip forecasts; and the Blue Chip low 10 is the average
of the 10 lowest Blue Chip forecasts.

a. The consumer price index for all urban consumers.

A Comparison of Two-Year Forecasts

CBO’s current two-year outlook is similar to the latest
Blue Chip consensus forecast, an average of roughly 50
private-sector forecasts (see Table 2-3). CBO’s estimate
of real GDP growth is slightly lower than the Blue Chip’s
for 2003 and identical for 2004. CBO expects slightly
higher unemployment in 2004 than the Blue Chip con-
sensus does. The two forecasts are very similar in their esti-
mates of CPI-U inflation and long-term interest rates;
however, CBO expects short-term interest rates to be lower
than the Blue Chip does in 2003 and higher in 2004.

The Economic Outlook Beyond 2004

CBO projects that real GDP will grow at an average
annual rate of 3.0 percent from 2005 through 2013—
slightly faster than the growth of potential GDP, which
is projected to average 2.9 percent during that period.*
Real GDP fell by about 0.6 percent during the 2001
recession, and CBO’s forecast of moderate growth during
2003 and 2004 leaves real GDP slightly below potential
GDP at the end of 2004. Thus, to bring real GDP back
to its historical relationship with potential GDP, CBO
assumes that real GDP will grow sightly faster than 2.9
percent during the 2005-2013 period.

The current projections for inflation, unemployment, and
interest rates after 2004 are quite similar to the ones that
CBO published last August (see Table 2-4). In those pro-
jections, CPI-U inflation averages 2.5 percent a year in
the 2005-2012 period, and the unemployment rate de-
clinesto 5.2 percent (equal to CBO’s estimate of the non-
accelerating inflation rate of unemployment). The interest
rate on three-month Treasury bills is projected to average
4.9 percent during the 2005-2012 period and the rate on
10-year Treasury notes to average 5.8 percent.

CBO’s projections reflect current law, including the sunset
provisions of the Economic Growth and Tax Relief
Reconciliation Act of 2001. Under those provisions, tax

4. Potential GDP is defined as the highest level of GDP that could
persist for a substantial period without raising the rate of inflation.
CBO’s procedure for estimating potential GDP is described in
CBO's Method for Estimating Potential Outpur: An Update (August
2001).
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Table 2-4.

CBO’s Current and Previous Economic Projections
for Calendar Years 2003 Through 2012

Estimated Forecast Projected Annual Average
2002 2003 2004 2005-2008 2009-2012
Nominal GDP (Billions of dollars)
January 2003 10,443 10,880 11,465 14,154 17,217
August 2002 10,429 10912 11,484 14,137 17,358
Nominal GDP (Percentage change)
January 2003 3.6 4.2 5.4 54 5.0
August 2002 3.4 4.6 5.2 53 53
Real GDP (Percentage change)
January 2003 24 25 3.6 32 28
August 2002 23 3.0 33 3.2 31
GDP Price Index (Percentage change)
January 2003 1.1 1.6 1.7 2.1 2.2
August 2002 1.1 1.6 19 2.1 2.1
Consumer Price Index® (Percentage change)
January 2003 1.6 2.3 2.2 2.5 25
August 2002 1.7 2.4 2.5 25 25
Unemployment Rate (Percent)
January 2003 5.8 59 5.7 53 5.2
August 2002 59 59 5.5 5.2 5.2
Three-Month Treasury Bill Rate (Percent)
January 2003 1.6 1.4 3.5 49 49
August 2002 1.7 29 48 49 49
Ten-Year Treasury Note Rate (Percent)
January 2003 4.6 4.4 5.2 58 5.8
August 2002 49 5.4 5.8 5.8 5.8
Tax Bases (Percentage of GDP)
Corporate book profits
January 2003 6.2 6.8 7.3 9.2 85
August 2002 59 6.1 6.7 8.7 8.2
Wages and salaries
January 2003 48.1 48.1 48.1 48.0 47.8
August 2002 , 483 48.4 48.2 48.4 48.4
Tax Bases (Billions of Dollars)
Corporate book profits
January 2003 653 739 842 1,267 1,429
August 2002 611 666 775 1,209 1,408
Wages and salaries
January 2003 5,025 5,237 5,518 6,782 8,231
August 2002 5,034 5,282 5,561 6,848 8,408°

Sources: Congressional Budget Office; Department of Commerce, Bureau of Economic Analysis; Department of Labor, Bureau of Labor Statistics; Federal Reserve Board.
Note: Percentage changes are year over year.

a. Level in 2008.
b. Level in 2012.
c. The consumer price index for all urban consumers.
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rates will return in 2011 to the higher rates that would
have existed had the law not been enacted. (Last August’s
projections did not attempt to take the sunset provisions
into account.) That tax increase will have complicated
effects on the economy, which were described in Box 2-1.
CBO’s projections assume that growth will be slightly
slower in 2011 and 2012 as a result of the tax increase,
leaving the level of potential GDP about 0.5 percent lower
in 2013 than it would have been otherwise.

CBO’s projections do not explicitly incorporate specific
cyclical recessions and recoveries beyond the next two
years. To reflect the likelihood that at least one cyclical
episode will occur in any 10-year period, CBO averages
into its projections the effects of a typical business cycle,
though without attempting to fix when that cycle might
occur. Those medium-term projections extend historical
trends in such underlying factors as the growth of produc-
tivity, the rate of national saving, and the size of various
kinds of taxable income as a share of GDP. They also
depend on projected growth in the labor force, which is
based on projected demographic trends as well as on his-
torical trends in the labor force participation rates of speci-
fic demographic groups. CBO’s projections for real GDP,
inflation, real interest rates, and tax revenues after 2004
rely critically on those underlying trends.

Potential Qutput

The projection for growth of potential output over the
next 10 years (2.9 percent annually) is nearly 0.2 per-
centage points lower than CBO’s August 2002 projection.
Underlying the current projection for potential output
are projections for the annual growth of the potential labor
force (0.9 percent through 2013), potential hours worked
(1.1 percent), capital (4.2 percent), and potential total fac-
tor productivity (1.2 percent). Inaddition, potential labor
productivity in the nonfarm business sector growsata 2.2
percent annual rate in CBO’s projection (see Table 2-5).

The current projection for growth of potential output is
lower than last summer’s largely because the potential
labor force is projected to increase more slowly, implying
a lower projection for growth of hours worked in the
nonfarm business sector. In the past, CBO used an average
growth rate for the potential labor force through the
medium term—similar to the procedure used for interest
rates, inflation, and other variables—so that any year-to-

year movements in those variables were not interpreted
as indicating a forecast of business-cycle patterns. How-
ever, as CBO’s projection horizon moves into the period
when the baby-boom generation will begin to retire, that
procedure becomes less defensible. Therefore, CBO has
incorporated the slowing of labor force growth because
of demographic trends into its projections. That revision
clips about 0.1 percentage point from the growth rate of
the potential labor force, lowering that growth t0 0.9 per-
cent from the 1 percent projected in CBO’s August eco-
nomic outlook.

In addition, capital accumulation is now projected to
proceed at a slightly slower pace than CBO projected in
last summer’s outlook. CBO’s current forecast for business
investment as a share of GDP is lower than the previous
projection, which reduces the contribution of capital to
the growth of potential GDP by less than 0.1 percentage
point. CBO revised its outlook for business investment
because the burst of investment that typically occurs
during the early months of a recovery was largely absent
in 2002. Businesses seem to be able to meet modest
increases in demand by boosting their efficiency rather
than by increasing capacity.

The growth rate of potential total factor productivity
(TFP), 1.2 percent a year, is essentially unchanged from
CBO’s August projection. The underlying trend in TFP
growth has remained steady since the early 1980s atabout
1 percent, and that continues to be true in CBQO’s current
estimate, despite the decline in TFP caused by the 2001
recession (se¢ Figure 2-19).° The adjustments to TFP are
largely unchanged from last summer’s projections, but
one small revision merits an explanation. CBO has
reassessed its estimate of how increased spending on
security in the wake of the September 2001 terrorist
attacks affects productivity growth. Since January 2002,
CBO’s forecasts have included an adjustment that reduced
the level of TFP by about 0.3 percentage points in 2002
to account for the costs to private companies from
additional spending on security guards and from delays

5. CBO estimates thatunderlying trend using historical data that have
been adjusted to eliminate the effects of changes in the formutas
for measuring inflation in the NIPAs and to remove the impact

of technological progress in computer manufacturing from overall
TFP.
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Table 2-5.

Key Assumptions in CBO’s Projection of Potential GDP
(By calendar year, in percent)

Projected Average

Average Annual Growth Annual Growth

Total, Towl,

1951- 1974- 1982- 1991- 1996- 1951- 2003- 2009- 2003-
1973 1981 1990 1995 2002 2002 2008 2013 2013

Overall Economy
Potential GDP 39 3.3 3.0 2.6 33 3.4 3.0 27 29
Potential Labor Force 1.6 2.5 1.6 11 1.1 1.6 1.1 06 0.9
Potential Labor Force Productivity* 2.2 0.8 1.4 14 21 1.7 19 21 2.0
Nonfarm Business Sector
Potential Qutput 4.0 3.6 3.1 29 38 3.7 34 31 33
Potential Hours Worked 13 22 15 15 15 15 13 0.8 1.1
Capital Input 3.7 44 36 25 49 3.8 39 46 42
Potential Total Factor Productivity 20 0.8 1.0 11 13 14 12 12 1.2
Potential TFP excluding adjustments 2.0 0.7 1.0 1.0 1.0 14 10 10 1.0
TFP adjustments 0 0 0 0 0.2 0 0.2 0.2 0.2
~ Computer quality 0 0 0 0 0.1 0 0.1 0.1 0.1
Price measurement 0 0 0 0 0.1 0 0.2 0.2 0.2
Additional spending on security 0 0 0 0 * * * * *
Contributions to Growth of Potential
Output (Percentage points)
Potential hours worked 0.9 1.5 1.1 1.0 1.0 1.1 0.9 0.5 0.7
Capital input 1.1 13 1.1 0.8 15 1.2 1.2 14 13
Potential TFP 20 08 10 L1 13 14 12 12 12
Total Contributions 40 3.6 3.1 29 38 3.6 3.3 3.1 3.2
Memorandum:
Potential Labor Productivity® 2.7 1.4 1.6 14 2.2 2.1 20 24 2.2
Effect of Expiration of 2001 Tax Law® 0 0 0 0 0 0 #=* 0.1 *

Source: Congressional Budget Office.

Notes: CBO assumes that the growth rate of potential total factor productivity (TFP) changed after the business-cycle peaks of 1973, 1981, and 1990 and again after
1995.
* = between -0.05 percent and zero; ** = between zero and 0.05 percent.

a. The ratio of potential GDP to the potential labor force.

b. Estimated trend in the ratio of output to hours worked in the nonfarm business sector.

¢. The expiration of the Economic Growth and Tax Relief Reconciliation Act’s tax cuts in 2011 is estimated to reduce the level of potential GDP in 2013 by 0.5 percent.
Averaged over 11 years, that reduction in growth amounts to slightly less than 0.05 percentage points.
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in transportation because of heightened security.® Few data
were available, however, on which to base that estimate,
so itwas only a rough guess intended to provide an upper
limit on the expected effect.

Employment data are now available for the 12 months
following the September 11 attacks. In particular, CBO
has examined the monthly data for private employment
in protective-services occupations—largely security guards
and private detectives—and has found no above-trend
growth since September 2001. Consequently, CBO has
eliminated that component of the security cost adjustment
from its estimate of potential TFP, which raises the level
of potential TFP in 2002 by about 0.2 percent. However,
the estimated effect on future growth, -0.03 percentage
points per year, has not been revised. That effect results
from the diversion of investment toward security equip-
ment, which does not contribute to productivity as it is
conventionally measured.

6. For moreinformation, see Congressional Budget Office, The Budget
and Economic Outlook: Fiscal Years 2003-2012 (January 2002), Box
2-3.

Unemployment, Inflation, and Interest Rates

The medium-term projection for CPI-U inflation (2.5
percent a year between 2005 and 2013) is the same as
CBO published in August, but the projection for growth
in the GDP price index (an average annual rate of 2.2 per-
cent) is 0.1 percentage point higher than last summer’s
projection. Thatincrease occurred primarily because CBO
slightly raised its projections for the growth of prices in
various categories of investment and increased its projec-
tion for consumption as a share of GDP. Those changes
reduced the difference between the growth of the GDP
price index and that of the CPI-U. In general, CBO as-
sumes that the inflation rate is determined by monetary
policy in the medium term and that the Federal Reserve
will seek to maintain the underlying rate of CPI-U infla-
tion near 2.5 percent, on average.

The unemployment rate is projected to decline gradually
in 2005 and 2006 and then average 5.2 percent thereafter.
That decline mirrors the behavior of the gap between
actual and potential output, which closes during the pro-
jection period because real GDP is assumed to grow more
rapidly than potential GDP in that period.

CBO’s medium-term projections for interest rates have
not changed since August. CBO estimates those rates by
adding its projection for inflation to its projection for real
interest rates. Using the CPI-U as a measure of price
changes, CBO estimates that the real rate on three-month
Treasury Bills will average 2.4 percent during the 2005-
2013 period, and the real rate on 10-year Treasury notes
will average 3.3 percent. Combined with the projected
rates of CPI-U inflation, those real rates imply nominal
rates of 4.9 percent for three-month Treasury bills and
5.8 percent for 10-year Treasury notes.

Taxable Income

CBO’s budget projections are closely connected o its
projections of economic activity and national income.
However, different categories of income are taxed at dif-
ferent rates, and some are not taxed at all. Thus, the dis-
tribution of income amonyg its various components is a
crucial factor in CBO’s economic projections. The cate-
gories of wage and salary disbursements and corporate
profits are particularly significant because they are taxed
at the highest effective rates.
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Figure 2-20.
Corporate Profits
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Note: Economic profits are corporate profits from current production—that
is, adjusted for changes in the value of inventories andfor capital depre-
ciation. Book profits (also known as before-tax profits) are calculated
using book depreciation and standard accounting conventions for
inventories.

Two of the various NIPA measures of corporate profits
are important for the forecast. Book profits, also known
as before-tax profits, is the measure most closely related
to the profits that companies report to the Internal Reve-
nue Service. That measure is affected by changes in tax
law. Corporations areallowed by law to value inventories
and depreciate assets at certain rates, and the book measure
of profits is designed to reflect those statutory require-
ments. By contrast, the economic profits measure is de-
signed to reflect the valuation of inventories and the rates
of depreciation that economists believe more truly repre-
sent the current value of inventories and the economic
usefulness of the capital stock.
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The economic stimulus law enacted in March 2002 allows
firms, for a three-year period, to depreciate some of their
capital stock much more rapidly than the estimated true
economic depreciation rate. Because of that provision,
book profits will be much lower than economic profits
between September 11, 2001, and September 10, 2004;
after that, book profits will be higher than economic
profits because companies will have accelerated the use
of their depreciation allowances to the previous period (see
Figure 2-20).

Wages and salaries—the other NIPA income category
important for revenue forecasting—will average about 48
percent of potential GDP during the 2005-2013 period,
CBO projects (see Figure 2-21). That share of GDP is only
slightly higher than its average of the past 25 years. CBO’s
projection assumes that the part of labor compensation
made up of benefits (such as health insurance premiums)
will continue to rebound from the lows of the late 1990s,
which will dampen the wage and salary component of
labor compensation.

Figure 2-21.
Wages and Salaries

Percentage of Potentlal Nominal GDP
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I f current policies remained unchanged, federal reve-
nues would total $1,922 billion in fiscal year 2003, the
Congressional Budget Office estimates. That amount is
about $70 billion (or 3.7 percent) more than revenues
totaled last year—but still well below the $2,025 billion
collected in 2000, the peak year for federal receipts. As
a share of gross domestic product, revenues are projected
to equal 17.9 percent this year, the same as in 2002 and
roughly the average for the post-World War II period (see
Figure 3-1). That revenue share of GDP has returned to

Figure 3-1.
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The Revenue Outlook

just below the level of 1994, reversing a six-year climb that
culminated in a postwar peak of 20.8 percent in 2000.

Over the coming decade, receipts are expected to increase
again, growing faster than GDP in each year after 2003
(see Figure 3-2). That ascent is driven mainly by the tend-
ency of the tax system to increase the proportion of in-
come collected in taxes as income grows. Beginning in
2011, the trend of rising receipts becomes especially pro-
nounced as the tax cuts enacted in 2001 expire.
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E_I_guro 3-2.

Annual Growth of Federal Revenues and GDP, 1961-2013
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CBO’s current revenue projections are slightly lower, on
average, than the ones it published in August. CBO is now
projecting a total of $208 billion less in receipts for the
2003-2012 period than itdid last summer. The lower esti-
mate stems primarily from changes in CBO’s economic
forecast, which tend to reduce receipts by modest amounts
throughout the 10-year projection period. The rest of the
change since August results from reestimates of the
amount of receipts that would flow from a given level of
overall economic activity. Those reestimates reduce pro-
jected revenues by small amounts over the firstseven years
of the projection period.

Recent Revisions to CBO’s

Revenue Projections

In August, CBO projected that receipts would total $26.4
trillion over the 2003-2012 period (see Table 3-1). The
current projection for that period is $26.2 trillion, a reduc-
tion of 0.8 percent ($208 billion).

That modest decline contrasts sharply with revisions over
the past year and a half. In CBO’s three previous reports
on the budget outlook, revenue projections were revised

downward substantially. Large revisions in revenue projec-
tions are not unusual around turning points in the busi-
ness cycle, but the actual level of receipts in 2001 and
2002 took most forecasters by surprise, since receipts
changed even more dramatically than income did. That
result largely stemmed from changes in revenues that are
generated by volatile and difficult-to-predict determinants
of the tax base.

In January 2001, CBO projected total revenues of $2,135
billion for fiscal year 2001, including $1,076 billion in
individual income tax receipts and $215 billion in corpo-
rate income tax receipts. Although that projection was
made when the fiscal year was already under way, it proved -
to be too high by $144 billion (individual income taxes
were $82 billion lower than projected and corporate taxes
were $64 billion lower). In January 2002, CBO projected
revenues of $1,983 billion for fiscal year 2002, of which
individual income tax receipts constituted $947 billion
and corporate income tax receipts $179 billion. That year,
actual revenues were $130 billion lower than projected
(with individual and corporate taxes accounting for $89
billion and $31 billion of the overestimate, respectively).
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Table 3-1.
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Changes in CBO’s Projections of Revenues Since August 2002

(In billions of dollars)

Total,
2003-

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 @ 2012

Revenues in CBO’s

August 2002 Baseline 1,962 2,083 2244 2,381
Legislative Changes * * *
Other Changes
Economic 9 -14 -8
Technical =32 15 -1
Subtotal -41 -29 -19
Total Changes 41 29 -19

Revenues in CBO’s

2,513 2,658 2809 2965 3243 3521 26379
* 1 1 1 1 1 5

-1 -6 9 16 31 50 @ -146
8 S5 2 _* _1 _8 _467
9 10 12 16 23 42 213

9 -0 -11 -15 -23 -4 -208

January 2003 Baseline 1,922 2,054 2225 2370 2505 2,648 2,798 2949 3,220 3,480 26,170

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

New Information About the Cause of

the Overestimate in 2001

Each projection of fiscal year receipts is made up of a mix
of calendar year tax liabilities. Income taxliability for cal-
endaryear 2001 contributed to receipts in both fiscal years
2001 and 2002. Preliminary summary data tabulated from
2001 individual income tax returns are now available,
which can explain more about why individual income tax
liability in 2001 fell so far short of projections. More-
detailed analysis must await the examination of fuller
summary statistics and a sample of tax returns, which will
not be available until later this year. (Details about 2002
tax liability will not be available for another year.) How-
ever, the data now in hand reveal many of the broad out-
lines of the projection shortfall. They also provide some
insight into what CBO often characterizes as “technical”
changes to its baseline revenue projections.

CBO’s projection of individual income tax receipts for
fiscal year 2001 relied partly on a projection of calendar
year 2001 liability of $1,055 billion. On the basis of tax
collections, CBO now estimates that actual tax liability
for that year was $876 billion. Of the $179 billion unfor-
seen shortfall, $52 billion came from legislation—speci-
fically, the Economic Growth and Tax Relief Reconcilia-
tion Act (EGTRRA), enacted in the spring of 2001, and

the economic stimulus law, enacted in March 2002." That
leaves $127 billion in reduced liability to be accounted
for.

The information now in hand identifies two sources of
that shortfall. First, economic activity in 2001, as mea-
sured by the national income and product accounts
(NIPAs) did not end up as high as CBO had projected
in January 2001. Although CBO builta slowdown in eco-
nomicactivity into its projections, wages and other taxable
nonwage income turned out to be lower than CBO’s esti-
mates of them. That lower-than-estimated income ac-
counts for about $19 billion of the shortfall in calendar
year 2001 tax liability.

Second, capital gains realizations dropped precipitously
in calendar year 2001. In 2000, those realizations were
atan all-time high. CBO did not expect that level to per-
sist, but no reliable methods exist to forecast when and
how quickly realizations can be expected to decline from

1. Because the stimulus law increased depreciation deductions for
certain property purchased after September 10, 2001, the 2001
income tax liability of some individuals with business income
declined after the fact, even though the law was enacted in 2002.
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suchahigh. Hence, CBO projected that realizations would
fall gradually to a level commensurate with their historical
relationship with GDP. Data now indicate that the fall
in capital gains realizations essentially occurred all in one
year: adrop of 50 percent in 2001. That decline reduced
2001 tax liability by about $68 billion.

The remaining $40 billion shortfall must still be ex-
plained. That decrease in the effective tax rate on nongains
income could have arisen from several phenomena. One
possible source is slower-than-predicted growth in distri-
butions from retirement accounts. That effect should be
discernable when more-complete summary statistics on
2001 tax filings become available over the next few
months. Another source of the remaining shortfall could
be a significant slowing of the growth of income among
high earners (households that pay the highest marginal
tax rates) relative to income growth among other tax-
payers. The contribution of that effect cannot be estimated
until asample of 2001 tax returns becomes available this
summer.

Corporate tax liability for calendar year 2001 also fell short
of CBO’s projection. Actual liability was $143 billion,
compared with a projection of $214 billion. Legislation—
principally the stimulus package passed in March 2002—
reduced corporate tax liability by about $20 billion.? Of
the other $50 billion in shortfall, about $30 billion re-
sulted from lower-than-estimated corporate book profits.
The source of the rest is still unknown and must await

further analysis.

The Connection Between Economic

and Technical Revisions

Most of the identifiable sources of the shortfall in 2001
tax liability werea result of changes in the economy. When
CBO revises its revenue projections, it categorizes the revi-
sionsaccording to whether they have economic, technical,
or legislative causes. In that breakdown, sources of revi-
sions like the ones described above are mostly classified

2. Asinthecase of individual income taxes, the stimulus law changed
2001 corporate tax liability after the fact. EGTRRA, which affected
corporate tax receipts in 2001, did not alter the level of liabilitics,
since it simply shifted the receipt of liabilities from fiscal year 2001
to 2002.

as technical, meaning that the revisions do not spring di-
rectly from changes in the outlook for variables that make
up CBO’s economic forecast. However, most technical
and economic revisions are similar in that theyare rooted
in hard-to-predict changes in economic conditions that
play out in different ways as changes in receipts.

In the case of the projections of 2001 tax liability, CBO
made large downward technical reestimates to its revenue
forecast in the summer of 2001 partly because actual tax
collections were weaker than the economic forecast at the
time indicated. Since then, the Bureau of Economic
Analysis has reduced its NIPA measures of wages and
salaries and of corporate book profits for 2001. Thus,
revisions to the revenue projections that CBO had deemed
technical turned out to be related to overall economic
performance. In that case, about half of the effect of book
profits on tax liability and all of the effect of wage income
were classified as technical changes in CBO’s forecast.

Changes in revenues related to such factors as the relative
income growth of the most highly taxed people, distribu-
tions from retirement accounts, and projections of. capital
gains realizations are classified as technical revisions be-
cause they are not derived directly from a macroeconomic
projection of economicactivity. In particular, income dis-
tribution and capital gains realizations are highly variable
relative to typical measures of overall economic perform-
ance, so even an accurate forecast of output, employment,
and inflation offers little insight into the future course of
receipts they will generate. Nonetheless, those factors are
clearly driven by events in the economy.

Implications for CBO’s Revenue Projections

This examination of the differences between actual and
projected tax liability illustrates three important aspects
of CBO’s revenue projections. First, it highlights the diffi-
culties posed whenever the economy isata turning point.
A peak in the business cycle marks the dividing line be-
tween various factors that tend first to drive receipts up
and then drive them down. The turnaround in 2001 pro-
duced a major shift in the revenue outlook in a very short
time.

Second, this examination reveals the degree to which tech-
nical changes in CBO’s projections are fundamentally re-
lated to shifting economic conditions. Changes in capital
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Revenues, by Source, as a Share of GDP, 1960-2013
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gains realizations and relative rates of income growth
among classes of taxpayers, as well as revisions to income
data resulting from mismeasurement in the NIPAs, are
all treated as technical reestimates in CBO’s classification
system, but they are nonetheless driven by the economy.

Third, this examination shows how lags in the availability
of data can affect projections. Even now, not all of the
causes of the behavior of tax liability in 2001 are known.
When CBO makes revenue projections, it must often
attribute behavior in receipts that is unexplained by con-
temporary measures of income to various sources without
any further information. Those difficult-to-attribute re-
ceipts can profoundly affect projections of future revenues,
depending on whether they are expected to persist, grow,
ordiminish. Asa consequence, they can influence revenue
projections well beyond the period directly affected by
the current business cycle. It may be possible to improve
the accuracy of projections with more timely availability
of data. In particular, the ability to distinguish incoming
income tax withholding payments from payroll tax
receipts could help in more quickly identifying the effect
of wage behavior on current receipts.

Revenues by Source

Federal revenues come from a variety of sources: individual
income taxes, corporate income taxes, social insurance
(payroll) taxes, excise taxes, estate and gift taxes, customs
duties, and miscellaneous receipts. Individual income taxes
currently produce nearly half of all revenues and claim
slightly more than 8 percent of GDP (see Figure 3-3).
Social insurance taxes (mainly for Social Security and
Medicare’s Hospital Insurance) are the second largest
source of receipts. They generate more than a third of
federal revenues and amount to a little less than 7 percent
of GDP. Corporate income taxes contribute less than one-
tenth of overall revenues and represent approximately 1.5
percent of GDP. Revenues from other taxes, duties, and
miscellaneous receipts (including profits from the Federal
Reserve System) make up the balance and together consti-
tute about 1.5 percent of GDP (see Table 3-2).

Over the coming decade, the relative importance of those
revenue sources is expected to shift only slightly. With the
expiration of EGTRRA, individual income taxes will cause
most of the rise in total receipts relative to GDP; those
taxes will increase in importance from just under half of
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Table 3-2.
CBO’s Projections of Revenues

Actual
2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Individual Income Taxes 858 899 954 1,031 1,099 1,176 1,259 1,349
Social Insurance Taxes 701 725 766 811 856 901 944 989
Corporate Income Taxes 148 156 185 228 249 260 269 276
Excise Taxes 67 68 71 74 77 79 82 84
Estate and Gift Taxes 27 21 24 21 24 20 22 23
Customs Duties 19 18 20 20 21 22 23 24
Miscellaneous 34 33 36 40 44 47 50 52
Total 1,853 1,922 2,054 2225 2,370 2,505 2,648 2,798
On-budget 1,338 1,390 1,496 1,637 1,751 1,853 1,963 2,079
Off-budget’ 515 532 558 588 619 651 685 719
As a Percentage of GDP
Individual Income Taxes 83 84 84 8.6 8.7 8.9 9.0 9.2
Social Insurance Taxes 68 6.7 6.8 6.8 6.8 6.8 6.8 6.7
Corporate Income Taxes 14 15 16 19 2.0 2.0 1.9 19
Excise Taxes 0.6 0.6 0.6 0.6 0.6 0.6 0.6 0.6
Estate and Gift Taxes 0.3 0.2 0.2 0.2 0.2 0.1 0.2 0.2
Customs Duties 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2
Miscellaneous 0.3 0.3 _03 0.3 0.4 0.4 0.4 0.4
Total 17.9 17.9 18.2 18.6 18.8 189 19.0 19.0
On-budget 129 12,9 13.2 13.7 13.9 14.0 14.1 14.1
Off-budget® 5.0 4.9 49 4.9 49 49 49 49

Source: Congressional Budget Office.

a. Numbers in the bottom half of the column are shown as a percentage of cumulative GDP over this period.
b. Social Security.

revenues now to just over halfin 2013. Corporate income

come tax receipts grew at an average rate of nearly
taxes are also expected to grow in importance as profits

11 percentayear from 1994 to 2000. Their share of GDP

recover from their current lows. EGTRRA will have a pro-
found effect on the significance of estate and gift taxes—
they will virtually disappear in 2010 and 2011 before
springing back to their previous importance when
EGTRRA expires. Excise taxes will continue their slow
decline in significance as a revenue source.

Individual Income Taxes

Individual income taxes account for most of the projected
change in revenues as a share of GDP over the next 10
years. That is not surprising: they were also responsible
for most of the rise in that share during the late 1990s and
most of the drop over the past two years. Individual in-

reached a historical peak—10.3 percent—in 2000. That
trend was halted by the recession that began in March
2001 and, toa much lesser extent, by the tax cuts enacted
in EGTRRA. Individual income tax receipts fell to 9.9
percent of GDP in 2001 and to 8.3 percent in 2002. As
a consequence, the nominal level of federal revenues
dropped for two years in a row—the first time that had
happened since 1959.

Because some of the factors causing the low level of re-
ceipts in 2002 are temporary, and because the design of
theincome tax system causes revenues to grow faster than
output, CBO expects individual income tax receipts to
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Total, Total,
2004- 2004-
2010 2011 2012 2013 2008* 2013°

1,447 1649 1,819 1939 5518 13,720
1,037 1,085 1,134 1,18 4277 9,709
285 295 306 316 1,190 2,669
87 90 92 9 383 831

15 19 43 47 110 258

25 26 27 28 107 237
54 56 59 61 217 500

2,949 3,220 3,480 3,674 11,802 27,923
2,193 2428 2,650 2805 8701 20,856
756 792 830 870 3,101 7,067

9.3 10.1 10.7 10.9 88 9.5
6.7 6.7 6.7 6.7 6.8 6.7
1.8 1.8 1.8 1.8 1.9 18
0.6 0.6 0.5 0.5 0.6 0.6
0.1 0.1 0.3 0.3 0.2 0.2
0.2 0.2 0.2 0.2 0.2 0.2
04 0.3 0.3 0.3 0.3 0.3

19.1 19.8 20.5 20.6 18.7 19.3
14.2 14.9 15.6 15.7 13.8 144
49 49 49 4.9 4.9 49

increase relative to GDP throughout the coming decade.
That rise will be especially pronounced after 2010, when
the EGTRRA tax cuts expire. Individual income tax re-
ceipts are projected to reach a new historical peak of 10.7
percent of GDP in 2012 and then continue rising to 10.9
percent of GDP in 2013 (see Table 3-3). Indeed, despite
their recent slide, individual income tax receipts are pro-
jected to remain well above their post-World War Il aver-

age of 8.1 percent of GDP.

The expected course of those receipts over the next 10
years is best understood in the context of their behavior
over the past decade. The roots of the recent decline in
individual income tax receipts lie in the increase that
occurred in the late 1990s. That increase was caused by
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some unusual phenomena, whose reversal was probably
the major reason for the subsequent decline.

The Growth of Receipts Through 2000. With few excep-
tions, revenues from individual income taxes have tended
to grow slightly faster than GDP. Until the 1990s, big
jumps in the receipts-to-GDP ratio were caused by legis-
lation, such as the surtax imposed in 1969, or by rapid
price increases (before the tax code was indexed for the
effects of inflation) that effectively decreased the levels of
real income at which higher tax rates applied. Between
1994 and 2000, however, individual income tax receipts
grew much faster than the economy for entirely different
reasons:

B Taxable personal income—the components of GDP
onwhich individuals pay taxes, including wages, inter-
est, dividends, proprietors’ income, and rental income,
as measured in the NIPAs—grew faster than GDP
during most of the 1994-2000 period. (For more
information on the relationship between tax liability,
taxable income, and GDP, see Box 3-1 on pages 58 and
59.) The resulting rise in the proportion of GDP at-
tributable to taxable personal income increased the tax
base for the individual income tax; that rise accounted
for 20 percent of the growth of tax liability in excess
of GDP growth over that period (see Table 3-4).

® Capital gains realizations grew more rapidly than tax-
able personal income during the 1994-2000 period.
Those realizations are a component of adjusted gross
income (AGI), which is the actual income base of the
individual income tax, but they are not included in
either GDP or taxable personal income. Capital gains
realizations quadrupled between 1994 and 2000, with
thar increase beginning before capital gains tax rates
were cut in 1997 (see Table 3-5 on page 60). Asaresult,
taxes on those gains accounted for 28 percent of the
growth of individual income tax liability above the
growth of GDP.

® Other components of AGI thatare not part of taxable
personal income or GDP also expanded more rapidly
than either of those measures. Among those compo-
nents, retirement income (in the form of distributions
from 401 (k) plansand individual retirement accounts)
and taxable Social Security benefits were especially
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Table 3-3.
CBO’s Projections of Individual Income Tax Receipts and the NIPA Tax Base
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Individual Income
Tax Receipts
In billions of dollars 858 899 954 1,031 1,099 1,176 1,259 1349 1,447 1,649 1,819 1939 5518 13,720
As a percentage of GDP 83 84 84 86 87 89 90 92 93 101 107 109 na na
Annual growth rate 137 47 61 81 66 70 71 71 73 140 103 66 na na
Taxable Personal Income

In billions of dollars 7378 7,628 7,994 8415 8848 9,306 9,796 10,308 10,839 11,375 11,906 12,495 44,358 101,283
As a percentage of GDP 714 709 707 705 703 702 701 701 700 700 700 700 na na.

Annual growth rate 08 34 48 53 51 52 53 52 52 49 47 49 na  na
Individual Tax Receipts

as a Percentage of Taxable

Personal Income 116 118 119 122 124 129 131 133 145 153 155 na na

Source: Congressional Budget Office.

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

n.a. = not applicable.

influential. The growth of those non-capital-gains
components of AGI together accounted for 7 percent

of the increase in liability relative to GDP growth from
1994 to 2000.

® Most significantly, the effective tax rate on individual
income—that is, the percentage of total AGI paid in
taxes—rose throughout the 1994-2000 period (see
Figure 3-4 on page 61). Increases in the effective rate
(on income other than capital gains) accounted for 45
percent of the growth of tax liability in excess of GDP
growth. About three-fifths of that increase resulted from
a phenomenon commonly referred to as real bracket
creep, in which the overall growth of real income
pushes more income into higher tax brackets. Much
of the remaining increase in the effective tax rate ap-
pears to stem from the rapid growth of income at the
top of the income distribution, which led to a greater
proportion of income being taxed at the highest rates.
Thus, even though the tax rates written in law did not
increase, a larger share of income accrued to taxpayers
facing the highest tax rates, which raised the overall
effective tax rate.

Those sources of growth vary in the difficulties they pose
for projecting future revenues. Some of the items are rela-
tively simple to account for: given projections ofincome,
real bracket creep is easy to incorporate into revenue fore-
casts because CBO’s microsimulation model encompasses
the existing rate structure of the income tax and the cur-
rentdistribution of income within that structure. In con-
trast, increases in the effective tax rate that result from
changes in the distribution of income are virtually unpre-
dictable because existing theory and past patterns provide
no useful guidance in projecting distribution shifts. Like-
wise, capital gains realizations are notoriously difficult to
project. Distributions from retirement accounts fall be-
tween the extremes of difficulty. Much of the past growth
inindividual income tax receipts as a share of GDP stems
from hard-to-predict sources—enough to impart a great
deal of uncertainty to future revenue projections.

The Decline in Individual Income Tax Receipts in 2001
and 2002. The recession that began in March 2001
marked asignificant change in the growth of receipts that
had characterized the previous several years. After rising
atanaverageannual rate of nearly 11 percent for six years,
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Table 3-4.
Why Did Individual Income Tax Liability Grow Faster Than GDP
From 1994 Through 2000?
Share of Liability Growth in Excess of GDP Growth (Percent)
Total,
1994-  1995-  1996- 1997- 1998-  1999-  1994-
Reason for Additional Growth 1995 1996 1997 1998 1999 2000 2000
Taxable Personal Income Grew Faster than GDP 21 12 14 42 -2 33 20
Adjusted Gross Income (AGI) Grew Faster than TPI
Capital gains receipts grew faster than TPI 20 52 29 12 36 20 28
Other AGI grew faster than TPI 15 _5 10 -4 20 4 7
Subtotal . 35 57 39 8 57 16 35
Changes in Effective Tax Rate on AGI
Effect of real growth on rate 30 20 34 30 26 28 28
Concentration of income growth at the
top of the income distribution (and residual) _14 1 13 _20 19 22 _18
Subtotal 45 32 47 51 45 50 45
Total 100 100 100 100 100 100 100
Memorandum:
Growth of Individual Income Tax Liability in
Excess of GDP Growth (Billions of dollars) 27 39 35 42 56 61 259

Source: Congressional Budget Office using data from Internal Revenue Service, Statistics of Income, 1994-2000.

Notes: Taxable personal income (TPI) is the sum of wages and salaries, interest income, dividends, proprietors’ income, and rental income as measured in the national

income and product accounts.

CBO calculated the percentage contribution of each of the sources of growth using the amount of tax liability that would have accrued without the child and
education tax credits that took effect in tax year 1998. Excluding those credits allows consistent measurement between all of the years in the comparison.

individual income tax revenues fell for two years in a row,
ending below theirlevel of 1999. Asa percentage of GDP,
those revenues fell from their postwar high of 10.3 percent
to 8.3 percent—Ilower than in 1996—essentially wiping
out the growth relative to GDP that had occurred in the
late 1990s.

Two reasons for that decline are relatively well understood:
the slowdown in the economy and the tax cuts enacted
in 2001 in EGTRRA. But beyond those events, several
factors served to lower the amount of revenues produced
by a given level of economic activity.

Justas capital gains realizations played a disproportionate
role in the growth of receipts as a share of GDP in the
1990s, they played a similar part in the fall of receipts
relative to GDP in 2001 and 2002. Realizations peaked

at $644 billion in calendar year 2000. The best available
information from 2001 tax returns indicates that they
dropped to half that level in 2001 (about $322 billion),
reducing receipts by $30 billion in fiscal year 2001 and
by $37 billion in fiscal year 2002.> On the basis of the per-
formance of the stock market, income, and other key
determinants of realizations, CBO estimates that capital
gains realizations fell by another 17 percent in calendar
year 2002, to $268 billion, reducing receipts by an addi-
tional $5 billion in fiscal year 2002.

3. Thepercentage decline in taxable capital gains realizations is much
greater than the fall in household wealth described in Chapter 2.
Not all changes in stock values are realized for tax purposes. And
much of household wealth is in the form of housing, which typically
escapes capital gains taxation.
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Box 3-1.

Tax Bases and Tax Liability

Tax receipts vary with economic activity, but they do
not move in lockstep with gross domestic product
(GDP), or output. Although the bases for taxes on in-
dividual and corporate income and for social insurance
taxes are related to that economic measure, they differ
from GDP in a number of important respects, which
means that they sometimes grow faster and sometimes
slower than output. As a result, the ratio of receipts
to GDP may change even if tax laws remain the same.

The Individual Income Tax Base

Taxable personal income is the first approximation
of the individual income tax base. It comprises divi-
dends, interest, wages and salaries, rent, and propri-
etors’ income. It does not include depreciation, in-
direct taxes on businesses (such as excise taxes), fringe
benefits, or retained corporate profits.

Despite its name, not all taxable personal income is
actually taxed. Some of it accrues to tax-exempt entities
such as hospitals, schools, cultural institutions, and
foundations; some is earned in a form that is tax-
exempt, such as income from state and local bonds;
and some is tax-deferred, such as income from retire-
ment accounts, on which tax is paid not when the in-
come is earned but when the person retires and begins
todraw down the account. Also, personal interest and
rental income contain large components of imputed
income—income that is not earned in a cash trans-
action, including personal earnings within pension
funds and life insurance policies and income from
owner-occupied housing—that are not taxable. Conse-
quently, a substantial amount of interest, dividend,

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

Taxpayers make further adjustments, both additions
and subtractions, to taxable personal income to derive
their adjusted gross income, or AGI. Capital gains
realizations—the increase in the value of assets between
the time they are purchased and sold—are added to
taxable personal income. Contributions from income
made to tax-deductible individual retirement accounts
and 401(k) plans are subtracted, but distributions to
retirees from those plans are added. Taxpayers also
make a variety of other, smaller adjustments.

Exemptions and deductions are subtracted from AGI
to yield taxable income, to which progressive tax rates
—rates that rise as income rises—are applied. (Those
rates are known as statutory marginal tax rates; the
range of taxable income over which a statutory marginal
rate applies is known as an income tax bracket, of
which there are now six.) The tax that results from ap-
plying those rates to taxable income may then be subject
to further adjustments in the form of credits, such as
the child credit for taxpayers with children under age
17, which reduce taxpayers’ tax liability (the amount
of taxes they owe). An important factor in calculating
individual tax liability is the alternative minimum tax
(AMT), which requires some taxpayers to calculate their
taxes under a more limited set of exemptions, deduc-
tions, and credits. Taxpayers then pay the higher of the
AMT or the regular tax. The ratio of tax liability to AGI
is the effective tax rate on AGI.

A second reason that individual income tax receipts
declined relative to the level of economicactivity may have
been slower growth in income at the top end of the in-
come distribution. Just as faster-than-average income
growth among very high earners helped fuel the rise in
receipts as a share of GDP, slower-than-average growth
among those earners would accomplish the reverse. De-
tailed data on taxpayers’ incomes are not yet available, but

some evidence suggests that income growth at the top end
of the income distribution slowed in 2001 and 2002.

For example, preliminary evidence suggests that income
from stock options may have fallen by 50 percent in calen-
dar year 2001. Given the decline in the stock market last
year, that income is unlikely to have rebounded signifi-
cantly; indeed, it may have fallen further. In the late 1990s,
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Continued

The Social Insurance Tax Base

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

The Corporate Income Tax Base

Corporate profits are the tax base of the corporate
income tax. But the corporate profits component of
GDP differs in several important respects from what
is taxed by the corporate income tax.

First, the profits of the Federal Reserve System are
counted as corporate profits in measures of GDP, but
they are not taxed under the corporate income tax
(they are instead remitted to the Treasury as miscel-
laneous receipts).

Second, measures of GDP calculate corporate income
on the basis of economic depreciation—the dollar
value of productive capital assets that is estimated to
have been used up in the production process. For tax
purposes, however, corporations calculate book prof-
its, which are based on book, or tax, depreciation.
Book depreciation is typically more front-loaded than
economic depreciation; that s, the capital is assumed
to be used up at a faster rate than the best estimates
of how fast it is actually used up, allowing firms to

report taxable profits that are smaller than economic
profits.

Third, taxable corporate income includes the foreign-
source income of U.S. multinational corporations when
that income is “repatriated,” or returned, to the U.S.
parent company. Foreign-source income is not part of
measured output.

Several other, smaller differences exist between corpo-
rate profits as defined in the GDP measure and corpo-
rations’ calculation of their taxable income for tax pur-
poses. Ifa corporation’s taxable income is negative (that
is, if the firm loses money), its loss (within limits) may
be carried backward or forward to be netted against pre-
vious or future taxable income and thus reduce the
firm’s taxes in those other years. A statutory tax rate is
applied to the corporation’s taxable income to deter-
mine its tax liability. A number of credits (such as the
credit for taxes imposed by other countries on the
foreign-source income included in a firm’s taxable prof-
its) may further pare that liability. The ratio of aggre-
gate domestic corporate taxes to aggregate taxable cor-
porate income is the average tax rate.

Despite many adjustments that must be made to cal-
culate the actual tax bases, a ready approximation is the
sum of wages and salaries and corporate book profits.
Those items pick up much of the bases of the individual
income, corporate income, and social insurance taxes
and therefore constitute the bulk of taxed income.

by contrast, income from stock options rose rapidly, with
some estimates indicating that it peaked at more than
$100 billion in 2000, or about 2 percent of wages and sal-
aries. Much of that income presumably accrues to the
highest-earning taxpayers and thus is taxed at the highest
rates. Asa result, in the past two years, a higher proportion
of total wages and salaries was probably subject to lower
marginal tax rates.

In addition to those factors, which affected both 2001 and
2002, last year’s decline in individual income tax receipts
may have resulted from factors that shifted receipts be-
tween fiscal years, making receipts in 2002 unusually low
relative to GDP. As noted eatlier, a given year’s income
tax liability is split between two fiscal years. If taxpayers
pay a disproportionately large share of their ultimate lia-
bility in the form of withholding and estimated tax pay-
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Table 3-5.
Actual and Projected Capital Gains Realizations and Taxes
Capital Gains Capital Gains Capital Gains Capital Gains Tax
Realizations* Tax Liabilities® Tax Receipts® Receipts as a
Percentage Percentage Percentage  Percentage of Total
In Billions Change from In Billions Change from In Billions Change from Individual Income
of Dollars Previous Year of Dollars Previous Year of Dollars Previous Year Tax Receipts

1990 124 20 28 21 32 -14 6.8
1991 112 -10 25 -11 27 -17 5.7
1992 127 14 29 16 27 1 5.6
1993 152 20 36 25 32 20 6.3
1994 153 * 36 * 36 12 6.7
1995 180 18 44 22 40 10 6.8
1996 261 45 66 . 50 54 36 83
1997 365 40 79 19 72 33 9.8
1998 455 25 89 12 84 16 10.1
1999 553 21 112 26 929 19 11.3
2000 644 17 127 14 119 20 11.8
2001 322 -50 61 -52 97 -18 9.8
2002 268 -17 49 -19 55 43 6.5
2003 294 10 54 10 51 -8 5.7
2004 322 10 60 10 56 10 59
2005 350 9 65 9 62 10 6.0
2006 380 8 71 8 68 9 6.1
2007 409 8 76 8 73 8 6.2
2008 440 7 82 8 79 8 6.3
2009 470 7 88 7 85 7 6.3
2010 502 7 94 7 90 7 6.3
2011 529 5 29 5 96 6 58
2012 557 5 104 5 101 5 5.6
2013 587 5 109 5 107 5 55

Sources: Congressional Budget Office; Department of the Treasury.

Notes: Capital gains realizations represent net positive gains. Data for realizations and liabilities after 2000 and data for tax receipts in all years are estimated or projected
by CBO. Data for liabilities before 2001 are estimated by the Treasury Department.

* = between zero and 0.5 percent.

a. Calendar year basis.
b. Fiscal year basis. This measure is CBO's estimate of when tax liabilities are paid to the Treasury.

ments, more of the receipts for a given tax year will be reaction that would not be surprising given the changes
received early (in the first of the two fiscal years) and less that occurred that year (the tax cut, the recession, and the
will arrive in the next fiscal year, when liability is settled drop in the stock market). Consequently, CBO believes
up in April. Taxpayers paid an unusually large share of that last year’s lower level of receipts as a percentage of
2001 liability in the form of withheld taxes during calen- GDP sprang partly from one-time effects that are not
daryear 2001. The subsequent drop in payments of 2001 likely to be repeated in 2003 and beyond.

tax liability in calendar year 2002 may mean that taxpayers

were surprised by economic developments in 2001 and Nonetheless, not all the reasons for the lower level of re-

continued to withhold higher-than-necessaryamounts—a ceipts in 2001 and 2002 have been determined. A good
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Effective Tax Rate on Individual Income, Tax Years 1994-2000
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Note: The effective tax rate is the ratio of tax liability to income. Tax years are essentially the same as calendar years.

picture now exists of the total makeup of 2001 tax liability,
but notuntila sample of 2001 tax returns is available later
this year will analysts be able to trace the effects of some
phenomena, such as the distribution of wage income.
Besides detailed tax data, revised estimates of wages and
other types of income from the NIPAs may help explain
the behavior of receipts over the past two years.

The Future Pattern of Individual Income Tax Receipts.
CBO estimates that in dollar terms, individual income
tax receipts will grow slowly this year and more rapidly
thereafter. Moreover, CBO projects that those receipts
will rise as a share of GDP in each of the next 10 years.

Between 2003 and 2005, the pattern of revenue growth
is dominated by the nation’s continued recovery from
recession. Over that period, individual income tax receipts
are expected to increase as economic growth picks up
again. The projected rise in receipts is relatively small in
2003 but accelerates in 2004 and 2005 as taxable personal
income grows faster.

Despite the near-term effects of the economic recovery,
individual income tax receipts over the 2003-2013 period
are mostly influenced by four other factors, which cause
those receipts to rise faster than either GDP or taxable
personal income in every year of that period.

First, effective tax rates will climb over the 10-year period,
which tends to increase the amount of receipts generated
by the economy. The rise in the effective rate is fueled by
real bracket creep and by two other factors: the alternative
minimum tax (AMT) and distributions from tax-deferred
retirement accounts. The AMT—which is not indexed
for inflation—will affect more and more taxpayers and
growing amounts of income in future years. (The increas-
ing significance of the AMT in CBO’s revenue projections
is described in more detail later in this chapter.) Inaddi-
tion, taxable distributions from tax-deferred retirement
accounts, such as individual retirement accounts and
401(k) plans, are expected to rise as the population ages.
Contributions to those accounts were exempt from taxa-
tion when they were made, which reduced taxable income
in earlier years. Now, as more retirees take distributions
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ﬂ!uro 3-5.

Capital Gains Realizations as a Share of GDP, Calendar Years 1990-2013
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4. The long-term relationship of capital gains realizations to GDP is measured as the average ratio of gains to GDP over the 1954-2001 period, adjusted for differences
between each year's tax rate on capital gains and the average rate over the period. A lower tax rate on capital gains corresponds to 2 higher long-term relationship

of gains to GDP.

from those accounts, the money becomes taxable, boosting
tax receipts relative to GDP.

Second, changes in tax law—principally those enacted in
EGTRRA—will tend initially to curb and then to accel-
erate the growth of receipts. Under that law, marginal tax
rates drop again in 2004 and 2006. In addition, during
the 2006-2010 period, restrictions on itemized deductions
and personal exemptions for high-income taxpayers phase
out and the child tax credit increases. Each of those
changes will tend to reduce the growth of individual in-
come tax receipts. However, other features of the law ex-
pire before 2010, which tends to increase receipts slightly
as a share of GDP. In 2011, all provisions of EGTRRA
still in effect expire, which will cause revenues to climb

sharply.

Third, capital gains realizations—a significant player in
past movements of receipts—play a much smaller but
nonetheless positive role in CBO’s projections. Because
itestimates that capital gains realizations declined in 2002,
CBO expects receipts from capital gains taxes to fall in
2003. Realizations are now believed to be below the level

consistent with their historical relationship to GDP (see
Figure 3-5). They are therefore projected to rise slightly
to that level, pushing up receipts as a percentage of GDP
modestly over the 10-year projection period.

Finally, current collections of individual income taxes are
running below the amounts that would be expected given
thelevel of economicactivity, estimated capital gains reali-
zations and retirement distributions, and other factors
known to influence the effective tax rate. That shortfall
is likely to continue for a few years. However, CBO as-
sumes that it will diminish in later years. Its gradual
shrinking also tends to increase individual tax receipts
relative to GDP over the projection period.

Social Insurance Taxes

In CBO’s projections, revenues from social insurance taxes
claim aroughly constant share of GDP, declining by only
0.1 percent of GDP over 10 years (see Table 3-6). In rela-
tion to wages and salaries—the approximate base of those
payroll taxes—revenues decline somewhat more: from
14.2 percent in 2006 to 13.9 percent by 2013.
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CBO’s Projections of Social Insurance Tax Receipts and

the Social Insurance Tax Base

Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Social Insurance Tax Receipts
In billions of dollars 701 725 766 811 86 901 944 989 1,037 1,085 1,134 1,188 4,277 9,709
As a percentage of GDP 68 67 68 68 68 68 68 67 67 67 67 67 na na
Annual growth rate 10 35 56 59 56 52 48 48 49 46 46 47 na na
Wages and Salaries
In billions of dollars 4982 5,181 5442 5743 6,047 6365 6,697 7,043 7405 7,771 8,134 8533 30,294 69,179
As a percentage of GDP 482 482 481 481 481 480 479 479 478 478 478 478 na na
Annual growth rate 07 40 50 55 53 53 52 52 51 49 47 49 na na
Social Insurance Tax
Receipts as a Percentage of
Wages and Salaries 141 140 141 141 142 141 141 140 140 140 139 139 na na

Source: Congressional Budget Office.

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

n.a. = not applicable.

The largest generators of payroll tax receipts are taxes for
Social Security (officially Old-Age, Survivors, and Disa-
bility Insurance, or OASDI) and Medicare’s Hospital In-
surance (HI). A small share of social insurance tax revenues
comes from unemployment insurance taxes and contribu-
tions to other federal retirement programs (see Table 3-7).

Social Security and Medicare taxes are calculated as a per-
centage of covered wages. Unlike the HI tax, which applies
to all covered wages, the Social Security tax applies only
up toa taxable maximum, which is indexed to the growth
of wages over time. Consequently, receipts from OASDI
and HI taxes tend to remain fairly stable as a proportion
of income as long as covered wages are a stable share of
GDP and the distribution of income from wages remains
relatively unchanged.

CBO projects that social insurance tax receipts will
decrease slightly this year relative to GDP. That decline
is expected because the ratio of social insurance taxes to
GDP in 2002 was unusually high, for two reasons. First,
the maximum amount of wages on which OASDI taxes
are imposed increases with average wages, but after a two-
year lag. Hence, rapid wage growth in 2000, combined
with much slower wage growth in 2002, caused the taxable

maximum to rise relative to average wages and thus
boosted the ratio of receipts to wages and GDP. As wages
increase faster during the economic recovery and the
taxable maximum lags behind, receipts in 2003 will slip
slightly relative to both wages and GDP.

Second, the collections of OASDI and HI receipts in 2002
reported by the Treasury were 1.8 percent higher than
CBO’s models had predicted. However, reported receipts
of HI and OASDI taxes are not actual receipts. When
those payroll tax receipts are remitted to the Treasury, they
are not distinguished from income tax withholding. The
Treasury estimates the division using models and corrects
any resulting error in later years. Over the past five years,
those corrections have changed receipts by an average of
0.7 percent a year; in 2001, they lowered receipts by 1.9
percent. CBO believes that, as happened in 2001, the
actual level of receipts was lower in 2002 than the Treasury
Department currently estimates and that individual in-
come taxes were correspondingly higher. In CBO’s projec-
tions, that assumed overestimate disappears in subsequent
years, driving projected receipts down relative to GDP.

Over the 10-year projection period, payroll tax receipts
are expected to rise slightly and then gradually decline as

63
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Total, Total,
2004- 2004-
2008 2009 2010 2011 2012 2013 2008 2013

685 719 756 792 830 870 3,101 7,067
196 206 217 228 239 251 886 2,027
5 55 56 57 58 60 249 536
4 4 4 4 4 4§ 20 41
4 _4 4 3 3 3 21 _ 38

Table 3-7.
CBO’s Projections of Social Insurance Tax Receipts, by Source
(In billions of dollars)
Actual
2002 2003 2004 2005 2006

Social Security 515 532 558 588 619
Medicare 1499 151 159 168 177
Unemployment Insurance 28 34 41 47 52
Railroad Retirement 4 4 4 4 4
Other Retirement _5 _4 _4 _4 _4

Total 701 725 766 811 856

944 989 1,037 1,085 1,134 1,188 4,277 9,709

Source: Congressional Budget Office.

ashare of GDP. CBO projects that as the economy swings
back to full employment, the ratio of total social insurance
receipts to wage and salary income will increase mostly
because state unemployment systems will be replenishing
their trust funds following the outflow of unemployment
benefits during the recession. That effect is expected to
peak in 2006. After that, social insurance receipts will
slowly decline as a fraction of wages, for three reasons:
states will have finished replenishing their unemployment
trust funds, revenues associated with other federal retire-
ment programs will be lower as the number of workers
covered by Railroad Retirement and the old Civil Service
Retirement System declines, and a slightly larger fraction
of total wage and salary income will be above the

maximum level of earnings subject to Social Security taxes.

Compared with its projections last August, CBO is now
estimating about $90 billion less in social insurance tax
¢ receipts during the 2003-2012 period. Most of that reduc-
tion stems from changes in CBO’s projections of wages
and salaries because of the slowdown in economic growth.
The rest is due to technical changes resulting primarily
from the availability of recent data, which show that cor-
rected receipts for 2001 were lower than the figure used
in CBO’s August projections.

Corporate Income Taxes

Corporate income taxes contributed some of the increase
in federal revenues in the 1990s, as corporate profits sur-
passed their performance of the previous two decades. But
the current recession has reduced profits—and therefore

corporate income tax receipts—substantially. Those re-
ceipts (adjusted to take into account shifts in the timing
of collections legislated by EGTRRA) fell from 2.1 percent
of GDP in 2000 to 1.7 percent in 2001 and 1.2 percent
in 2002. CBO expects them to increase relative to GDP
through 2007, reaching 2.0 percent. They will then slip
slightly in the remaining years of the projection period.

Corporate income tax revenues have followed much the
same pattern as individual income tax receipts, rising
markedly in the late 1990s and then falling in recent years.
In the case of corporate taxes, however, the peak and de-
cline occurred ealier, and the drop was even more signifi-
cant. From 1994 through 1998, corporate tax receipts
grew more rapidly than the overall economy. That pet-
formance was largely driven by very strong corporate
profits. But as a percentage of GDP, corporate receipts
peaked in 1998 (although they remained relatively strong
in 1999 and 2000). After that, corporate receipts dropped
even more significantly than individual receipts did. For
2003, CBO projects that corporate tax receipts will be
lower as a percentage of GDP than they have been since
the mid-1980s.

EGTRRA delayed corporations’ estimated tax payments
from September to October 2001, shifting approximately
$23 billion in revenues from fiscal year 2001 into fiscal
year 2002 and thus distorting the annual pattern of corpo-
rate receipts. Adjusted to account for that shift, corporate
tax revenues fell from $207 billion in 2000 to $174 billion
in 2001 and $125 billion in 2002, CBO estimates.
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CBO’s Projections of Corporate Income Tax Receipts and Tax Bases

Actudl
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Total, Total,
2004- 2004-
2013 2008 2013

Corporate Income

Tax Receipts
In billions of dollars 148 156 185 228 249 260 269 276 285 295 306
As a percentage of GDP 1.4 1.5 1.6 1.9 2.0 20 1.9 1.9 1.8 1.8 1.8
Annual growth rate 2.0 55 183 234 9.3 42 3.4 29 3.1 37 3.6

Corporate Book Profits
In billions of dollars 641 707 786 1,070 1,192 1,230 1,260 1,292 1331 1,373 1419
As a percentage of GDP 62 66 70 90 95 93 90 88 86 84 83
Annual growth rate 95 103 112 361 113 32 24 2.6 3.0 3.1 33

Taxable Corporate Profits® .
In billions of dollars 500 561 598 803 886 913 933 956 985 1,014 1,045
As a percentage of GDP 48 52 53 67 70 69 67 65 64 62 61
Annual growth rate -121 121 66 344 104 3.0 23 24 3.0 3.0 3.1

316 1,190 2,669
1.8 n.a. n.a.
34 na na

1,463 5,539 12,416
8.2 na na.
3.1 na. n.a.

1,076 4,133 9,209
60 na na
29 na n.a

Corporate Tax Receipts
as a Percentage
of Taxable Profits 296 279 309 284 28.1

Adjusted Corporate Tax
Receipts as a Percentage
of Taxable Profits® 250 279 320 276 281

288 289 289 201 293 294 na na

288 289 289 291 293 294 na na.

Source: Congressional Budget Office.

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

rather than as reported on tax returns.

n.a. = not applicable.

a. Taxable corporate profits are defined as book profits minus profits earned by the Federal Reserve System, transnational corporations, and § corporations and minus
deductible payments of state and local corporate taxes. They include capital gains realized by corporations.
b. Excludes the shift in corporate receipts from 2001 to 2002 and from 2004 to 2005 enacted in the Economic Growth and Tax Relief Reconciliation Act of 2001.

That drop was caused almost entirely by the slowing of
the economy and the effects of the economic stimulus
package enacted last March. The stimulus package allowed
more-rapid write-offs of investment and increased firms’
ability to use losses from 2001 and 2002 to offset tax lia-
bility in previous years. That expanded “carryback” provi-
sion made companies better able to obtain refunds of
previous years’ taxes on the basis of losses in each of the
past two years. The result was a substantial increase in
corporate tax refunds in fiscal year 2002 and a substantial
fall in net corporate tax receipts.

CBO’s projection of corporate receipts for the next 10
years reflects a combination of recovery from the recession,
effects of the stimulus package and its expiration, and

longer-term changes in profits as a share of GDP. CBO
expects corporate tax receipts to recover somewhat in 2003
and then grow more strongly, so that by 2005, they reach
1.9 percent of GDP. Those receipts remain between 1.8
percent and 2.0 percent of GDP through the end of the
projection period (see Table 3-8).

In CBO’s economic forecast, corporations’ book profits—
the underlying base of the corporate income tax—grow
faster than GDP from 2003 through 2006. (For more
details of CBO’s outlook for the economy, see Chapter 2.)
Their growth in 2003 and 2004 is largely caused by recov-
ery from the 2001 recession, in which profits were espe-
cially depressed. The effect of economic recovery on book
profits is an important reason that corporate tax receipts
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Table 3.9
CBO’s Projections of Excise Tax Receipts, by Source
(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Highway Taxes 34 34 36 37 39 4 42 B 4 45 46 192 412
Airport Taxes 9 9 10 11 12 13 14 14 15 16 17 58 134
Telephone Taxes 6 6 7 7 8 9 9 10 10 11 11 38 89
Alcohol Taxes 8 8 8 8 9 9 9 9 9 9 9 43 8
Tobacco Taxes 8 8 8 8 8 8 8 8 8 8 8 40 80
Al Other ExciseTaxes 3 3 3 3 _3 3 3 3 3 3 3 13 _2
Total 67 68 71 74 77 82 84 87 2 92 95 383 831

Source: Congressional Budget Office.

rise relative to GDP in the first half of the projection
period.

Corporate receipts in the first half of that period are also
affected by provisions of the stimulus package. Because
of the availability of expanded carryback losses in calendar
year 2002, corporate tax refunds are expected to be high
in fiscal year 2003, tending to depress receipts. But in
fiscal year 2004, the opposite will occur, because refunds
thatotherwise might have been paid in thatyear will have
been accelerated into 2002 and 2003. Some of that effect
can be seen in the behavior of receipts as a percentage of
taxable profits. The percentage is especially low in 2002
because of the expanded carryback refunds and high in
2004 because of their lapse. In addition, the partial-
expensing provisions of the stimulus law expire in 2004.
Accelerated depreciation has the effect of reducing tax
liability immediately at the cost of higher liability later.
Hence, beginning in 2005, the corporate income tax
begins to recoup some of its earlier loss of receipts, a gain
that shows up mostly in the increase in taxable profits
relative to GDP in 2005 and 2006. Another effect from
tax-law changes occurs in 2004 and 2005, when EGTRRA
again shifts some tax receipts between two fiscal years.

After 2006, CBO expects profits to decline gradually rela-
tive to GDP, decreasing corporate taxes as well. That effect
is somewhat muted by a small rise in receipts as a per-
centage of taxable profits. As profits decline relative to
GDP, losses as a proportion of net profits are higher.
Firms pay taxes to the government on the profits they

earn, but they do not receive payments from the govern-
ment if they lose money (except to the extent that they
can carty their losses forward or backward to offset profits
in other years). Consequently, the overall effective corpo-
rate tax rate—receipts divided by net profits—tends to
be higher when net corporate profits are lower.

CBO is now projecting about $100 billion more in corpo-
rate tax receipts over the 2003-2012 period than it did
in August. About a third of that increase results directly
from changes in CBO’s economic forecast. The rest stems
from technical changes, which mostly reflect a reinterpre-
tation of tax collections in 2002. Last August, CBO recog-
nized that corporate tax collections (net of refunds) were
lower than would be expected given the economic con-
ditions believed to have existed at that time. CBO pro-
jected that shortfall to continue. It now appears that the
unexpected behavior of corporate tax collections last year
can be explained by higher refunds generated by greater
use of the expanded carryback provisions. Since those pro-
visions are temporary, CBO now assumes that collections
will return to their expected relationship to overall profits
and tax liability. That assumption raises the level of re-
ceipts projected for the years after 2003, when the carry-
back provisions expire.

Excise Taxes

Receipts from excise taxes are expected to continue their
long-term decline as a share of GDP, falling from 0.6 per-
cent in 2002 to 0.5 percent toward the end of the 10-year
projection period. Most excise taxes—those generating
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about 80 percent of total excise revenues—are levied per
unitof good or per transaction rather than as a percentage
of value. Thus, excise receipts grow with real GDP, but
they do not rise with inflation and therefore do not grow
as fast as nominal GDP does.

Nearly all excise taxes fall into five major categories:
highway, airport, telephone, alcohol, and tobacco taxes
(see Table 3-9). Almost half of all excise receipts are ear-
marked by law to the Highway Trust Fund; they come
primarily from taxes on gasoline and diesel fuel. Most
airport and telephone excise taxes are levied on a per-
centage basis, so they grow at a faster rate than the other
categories do. Tobacco taxes rose at the beginning of 2002
but are expected to remain roughly stable from 2003
through 2013.

CBO’s current projection of total excise tax receipts for
the next 10 years is slightly lower than the projection it
published in August. Changes in CBO’s economic forecast
reduce that projection by just a few billion dollars. Tech-
nical adjustments have a bigger effect, lowering projected
excise receipts by a total of about $15 billion over the
2003-2012 period. Half of that decrease comes from
reduced projections of motor fuel taxes, largely because
CBO assumes thata greater share of the demand for motor
fuel will be for oxygenated fuels, which are taxed ata lower
rate. The other half of the reduction comes largely from
lower projections of receipts from passenger ticket taxes
dedicated to the Airport and Airway Trust Fund.

Estate and Gift Taxes

CBO expects receipts from estate and gift taxes to change
in importance over the projection period: their share of
GDP is forecast to decline from 0.3 percent in 2002 to
0.1 percent in 2010and 2011 before jumping back to 0.3
percent’in 2012 and 2013. That pattern results from the
phasing out of the estate tax under EGTRRA and its sub-
sequent reinstatement when the law expires in 2011.

In the past, revenues from estate and gift taxes tended to
grow more rapidly than income because the unified credit
for the two taxes, which effectively exempts some assets
from taxation, is not indexed for inflation. Under
EGTRRA, however, the pattern of receipts over time is
quite different. The estate tax is gradually being elimi-
nated; the gift tax remains in the tax code but in 2 modi-
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fied form. Today, tax law effectively exempts $1 million
of an estate from taxation. EGTRRA will raise that
amount to $3.5 million in 2009. EGTRRA will also
reduce the highest tax rate on estates from 50 percent to
45 percent by 2007 and then eliminate the tax in 2010.
The law’s provisions are scheduled to expire at the end
of 2010, however, which means that the estate tax is set
to return the following year. Because estate tax liabilities
are paid after a lag, and because the gift tax remains in the
tax code, receipts from estate and gift taxes do not dis-
appear completely in CBO’s projection period but instead
reach a trough in 2010 (see Table 3-10). CBO estimates
thatin 2012 they will return to their 2002 share of GDP.

CBO’s current projections of estate and gift tax receipts
are similar to those it produced last August. Changes in
CBO’s economic forecast have had a negligible effect on
the projections. Small technical changes—including the
impact of the stock market on projected wealth and re-
estimates of gift tax receipts around the time EGTRRA
expires—net to an increase of $7 billion in receipts over
10 years compared with the August projections.

Other Sources of Revenues

Customs duties and numerous miscellaneous sources bring
in much smaller amounts of revenue than the major levies
do. CBO estimates that those revenues will remain fairly
steady as a share of GDP—at just above 0.5 percent—
throughout the projection period. That share will be
slightly lower in the first few years, however, because of
the effect of low short-term interest rates on the Federal
Reserve System’s earnings.

CBO projects that customs duties will grow over time in
tandem with imports. During the next few years, however,
their growth will be curbed as tariff reductions enacted
in 1994 are phased in. Projections of customs duties are
slightly higher now than in August, largely for technical

reasons.

The largest component of miscellaneous receipts is the
profits of the Federal Reserve System, which are counted
as revenues once they are turned over to the Treasury (see
Table 3-10). Those profits depend on the interest that the
Federal Reserve earns on its portfolio of securities and on
gains and losses from its holdings of foreign currency. In
the past two years, earnings on securities have declined
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Table 3-10.
CBO’s Projections of Other Sources of Revenue
(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Estate and Gift Taxes 27 21 24 21 24 20 22 23 15 19 43 47 110 258
Customs Duties 19 18 20 20 21 22 23 24 25 26 27 28 107 237
Miscellaneous Receipts
Federal Reserve earnings 24 22 24 29 33 36 38 41 42 44 46 49 159 382
Universal Service Fund 5 6 7 7 7 7 7 7 7 7 8 8 3 T
Other 2 3 3 5 S5 5 S5 5 5 5 5 5 M 4
Subtotal 34 33 36 40 44 47 50 52 54 56 59 61 217 500
Total 79 73 79 82 89 89 95 100 94 102 129 137 434 995

Source: Congressional Budget Office.

as the Federal Reserve has lowered interest rates to stimu-
late economic growth and counter the economy’s down-
turn. In addition, the recession has slowed the growth of
the Federal Reserve’s portfolio of assets because of slower
growth in the public’s holdings of U.S. currency. Those
factors have led CBO to project that receipts from the
Federal Reserve System this year will be substantially below
the average of recent years. However, the central bank’s
income—and therefore the receipts it remits to the
Treasury—are expected to return to their previous trend
in 2004 and 2005.

Since August, expectations of slower economic growth
have led CBO to reduce its projection of miscellaneous
receipts for the 2003-2012 period by about $12 billion.
Partly offsetting that reduction, reestimates of activity in
the Universal Service Fund (which result in corresponding
increases in projected spending) and other, smaller tech-
nical revisions raise the 10-year projection of miscellaneous
receipts by about $6 billion.

The Growing Significance of
the AMT in CBO’s Projections

The alternative minimum tax will increasingly become
aconsideration in discussions about many different aspects
of tax policy. For one thing, the AMT is an important
reason why receipts are expected to grow relative to GDP
over the next 10 years. For another thing, it substantially

reduces the revenue loss that would occur if the provisions
of EGTRRA that are scheduled to expire at the end of
2010 were extended. Further, the AMT will affect more
and more taxpayers in coming years, many of whom were
not the intended target of the tax when it was enacted. As
the impact of the AMT grows over time, reforming or
repealing it will become more expensive, leaving less room
to reduce taxes in other ways.

Characteristics of the Alternative Minimum Tax
The AMT is a parallel income tax system with fewer
exemptions, deductions, and rates than the regular income
tax. It was enacted to limit the extent to which high-
income taxpayers can reduce the amount of tax they owe
by using various preferences in the regular tax code.
Taxpayers with potential AMT liability must calculate
their taxes under both the AMT and the regular income
tax and pay whichever figure is higher. The amount by
which a taxpayer’s AMT calculation exceeds his or her
regular tax calculation is defined as AMT liability.

Like the rate structure of the regular income tax, the AMT
extracts a greater proportion of overall income as real
income rises. But unlike the regular income tax, the AMT
is not indexed to inflation. Consequently, inflation in-
creases the amount of income to which the AMT applies
and the number of taxpayers subject to it each year. Those
effects are compounded by the cuts in marginal tax rates
enacted in EGTRRA. Because those cuts reduce regular
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Figure 3-6.
Projected Effects of the Individual Alternative Minimum Tax
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Source: Congressional Budget Office.

Note: Thealternative minimum tax requires some taxpayers to calculate their taxes under a more limited set of exemptions, deductions, and credits than the set applicable
under the regular individual income tax.

a. Calendar year basis.
b. Fiscal year basis.

tax liability without changing the AMT, they further in- Comparing the number of taxpayers subject to the AMT
crease the AMT’s contribution to total revenues. and the amount that the tax raises in 2002 with those ef-
‘ fectsin 2013 (after the remaining provisions of EGTRRA
The preferences not allowed under the AMT include expire) demonstrates how the impact of the AMT increases
personal exemptions and the standard deduction, so the as a result of nominal income growth. CBO estimates that
AMT reaches some taxpayers not ordinarily thought of = in 2002, 2 million tax returns will have AMT liability,
as exploiting “loopholes” to avoid taxation of high in- and receipts from the tax will total $12 billion (see Fig-
comes. That situation increases over time as nominal ure 3-6).
income grows. For example, in tax year 2005, a married
taxpayer earning $90,000 who has three children and In 2013, about 24 million returns are projected to have
reports a typical set of deductions will be subject to the AMT liability, and the tax will add an estimated $60 bil-
AMT under current law. lion in revenues. Over that 11-year span, the importance
of the AMT as a source of individual income tax receipts
The AMT’s Impact Over the Next 10 Years more than doubles, from contributing 1.4 percent of those
For the moment, the growing reach of the alternative - receipts to 3.2 percent.
minimum tax has been slowed because EGTRRA raised
the amount of income that is exempt from the tax. But In the years in between, the rise and fall of the AMT’s
that provision will expire at the end of 2004. After that, projected effects reflect the phasing in and expiration of
the number of taxpayers subject to the AMT will rise provisions of EGTRRA. The number of returns subject
sharply. : to the AMT rises from 4 million in 2004 (just before the

provision raising the exemption amount expires) to about
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33 million in 2010 (just before the rest of EGTRRA’s
provisions expire). In fiscal year 2010, the AMT is pro-
jected to add more than $100 billion to the revenues from
the regular tax, or about 7 percent of total individual in-
come tax receipts. The differences between 2010 and 2012
in AMT receipts ($50 billion) and returns affected (12
million) indicate the degree to which the cuts in marginal
tax rates under EGTRRA will have been muted by the
AMT.

Issues in Reforming the Alternative Minimum Tax
Whether EGTRRA isallowed to expire, its provisions are
extended, or its scheduled rate cuts are rescinded before
taking effect, the increasing bite of the AMT has an impact
on theamount of revenue that will result. Moreover, with
each passing year, the alternative minimum tax playsa big-
ger and bigger role in revenue projections, meaning that

the budget baseline is increasingly contingent on retention
of the AMT.

The first issue that lawmakers will face with respect to the
alternative minimum tax comes up immediately. In 2003,
the provision of the tax code that allows taxpayers to claim
the education tax credits enacted in the Taxpayer Relief
Act of 1997 and other personal credits against the AMT
will expire. That provision was extended temporarily in
1998, 1999, and 2002. Extending it permanently would
cost about $44 billion over the next decade.

Reform of the AMT could take various forms. Besides ex-
tending the provisions that are scheduled to expire, such
reform could include eliminating exemptions for depend-
ents or the standard deduction as preferences under the
AMT or indexing the AMT exemption for inflation. It
could also take the form of repealing the alternative mini-
mum tax. That would be the most expensive option,
costing the federal government roughly $600 billion in
revenues through 2013 (assuming that the repeal took
effect in tax year 2004).

AMT reform and the costs associated with it are closely
tied up with the costs of extending EGTRRA. The existing
AMT would substantially mute the revenue loss associated
with extending the EGTRRA provisions that expire at the
end of 2010. Similarly, the cost of reducing or eliminating
the AMT would be higher if EGTRRA were extended.
For example, repealing the AMT would cost roughly $200

billion more if EGTRRA did not expire. Because of those
interactions, reforming the AMT and extending EGTRRA
would cost more if carried out together than the sum of
the individual costs of those policy changes.

The Effects of Expiring Tax Provisions

CBO’s revenue projections rest on the assumption that
current tax laws remain unaltered except for scheduled
changes and expirations, which occur on time. The sole
exception to thatapproach is the expiration of excise taxes
dedicated to trust funds, which, under budget rules, are
included in the revenue projections whether or not they
are scheduled to expire.

The assumption that tax provisions expire as scheduled
can havea significant impact on CBO’s estimates—even
in ordinary circumstances, when those provisions do not
include such large changes as the EGTRRA tax cuts or
the special depreciation rules enacted in last year’s eco-
nomic stimulus package. Many expiring provisions are
extended almost as a matter of course, and most of them
reduce receipts. Thus, revenue projections that assumed
the extension of those provisions would be lower than
revenue estimates projected under current law. To provide
as complete an outlook for revenues as possible, this sec-
tion details the various tax provisions whose expiration
is reflected in CBO’s projections.

Provisions That Expire in 2003

Seventeen tax provisions are scheduled to expire by the
end of 2003, of which 15 reduce revenues (see Table 3-11).
Most of them had been set to expire before and were ex-
tended temporarily, in some cases numerous times. Ifall
15 of the revenue-reducing provisions were immediately
and permanently extended, revenues would be a total of
$68 billion lower over the 2004-2013 period. About two-
thirds of that effect—or $44 billion—would come from
the measure thatallows taxpayers to claim certain personal
credits (especially the education tax credits that were en-
acted in the Taxpayer Relief Act of 1997) against the
AMT. As noted earlier, that provision had previously been
scheduled to expire and was extended temporarily in 1998,
1999, and 2002.

Two provisions that increase revenues are also scheduled

to expire by the end of 2003. If they were extended,
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revenues would rise by a total of $13 billion over the 2004-
2013 period. Nearly all of that effect would come from
a provision enacted in last year’s stimulus package. It raises
the interest rate that firms use to calculate their required
contributions to defined-benefit pension plans and their
premium payments to the Pension Benefit Guaranty
Corporation, both of which are tax-deductible.

Provisions That Expire During the 2004-2013 Period
A number of additional provisions will expire during
CBO’s current projection period. The most significant
of those from abudgetary perspective are the ones enacted
in EGTRRA. Three provisions of that law—the increased
exemption amount for the AMT, thededuction for quali-
fied education expenses, and the credit for individual re-
tirementaccounts and 401(k)-type plans—are set to expire
by the end of 2006. The rest of the provisions, which
represent the bulk of the law’s budgetary effects, expire
on December 31, 2010. If all of those measures were ex-
tended, revenues would be $785 billion lower through
2013, CBO and the Joint Committee on Taxation (JCT)
project. Most of that reduction ($665 billion) would come
at the end of the period, in 2011 through 2013, mainly
as a result of extending the tax cuts that would otherwise
expireat the end of 2010. Those cuts include the decreases
in marginal tax rates for individuals, increases in the child
tax credit, and repeal of the estate tax.

About $120 billion of the revenue loss from extending
the expiring provisions of EGTRRA would occur before
2011. Immediately extending the changes to estate and
gift taxes, which expire at the end of 2010, could reduce
revenues as early as this year. The reason is that if taxpayers
knew that the repeal of the estate tax would become
permanent in 2011, some might postpone taxable gifts
that they would otherwise have made during this decade.
CBO’s and JCT’s estimates of the effects of extending
EGTRRA also incorporate the assumption that the higher
exemption levels for the AMT, which expire in 2004, are
extended at their 2004 levels. Under that assumption, the
exemption levels would not rise with inflation, so a
growing number of taxpayers would still become subject
to the AMT over time—albeit fewer than if the higher
exemption levels expired as now scheduled.

THE REVENUE OUTLOOK 71

Sixteen provisions not related to EGTRRA end between
2004 and 2009, 12 of which would reduce revenues if
extended. The one with by far the greatest effect is the
provision to allow a special depreciation allowance of 30
percent for equipment investment made by September
10, 2004. That provision, enacted in March 2002 as a part
of the economic stimulus package, is supposed to expire
next year. If extended, it would reduce revenues by $256
billion through 2013. The provision with the second
largest effect is the research and experimentation tax credit,
which was enacted in 1981. In 1999, the Congress ex-
tended that tax benefit through June 2004, for the ninth
and longest time. Continuing the credit through 2013
would reduce revenues by about $56 billion. In all, ex-
tending those 12 revenue-reducing provisions would de-
crease receipts by $370 billion through 2013. Excluding
the depreciation provision enacted in the economic stimu-
lus package—which was not intended to be permanent—
extension of the remaining provisions would lower reve-
nues by $114 billion through 2013.

Four provisions that expire between 2004 and 2008 would
increase revenues if they were extended. The provision
with the largest revenue effect is the Federal Unemploy-
ment Tax Actsurcharge, which expires in 2008. Extending
that provision would raise about $8 billion in revenues
through 2013. The other three provisions would impose
fees for the reclamation of abandoned mines, allow
employers to transfer excess assets in defined-benefit pen-
sion plans to a special account for retirees’ health benefits,
and provide authority to the Internal Revenue Service for
certain undercover operations. Extending the mine fees
would raise more than $200 million per year. The two
remaining provisions would each raise less than $50
million annually.

Expiring Provisions That Are Included

in CBO’s Baseline

Budget rules require CBO to include in its projections
excise tax receipts earmarked for trust funds, even if
provisions for those taxes are scheduled to expire. The
largest such taxes that are slated to expire during the next
10 years finance the Highway Trust Fund. Some of the
taxes for that fund are permanent, but most of them end
on September 30, 2005. Extending them at today’s rates
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Table 3-11.
Effect of Extending Tax Provisions That Will Expire Before 2013
(In billions of dollars)
Total, Total,
Expiration 2004-  2004-
Tax Provision Date 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Provisions Expiring in 2003
IRS User Fees 9/30/2003 n.a. b hae i ha hae b - had b > 0.2 04
Archer Medical Savings
Accounts 12/3172003 na. * * * * . * * * * * * 0.1
Brownfields
Remediation 12/31/2003 » 01 03 -03 03 03 -03 -03 -0.3 0.3 03 -13 -29
Credit for Electric
Vehicles 12/31/2003 na. . * . * * b * * * * 01 -0.2
Credit for Electricity
Production from

Renewable Sources  12/31/2003 na * * » * 01 01 -01 -0.1 -0.1 01 -01 0.6
Corporate Contributions

of Computers

to Schools 12/31/2003 na 01 -01 01 -01 -02 -02 -02 -0.2 -0.2 02 -06 -15
Deductions for Clean-

Fuel Vehicles and

Refueling Property 12/31/2003 na 01 01 -03 03 -03 -3 -03 -0.2 0.2 02 -11 2.4
Deduction for Teachers’

Classroom Expenses  12/31/2003 na 01 02 -03 03 03 -03 -03 03 -03 03 -11 2.6
Interest Rate for

Pension Calculations  12/31/2003 na 1.7 2.5 1.4 1.8 1.9 13 0.9 0.4 0.2 0.2 93 123
Net Income Limitation

for Marginal Oil and

Gas Wells 12/31/2003 na. . * * * * * * * * * 02 0.4
Qualified Zone Academy

Bonds 12/31/2003 na. . * * * * * .01 -0.1 -0.1 0.1 -01 0.4
Reduction in Policyholder

Dividends for

Insurance Companies 12/31/2003  na. . * * * * * * * * * 02 0.4
Tax Incentives for

Investment in the

District of Columbia  12/31/2003 na 01 -01 01 -01 -01 -02 -03 -0.3 -0.4 04 05 22
Treatment of

Nonrefundable

Personal Credits

Under the AMT 12/31/2003 na 01 -10 -24 35 41 -47 52 -6.0 -7.9 -88 -11.1 -438
Welfare-to-Work

Tax Credit 12/31/2003 na * 01 01 01 -01 -01 -01 0.1 -0.1 01 -04 -1.0
Work Opportunity

Tax Credit 12/3172003 na. -01 -02 03 03 03 03 -04 -0.4 -0.4 04 -12 -3.0
Tax Incentives for Areas

of New York City

Damaged on Sept. 11  Various* na 01 03 03 07 09 08 -08 -08 -08 -07 -22 -6.2

Sources: Joint Committee on Taxation, Congressional Budget Office.
Notes: * = between -$50 million and zero; ** = between zero and $50 million; n.a. = not applicable; IRS = Internal Revenue Service; AMT = alternative minimum
tax; IRA = individual retirement account; FUTA = Federal Unemployment Tax Act; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001.

These estimates assume that the expiring provisions are extended immediately rather than when they are about to expire. The provisions are assumed to be
extended at the rates or levels existing at the time of expiration. These estimates do not include effects on debt-service costs,

When this report went to press, JCT's estimates were unavailable for several expiring tax provisions—most significantly, for EGTRRA’s major individual income
tax provisions that expire in 2010 and for the AMT provisions that expire in earlier years. CBO estimated the effects of extending those provisions, as well as
the interaction from extending all expiring tax provisions simultaneously. Asa result, cost estimates by JCT for legislative proposals to extend the EGTRRA and
AMT provisions might not match the figures shown here.

(Continued)
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Table 3-11.
Continued
(In billions of dollars)
Total, Total,
Expiration 2004- 2004
Tax Provision Date 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Provisions Expiring Between 2004 and 2013
Credit for Research
and Experimentation  6/30/2004 na 05 -33 43 52 60 66 -70 -75 79 83 -191 -564
Special Depreciation
Allowance for Certain
Property 9/10/2004 na na -27.7 -41.7 -389 -344 -29.4 249 215 -19.0 -183 -142.6 -255.7
Abandoned-Mine
Reclamation Fees 9/30/2004 na. na 0.2 0.2 0.2 0.2 0.2 0.3 0.3 0.3 0.3 1.0 2.2
Depreciation for
Business Property on
Indian Reservations  12/31/2004 na. » 02 04 -05 05 -05 -04 -0.3 -0.3 03 -17 3.3
Depreciation of Clean-
Fuel Automobiles 12/31/2004 na. na * * * * * * * * * * -0.1
Increased AMT
Exemption Amount ~ 12/31/2004 na. na. -33 -102 -144 -182 -224 -253 -215 -148 -17.2 -461 -1473
Indian Employment
Tax Credit 12/31/2004 na na * * 01 401 -0.1 -0.1 -0.1 -0.1 01 -02 -0.5
Authority for Undercover
IRS Operations 12/31/2005 na na na ok - b ok hid hiis b b b b
Deduction for Qualified
Education Expenses  12/31/2005 na na na -7 -24 26 -28 29 26 26 26 -68 -203
Puerto Rico Business
Credits 12/31/2005 na na na 07 -16 -18 -9 -21 -23 -2.6 30 40 -16.0
Transfer of Excess Assets
in Defined-Benefit
Plans 12/31/2005 na na na ** *k *k ok ok *k * ** 0.1 03
Andean Trade
Preference Initiative ~ 12/31/2006 na na  na na. * * * * * * * 401 -0.2
Credit for IRA and
401(k)-Type Plans 12/31/2006 na na na na 07 -14 -12 -11 -1.0 -1.0 09 -20 73
Generalized System
of Preferences 12/31/2006 na. na na na 04 -06 06 -07 -0.7 08 -08 -10 -4.7
Subpart F for Active
Financing Income 12/31/2006 na. na na na 09 27 -31 35 40 44 48 3.6 -233
Alcohol Fuels
Income Credit 12/31/2007 na na  na n.a. na * * * * * * * *
FUTA Surtax of
0.2 Percentage Points 12/31/2007 na. na na  na  na 1.0 1.5 1.5 15 1.5 15 1.0 8.5
New Markets Tax Credit  12/31/2007 na na na na na 01 03 -04 -06 08 -10 -01 3.3
Empowerment and ‘
Renewal Zones 12/31/20609 na. na na n.a. na. na na -08 -1.7 -1.8 20 na 6.4
General Expiration of
EGTRRA Provisions 12/31/2010 01 05 -08 -10 -13 -17 -1.6 -24 -131.0 -2302 -239.7 53 -610.1
All Expiring Provisions®
Total 01 -01 -339 -614 -692 -72.7 -739 -76.1 -2061 -307.6 -321.0 -237.4 -1,222.0

a. 'The provision that expands the work opportunity tax credit in New York City expires on 12/31/2003. The provisions that increase expensing under section 179
and allow 2 five-year lifetime for leasehold improvements expire on 12/31/2006. The provisions related to 30 percent bonus depreciation for property placed in

service expire on 12/31/2006 and 12/31/2009.

b. The overall total does not equal the sums of the separate provisions because it includes estimated interactions among provisions, which are especially important
from 2011 through 2013, Those interactions, which would occur if all of the provisions were extended together, would reduce revenues by $23 billion in the 2004-2013

period.
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contributes $38 billion to CBO’s revenue projections in
2013, or about 40 percent of that year's total excise tax
receipts.

Other expiring trust fund taxes, if extended, would ac-
count for smalleramounts in 2013, CBO estimates. Taxes
dedicated to the Airport and Airway Trust Fund, which
are scheduled to expire at the end of 2007, would con-
tribute about $16 billion to revenues in 2013. Taxes for
the Leaking Underground Storage Tank Trust Fund, set
to end on March 31, 2005, would contribute about $250
million. No other expiring tax provisions areautomatically
extended in CBO’s projections.

Total Effects of Expiring Provisions

If all expiring tax provisions were extended together, the
revenue projection for 2004 would be $0.1 billion lower.
However, that revenueloss would grow to $34 billion the
following yearand to $76 billion by 2010, before jumping
to $206 billion in 2011 and then reaching $321 billion
by 2013. Over the entire 2004-2013 period, revenues
would be reduced by more than $1.2 trillion. (That esti-
mate of the effects of jointly extending the expiring provi-
sions includes interactions among the provisions, which
reduce revenues by $23 billion over that period.) A more
limited measure of the effects of extending expiring legisla-
tion would not include provisions of the economic stimu-
lus law, which were not intended to be permanent. Ifall
but those expiring provisions were extended, federal reve-
nues would be $960 billion lower through 2013,




Fedcral spending totaled more than $2.0 trillion in
2002—an increase of $147 billion, or 7.9 percent, from
the previous year. Excluding interest payments, spending
lastyear jumped by 11 percent—the largest increase since
1981. Substantial increases in both defense and nondefense
discretionary spending, a sharp rise in outlays for unem-
ployment benefits, and continued growth in the major
entitlement programs accounted for the upswing (see Box
4-1 for descriptions of various types of federal spending).

On the discretionary side of the budget, defense and non-
defense outlays each grew by roughly $42 billion in 2002.
The Congressional Budget Office estimates that more than
half of the growth in defense spending resulted from
initiatives that were planned or funded before the Sep-
tember 11 terrorist attacks; most of the remaining growth
supported the war against terrorism. Growth in nonde-
fense discretionary spending was spread among various
programs, most notably in the areas of education, trans-
portation, health, and justice.

On the mandatory side of the budget, payments for unem-
ployment benefits climbed by $23 billion as the unem-
ployment rate rose significantly and a temporary extension
in benefits was enacted. Spending for the three major en-
titlement programs—Social Security, Medicare, and
Medicaid—went up by about $57 billion, and outlays for
other mandatory programs rose by $17 billion. Offsetting
the growth in other areas of the budget were net interest
payments, which declined by $35 billion in 2002.

CHAPTER

4

The Spending Outlook

CBO projects that federal spending will grow less rapidly
this year. Under the assumptions (of the adjusted baseline)
that current laws remain the same and that discretionary
budget authority totals about $751 billion after the regular
2003 appropriations are enacted, CBO projects that
spending will rise by $110 billion, to $2.1 trillion—a 5.5
percent increase over 2002 outlays (see Tables 4-1 and 4-2).
Excluding interest payments, spending is projected to
grow by 6.7 percent in 2003. A war with Iraq or other
additional spending, however, could push outlays signifi-
cantly above those levels (see Chapter 5).

Fueling the growth in outlays for 2003 are increases in
discretionary spending and continued growth in entitle-
ments, offset by lower net interest payments resulting from
currently low interest rates. On the basis of the two appro-
priation acts (defense and military construction) that have
been enacted, CBO estimates that budget authority for
defense discretionary programs has increased by $21 bil-
lion (5.8 percent) from the 2002 level. That increase—
along with spending from earlier budget authority pro-
vided in response to the September 11 terrorist attacks
and other appropriations—is estimated to boost defense
outlays by $28 billion (7.9 percent) over the level in 2002.
Assuming nondefense budget authority of about $369 bil-
lion—the difference between the target level of $751 bil-
lion for all discretionary funding and the $382 billion as-
sumed for defense—outlays for nondefense programs are
projected to rise by $30 billion (7.7 percent), chiefly as
aresult of rapid increases in budget authority in previous
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Box 4-1.

Categories of Federal Spending

Federal spending can be divided into categories based
on its treatment in the budget process:

Discretionary spending pays for such activities as
defense, transportation, national parks, and foreign
aid. Discretionary programs are controlled by annual
appropriation acts; policymakers decide each year how
many dollars to devote to which activities. Certain fees
and other charges that are triggered by appropriation
action are classified as offsetting collections, which off-
setdiscretionary spending. The Congressional Budget
Office’s (CBO?s) baseline depicts the path of discre-
tionary spending in accordance with the Balanced Bud-
getand Emergency Deficit Control Act of 1985, which
states that current spending should be assumed to grow
with inflation in the future.! For this report, current
spending consists of appropriations provided for fiscal

year 2003 for defense ($382 billion) and—pending

enactment of the other regular appropriation billi—
about $369 billion for nondefense activities.* The $751

1. Theinflation ratesused in CBO’s baseline, as specified by the
Deficit Control Act, are the employment cost index for wages
and salaries (for expenditures related to federal personnel) and
the GDP deflator (for other expenditures).

2. Somedefense discretionary programsare funded in the energy
and water and other appropriation acts; the adjusted baseline
assumes that these programs (about $16 billion) are funded
atthe levelsin the current continuing resolution. The assumed
$369 billion for nondefense activities is implied by the Republi-
can leadership’s apparent agreement with the President con-
cerning total discretionary budget authority for 2003, which
totals about $751 billion.

billion in total discretionary budget authority for 2003
is assumed in CBO’s adjusted baseline.

Mandatory spending consists overwhelmingly of bene-
fit programs such as Social Security, Medicare, and
Medicaid. The Congress generally determines spending
for those benefit programs by setting rules for eligibility,
benefit formulas, and other parameters rather than by
appropriating specific dollar amounts each year. CBO’s
baseline projections of mandatory spending assume that
existing laws and policies remain unchanged and that
most expiring programs will be extended. Mandatory
spending also includes offsetting receipts—fees and
other charges that are recorded as negative budget
authority and outlays. Offsetting receipts differ from
revenues in that revenues are collected as an exercise
of the government’s sovereign powers, whereas off-

- setting receipts are generally collected from other

governmentaccounts or paid by the public for business-
like transactions (such as rents and royalties from leases
Y

for oil and gas drilling on the Outer Continental Shelf).

Net interest includes interest paid on Treasury securi-
ties and other interest that the government pays (for
example, on late refunds issued by the Internal Revenue
Service) minus interest that the government collects
from various sources (such as from commercial banks,
where the Treasury keeps much of its operating cash).
Itis determined by the sizeand composition of the gov-
ernment’s debt, annual budget deficits or surpluses, and
market interest rates.

years. Spending for entitlement and other mandatory pro-
grams—which now constitutes more than half of all fed-
eral spending—will increase by $66 billion (6.0 percent)
over its level in 2002, CBO projects. Declining interest
payments will offset some of those spending increases.
Despite a growing stock of debt held by the public, low
interest rates are projected to reduce net interest payments
by $14 billion (8.1 percent).

Alook atlonger-term trends reveals that the mix of federal
spending has changed significantly over time. Today, the
government spends less—as a proportion of gross domes-
tic product—on discretionary activities and more on
entitlement programs than it did in the past. Discretionary
spending has declined from 12.7 percent of GDP in 1962
to 7.1 percent in 2002 (see Figure 4-1). In contrast,
spending on entitlements and other mandatory programs
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Figure 4-1.

Major Components of Spending,

1962-2002
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Source: Congressional Budget Office based on data from the Office of

Management and Budget.

(net of offsetting receipts) has climbed from 4.9 percent
to 10.7 percent of GDP over the 40-year span. (For de-
tailed annual data on spending since 1962, see Appen-
dix F.)

Under assumptions in the adjusted baseline, discretionary
spending will grow roughly half as fast as the economy,
CBO projects, or at an average annual rate of 2.6 percent,
from 2003 to 2013. As a result, its share of GDP is pro-
jected to drop further—to 5.7 percent by 2013. Led by
the two major health care programs, Medicare and Medic-
aid, mandatory spending (net of offsetting receipts) will
grow slightly faster than the economy—oratarate of 5.4
percent—if current policies remain unchanged. At that
rate, mandatory outlays will claim 11.1 percent of GDP
by 2013. (Growth in Social Security and health programs
—driven by the aging of the baby-boom generation—is
expected to accelerate rapidly beyond the 10-year projec-
tion horizon.) Although interest payments currently con-
sumea sizable portion of the federal budget, CBO projects
that such spending will decline from 1.7 percent of GDP
in 2002 to 0.9 percent of GDP in 2013 as debt held by
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the public grows slowly in the near term and shrinks in
later years.

Overall, spending as a percentage of GDP has fallen over
the past two decades—from a peak of 23.5 percent in
1983 toa low of 18.4 percent in 2000. The steep increase
in spending in 2002 drove that figure up to 19.5 percent.
Under assumptions in the adjusted baseline, CBO esti-
mates that outlays will fall to 17.7 percent of GDP by
2013.

Discretionary Spending

Each year, the Congress starts the appropriation process
anew. Theannual appropriation acts that it passes provide
new budget authority (theauthority to enter into financial
obligations) for discretionary programs and activities. That
authority translates into outlays when the money is actu-
ally spent. Although some funds are spent quickly, others
are disbursed over several years. In any given year, discre-

. tionary outlays include spending from bo;h new budget

au_th‘drity and from amounts appropriated previously.

Recent Trends in Discretionary Spending

Since the mid-1980s, total discretionary outlays as a share
of GDP have dropped, falling from 10.0 percentin 1985
toalow of 6.3 percentin 1999 and 2000. Since then, such
spending has turned upward, reaching 7.1 percent of GDP
in 2002 (see Table 4-3 on page 81). Defense outlays as a
share of the economy have also declined, moving from
6.2 percent in 1986 to a low of 3.0 percent in 1999 and
2000; CBO estimatesaslightly higher rate of 3.5 percent
for 2003 under the assumptions in its adjusted baseline.
Nondefense discretionary spending has remained relatively
constant as a share of GDP since the mid-1980s, although
it has grown steadily in dollar terms; under CBO’s ad-
justed baseline, such spending is estimated to total 3.9 per-
cent of GDP in 2003.

The Congress and the President have enacted most of the
appropriations for defense spending for 2003, but non-
defense discretionary budget authority is not yet final.
Current law for the 11 remaining appropriation bills is
a continuing resolution—Public Law 108-2, expiring on
January 31, 2003—that grants funding authority, in most

- cases, at the rate of operations provided in the previous




78 THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2004-2013

Table 4-1.

CBO’s Projections of Outlays Under Its Adjusted Baseline

Actual
2002 2003 2004 2005 2006 2007 2008 2009
In Billions of Dollars
Discretionary Spending 734 792 817 834 848 866 891 915
Mandatory Spendingb 1,106 1,172 1,218 1,270 1,326 1,396 1,475 1,566
Net Interest 171 157 165 194 212 217 217 214
Total 2,011 2,121 2,199 2,298 2,387 2,479 2,583 2,695
On-budget 1,655 1,751 1,816 1,905 1,979 2,058 2,149 2,243
Off-budget 356 370 383 393 407 420 434 451
As a Percentage of GDP
Discretionary Spending 7.1 7.4 7.2 7.0 6.7 6.5 6.4 6.2
Mandatory Spending® 10.7 109 108 10.6 10.5 10.5 10.6 10.6
Net Interest _17 _15 _15 1.6 1.7 1.6 1.6 15
Total 19.5 19.7 19.4 19.3 19.0 18.7 185 18.3
On-budget 16.0 16.3 16.1 16.0 15.7 15.5 15.4 15.2
Off-budget 3.4 34 3.4 33 3.2 32 3.1 3.1
Memorandum:
Gross Domestic Product
(Biltions of dollars) 10,337 10,756 11,309 11,934 12,582 13,263 13,972 14,712

Source: Congressional Budget Office.

Notes: The projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.

n.a. = not applicable.

a. Numbers in the bottom half of the column are shown as a percentage of cumulative GDP over this period.

b. Includes offsetting receipts.

year.! Pending enactment of the remaining regular appro-
priation bills, CBO assumes that discretionary budget
authority under its adjusted baseline will total about $751
billion, as apparently agreed to by the Republican leader-
ship and the President. CBO’s adjusted baseline, there-
fore, reflects an enacted increase of nearly $21 billion in

1. Some spending that occurred in 2002 was not included in the
continuing resolution since it was considered to be a “one-time”
event. That spending funded programs such as response and
recovery effortsin New York City, purchases of smallpox vaccine,
and anthrax cleanup efforts by the Postal Service.

2. That figure essentially represents the President’s budget request—
including amendments issued after the budget was released last
February but excluding the $10 billion designated as a “wartime
contingency.”

defense budget authority from 2002 t0 2003 (from $361
billion to $382 billion), and an assumed decrease of
roughly $5 billion in nondefense budget authority (from
$374 billion in 2002 to $369 billion for 2003).2

3. Budgetauthority for defense increased over 2002 levels by roughly
$19 billion for the development and procurement of weapon
systems and $7 billion for personnel costs; budget authority for
operations and maintenance and revolving funds combined de-
creased by about $6 billion from 2002 levels. Some defense discre-
tionary programs are funded in the energy and water and other
appropriation acts; CBO assumes in its adjusted baseline that those
programs are funded at the levels in the current continuing
resolution.
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Total, Total,
2004- 2004-
2010 2011 2012 2013 2008* 2013"

940 969 989 1,020 4257 9,089
1,661 1,774 1856 1988 6,684 15529
208 199 184 159 _1004 _1.968

2,809 2,943 3,029 3,167 11,945 26,587
2339 2454 2516 2,627 9908 22,087
470 489 512 539 2,038 4,500

6.1 6.0 58 5.7 6.8 6.3
10.7 109 10.9 11.1 10.6 10.
13 12 11 _09 16 14
18.1 18.1 17.8 17.7 18.9 18.4
15.1 15.1 148 14.7 15.7 153

3.0 3.0 3.0 3.0 3.2 3.1

15,480 16,250 17,013 17851 na. n.a.

Discretionary Spending for 2004 to 2013

As specified in the Deficit Control Act, CBO inflates dis-
cretionary budget authority (using the factors specified
in law) from the level appropriated in the current year to
provide a reference point for assessing policy changes.
Projections of the surplus or deficit are sensitive to the
assumed growth in discretionary spending, so CBO typi-
cally develops alternative projections using different rates
of growth. This year, however, even the base from which
projections are made is uncertain.

Toillustrate the effect of different assumptions about dis-
cretionary spending in the future, CBO presents alterna-
tive scenarios for such spending during the 2004-2013
period (see Table 4-4 on pages 82 and 83).
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The first scenario—CBO?’s adjusted baseline—assumes
that budget authority in 2003 totals about $751 billion
and grows at the rates of inflation specified in the Deficit
Control Act. The second scenario is CBO’s unadjusted
baseline, which assumes that total budget authority equals
$738 billion—as calculated on the basis of the continuing
resolution—and also grows at the rates of inflation speci-
fied in the Deficit Control Act. Under the second scenario,
discretionary outlays over the 10-year period would be
$135 billion less than the adjusted figures presented in
this report, and debt-service costs would fall by $43 bil-

lion.

A third scenario assumes that funding of $751 billion in
2003 grows at the average annual rate of nominal GDP
after 2003 (5.2 percent a year, on average, or about twice
as fast as the overall rate of growth assumed in the adjusted
baseline). Total discretionary outlays would exceed CBO’s
baseline figures by a cumulative $1.2 trillion over the pro-
jection period under this scenario. Added debt-service
costs would bring the cumulative outlay increase to $1.5
trillion.

The final scenario shows discretionary spending frozen
at $751 billion throughout the projection period. Under
thatassumption, discretionary outlays over the 2004-2013
period would total $1.1 trillion less than in CBO’s ad-
justed baseline, with debt-service savings bringing the dif-
ference to $1.4 trillion.

Entitlements and Other

Mandatory Spending

Currently, more than half of the money that the federal
government spends each year supports entitlement
programs and other types of mandatory spending (not
including net interest). Most mandatory programs make
payments to recipients—a wide variety of people as well
as businesses, nonprofit institutions, and state and local
governments—that are eligible and apply for funds. Pay-
ments are governed by formulas set in law and generally
are not constrained by annual appropriation acts.

As a share of total outlays, mandatory spending steadily
increased from 32 percent in 1962 to 60 percent in 2002.
If current policies remained unchanged, mandatory spend-
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Table 4'2-
Average Annual Rate of Growth in Outlays Under CBO’s Adjusted Baseline
(In percent)
Actual Estimated Projected*
2001-2002 2002-2003 2003-2013
Discretionary Spending 13.1 7.8 2.6
Defense 14.0 7.9 2.7
Nondefense 12.3 7.7 24
Mandatory Spending 9.6 6.0 5.4
Social Security 5.4 48 5.5
Medicare 6.4 5.7 6.6
Medicaid 13.2 6.4 85
Other® 185 7.9 21
Net Interest -17.1 -8.1 0.1
Total Outlays 79 55 4.1
Total Outlays Excluding Net Interest 11.0 6.7 44
Memorandum:
Consumer Price Index 15 23 ' 24
Nominal GDP 3.0 4.1 5.2
Discretionary Budget Authority 10.7 2.2 28
Defense 88 5.8 2.7
Nondefense 12.6 -13 28

Source: Congressional Budget Office.

Note: The projections incorporate the assumption that discretionary budget authority totals $751 billion for 2003 and grows with inflation thereafter.
4 As specified by the Deficit Control Act, CBO's baseline uses the employment cost index for wages and salaries to inflate discretionary spending related to federal

personnel and the GDP deflator to adjust other spending.
b. Includes offsetting receipts.

ing would continue to grow faster than other spending,
reaching 69 percent of total outlays in 2013, CBO esti-
mates. Among the largest mandatory programs are Social
Security, Medicare, and Medicaid, which together ac-
counted for over 71 percent of mandatory spending in
2002 and are projected to constitute almost 78 percent
of such spending in 2013.

Less than one-fourth of entitlements and mandatory
spending, or about one-seventh of all federal spending,
is means-tested—that is, paid to individuals who must
document their need on the basis of income or assets that
are below specified thresholds. In some cases, other cri-
teria, such as family status, are also used. The remainder
of mandatory spending has no such restrictions and is
labeled non-means-tested.

Means-Tested Programs

Since the 1960s, spending on means-tested benefits has
more than tripled as a share of the economy—from 0.8
percent of GDP in 1962 toa high of 2.8 percent last year.
Changes in spending for means-tested programs are driven
by several factors, including inflation, rising health care
costs, fluctuating unemployment, growth of the eligible
populations, and new legislation. Under CBO’s estimates,
spending for means-tested programs would grow more
rapidly than the economy over the next 10 years—largely
because of growth in Medicaid—climbing to 3.0 percent
of GDP in 2013.

Medicaid. Federal outlays for Medicaid, the joint federal/
state program that pays for the medical care of many of
the nation’s poor, made up over half of all spending for
means-tested entitlements in 2002 (see Table 4-5 on page
84). Medicaid outlays grew by 13.2 percent last year,
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Table 4-3.

THE SPENDING OUTLOOK

Defense and Nondefense Discretionary Outlays

Defense OQutlays Nondefense Outlays Total Discretionary Outlays
Asa Percentage Asa Percentage Asa Percentage

In Billions Percentage Change from

In Billions Percentage Change from

In Billions Percentage Change from

of Dollars of GDP Previous Year of Dollars of GDP  Previous Year ofDollars of GDP Previous Year
1985 253 6.1 11.0 163 3.9 7.5 416 10.0 9.6
1986 274 6.2 8.2 165 3.7 1.2 439 10.0 55
1987 283 6.1 3.2 162 3.5 -1.8 444 95 1.3
1988 291 5.8 3.0 174 35 7.3 464 9.3 45
1989 304 5.6 4.5 185 3.4 6.5 489 9.0 5.3
1990 300 5.2 -13 201 3.5 85 501 8.7 24
1991 320 54 6.5 214 3.6 6.5 533 9.0 6.5
1992 303 49 5.3 231 3.7 8.2 534 86 0.1
1993 292 45 -3.4 247 3.8 6.8 539 8.2 1.0
1994 282 4.1 -3.5 259 3.7 49 541 7.8 0.4
1995 274 3.7 -3.1 271 3.7 47 545 7.4 0.6
1996 266 3.5 -2.8 267 3.5 -1.7 533 6.9 -2.2
1997 272 3.3 2.1 276 34 33 547 6.7 2.7
1998 270 3.1 -0.5 282 3.2 2.3 552 6.4 0.9
1999 275 3.0 19 297 3.2 52 572 6.3 3.6
2000 295 3.0 7.1 320 3.3 79 615 6.3 7.5
2001 306 3.1 3.8 343 3.4 73 649 6.5 5.6
2002 349 3.4 14.0 385 3.7 12.3 734 7.1 13.1
2003* 377 3.5 7.9 415 3.9 7.7 792 7.4 7.8

Sources: Office of Management and Budget for 1985 through 2002 and Congressional Budget Office for 2003.
a. Estimated using CBO's adjusted baseline (in which discretionary budget authority for 2003 totals $751 billion).

marking the sixth consecutive year that spending growth
in the program accelerated. The 2002 increase resulted
from a combination of higher prices and rising enrollment
and utilization. Most notably, spending for outpatient
prescription drugs, which accounted for about 9 percent
of Medicaid spending in 2002, jumped by 18 percent
(after rising by roughly 20 percent in each of the previous
threeyears). Rising unemployment—along with stateand
federal actions in recent years to expand Medicaid eligi-
bility and benefits, increase payment rates to providers,
and conduct outreach—has increased both enrollment
and costs. States also expanded their use of financing
mechanisms related to Medicare’s upper payment limit
(UPL), which generated additional federal payments.*

4. 'The UPLis a regulatory ceiling in Medicaid’s payment policy that
prohibits states from paying certain classes of facilities more than
they would under Medicare’s rules. However, many states use fi-
nancing mechanisms to pay certain public facilities at rates farabove
Medicaid’s normal rates, but below Medicare’s upper payment limit,

CBO projects that spending growth for the program will
drop to 6.4 percent in 2003 as a result of slower growth
in enrollment, smaller increases in payment rates, and re-
strictions on UPL spending. Despite that decline, Medic-
aid spending over the next decade is projected to grow
more rapidly than spending for other means-tested pro-
grams. Higher prices, greater consumption of services,
and, to a lesser extent, increased enrollment will continue
to drive up Medicaid’s costs, pushing federal outlays from
$157 billion in 2003 to $356 billion in 2013—an average
annual increase of 8.5 percent. Spending for acute care
services, which includes payments to managed care plans
and payments for prescription drugs, accounts for more
than half of all Medicaid outlays and is the most rapidly
growing component of the program. Acute care spending

and then receive federal matching funds for those payments. Those
public facilities return the excess funds to the states, which then
retain the additional money from the federal match.

81
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Table 4-4.

CBO’s Projections of Discretionary Spending Under Alternative Paths

(In billions of dollars)
Total, Total,
2004- 2004-

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013

Adjusted Baseline (Discretionary Spending of About $751 Billion Grows with Inflation After 2003)*
Budget Authority

Defense 382 391 401 411 423 434 446 459 472 485 499 2,060 4,422
Nondefense 360 383 392 402 413 424 436 448 461 473 486 2015 4319
Total 751 774 793 814 836 858 882 907 932 959 985 4,075 8740
Outlays
Defense® 377 389 400 406 414 428 440 452 468 474 491 2,037 4,363
Nondefense 415 428 435 442 453 463 475 488 501 515 _ 528 2220 4726
Total 792 817 834 848 866 891 915 940 969 989 1,020 4,257 9,089
Discretionary Spending of About $738 Billion Grows with Inflation After 2003*
Budget Authority
Defense 382 391 401 411 423 434 446 459 472 485 499 2,060 4,422
Nondefense 257 370 379 380 399 410 420 433 445 458 470 1949 4178
Total 738 762 780 801 822 845 868 892 917 943 969 4,009 8599
Outlays
Defense® 377 389 400 406 414 428 440 452 468 474 491 2,037 4363
Nondefense 408 417 423 430 439 449 461 473 486 500 _513 2158 4592
Total 785 806 822 836 853 877 901 925 955 974 1,004 4,195 8954

Discretionary Spending of About $751 Billion Grows at the Rate of Nominal GDP After 2003
Budget Authority

Defense 382 401 423 446 470 495 521 548 576 605 636 2235 5,121
Nondefense 360 393 414 436 459 484 _ 509 _ 536 _ 563 _ 591 _ 621 2,186 _5.006
Total 751 794 837 882 929 978 1,030 1,084 1,139 1,197 1,256 4,42110,127
Outlays
Defense® 377 397 417 435 455 482 508 534 566 587 620 2,186 5,001
Nondefense 415 433 450 468 491 514 _539 _ 565 _593 _ 621 _ 651 2355 5324
Total 792 830 867 903 945 996 1,047 1,100 1,158 1,208 1,271 4,54110,325
Discretionary Spending Is Frozen at About $751 Billion
Budget Authority
Defense 382 382 382 382 382 382 382 382 382 382 382 1,908 3,816
Nondefense 369 370 370 370 370 360 369 360 369 369 369 1848 3,605
Total 751 752 751 751 751 751 751 751 751 751 751 3,756 7,511
Outlays
Defense® 377 382 378 380 380 380 383 377 380 1905 3,806

384 381
Nondefense 415 422 422 4£0 417 412 411 41 410 410 410 2,003 4144
Total 792 805 806 800 795 792 791 791 793 787 790 3,998 7.951

(Continued)
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Table 4-4.
Continued
(In billions of dollars)
Total, Total,
2004- 2004-
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Memorandum:
Debt Service on Differences
from CBO’s Adjusted
Baseline
$738 billion in 2003
grows with inflation * * -1 -2 -3 -4 -5 -6 -7 -8 9 -10 -43
$751 billion in 2003
grows at the rate of
nominal GDP * * 1 4 8 13 20 29 40 54 69 27 240
Frozen at $751 Billion * * -1 -3 7 12 19 27 37 50 64 24 220

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

In CBO’s projections, discretionary outlays are always higher than budget authority because of spending from the Highway Trust Fund and the Airportand Airway
Trust Fund, which is subject to obligation limitations in appropriation acts. The budget authority for such programs is provided in authorizing legislation and
is not considered discretionary. Outlays also may exceed budget authority because they include spending from appropriations provided in previous years.

a. Using the inflators specified in the Deficit Control Act (the GDP deflator and the employment cost index for wages and salaries).
b. When October 1 falls on a weekend, certain federal payments due on that date are shifted into September; consequently, military personnel will be paid 13 times

in 2005 and 2011 and 11 times in 2007 and 2012.

is anticipated to rise from $87 billion in 2003 to $211
billion in 2013. Spending for long-term care, which ac-
counts for about 30 percent of all Medicaid spending, is
also expected to grow rapidly, climbing from $46 billion
in 2003 to $111 billion in 2013, as states expand partici-
pants’ eligibility to receive home- and community-based
services in response to legal challenges under the Ameri-
cans with Disabilities Act.

Currently, combined federal and state outlays for Medic-
aid approach total outlays for Medicare, the federal gov-
ernment’s other major health care program. As Medicaid
spending continues to grow, it will overtake Medicare
spending in the next few years.

Other Means-Tested Programs. CBO projects that outlays
for other means-tested programs will grow at an average
annual rate of 2.1 percent from 2003 through 2013, al-
though it expects those programs to grow by 4.8 percent
in 2003, largely because of the current weakness in the
economy. For example, outlays for the Food Stamp pro-
gram are projected to jump by 10.7 percent in 2003, with

roughly half of that increase attributable to economic con-
ditions; as the economy improves, spending growth in
that program is estimated to slow, yielding an average an-
nual growth rate of 2.4 percent over the next decade.

CBO’s baseline estimates for 2012 and 2013 reflect the
scheduled expiration, on December 31,2010, ofthe cuts
in marginal tax rates and the child tax credit provisions
in the Economic Growth and Tax Relief Reconciliation
Actof2001. After EGTRRA expires, the income threshold
at which tax credits are phased out will no longer rise in
tandem with income; and as tax rates increase to pre-
EGTRRA levels, the tax liability of married couples filing
jointly will rise. Consequently, a higher portion of the
earned income tax credit (EITC) they are eligible for will
go to offset their tax liability instead of being paid out as
a refundable credit. As a result, the government’s EITC
outlays will drop by about $3 billion in 2012. Likewise,
child tax credit outlays will plummet from $9 billion to
less than $1 billion after EGTRRA expires, because only
families with three or more children will receive any re-

fundable credits.
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Table 4-5.

CBO’s Baseline Projections of Mandatory Spending

(In billions of dollars)

Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Means-Tested Programs
Medicaid 148 157 167 179 195 212 231 251 274 209 326 356 983 2,489

Supplemental Security Income 31 32 33 37 36 35 40 4 43 48 43 48 181 405
Earned Income Tax and

Child Tax Credits 33 34 3 3 37 37 37 38 39 42 30 30 179 357
Food Stamps 22 24 25 25 25 26 27 28 28 29 30 31 128 274
Family Support* 26 27 26 26 25 26 25 25 26 26 27 27 128 259
Child Nutrition 10 11 11 11 12 12 13 13 14 14 15 16 59 132
Foster Care 6 6 7 7 7 7 8 8 9 9 9 10 36 80
Student Loans 3 3 4 5 6 6 6 6 6 6 6 6 27 S8
State Children’s Health

Insurance 4 4 5 5 5 5 5 5 5 5 5 5 24 50
Veterans’ Pensions 3 3 3 _4 _3 _3 _4 _4 _4 _4 _4 _5_17 _ 3

Total 286 302 314 333 351 369 395 420 448 483 496 534 1,762 4,142
Non-Means-Tested Programs
Social Security 452 474 493 514 540 568 598 633 671 7i2 757 807 2,714 6293
Medicare 254 260 283 302 315 337 359 _385 _414 _449 _479 _521 1597 3843
Subtotal 706 743 776 817 85 905 957 1,018 1,085 1,161 1,235 1,327 4,310 10,136
Other Retirement and Disability

Federal civilian® 56 59 62 65 68 71 75 78 82 86 90 94 341 71

Military 35 3 37 38 39 40 41 42 43 44 45 47 194 416

Other 5 6 _6 6 _6 _7 _1 _6 _71 _1 _71 _1 3 66

Subtotal 9% 100 104 109 113 118 122 127 132 137 142 147 567 1,253
Unemployment Compensation 51 56 46 43 43 45 45 47 49 51 52 54 222 476
Other Programs

Veterans’ benefits 25 29 31 36 34 32 35 36 36 40 35 39 168 354

Commodity Credit

Corporation 14 13 16 17 17 16 15 16 15 14 13 13 81 151

TRICARE for Life 0 4 5 6 7 7 8 9 9 10 1 1 34 8

Universal Service Fund 5 6 6 6 6 7 7 7 7 7 7 7 32 67

Social services 4 5 5 5 5 5 5 5 5 5 5 5 24 49

Other 10 16 17 15 15 13 13 14 14 14 14 15 _73 144

Subtotal 58 73 80 8 84 80 8 8 8 90 8 90 412 849

Total 911 972 1,007 1,053 1,095 1,148 1,208 1,277 1,352 1,438 1,516 1,619 5,511 12,713
Offsetting Receipts
Offsetting Receipts 91 -103 -103 -115 -121 -122 -127 -131 -139 -147 -156 -165 -588 -1,326
Total
Mandatory Spending 1,106 1,172 1,218 1,270 1,326 1,396 1,475 1,566 1,661 1,774 1,856 1,988 6,684 15,529
Memorandum:
Mandatory Spending Excluding
Offsetting Receipts 1,197 1,275 1321 1385 1446 1517 1,603 1,697 15800 1921 2012 2,153 7,273 16,855

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

a. 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.

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

c._Includes veterans’ compensation, readjustment benefits, life insurance, and housing programs.
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The authorization for Temporary Assistance for Needy
Families (TANF), which makes up the bulk of family
support programs, expired at the end of 2002, although
the Congress extended it temporarily through March of
this year. For its baseline, CBO assumes that funding for
TANF will continue at the 2002 level (as required by the
Deficit Control Act). Asa result, total spending for family
support programs is projected to remain fairly stable,
ranging from $25 billion to $27 billion over the 10-year
period. CBO will modify its projections of TANF spend-
ing to reflect any changes in the program when it is re-
authorized.

Although the student loan program is difficult to classify
aseither means-tested or non-means-tested, CBO includes
that program in the former category because historically,
the majority of loans have had interest subsidies and have
been limited to students from families with relatively low
income and financial assets. However, in recent years, an
increasing proportion of loans involve no means-testing.
For 2003, CBO estimates that about $43 billion in stu-
dent loans will be guaranteed or provided directly by the
federal government. Over the 2003-2013 period, total
loan disbursements will top $569 billion. Of that total,
the share of loans that are not means-tested will expand
from 53 percent in 2003 to 61 percent in 2013.

The costs that are included in the federal budget for stu-
dent loans reflect only a small portion of the disburse-
ments. Under the Credit Reform Act; only the subsidy
costs of the loans are treated as outlays. Those outlays are
estimated as the future costs in today’s dollars for interest
subsidies, default costs, and other expected expenses over
the life of the loans. CBO estimates that the subsidy and
administrative costs of the student loan program will range
from $3 billion to $6 billion a year from 2003 through
2013. The means-tested loans, which feature the most
favorable terms, account for the bulk of those costs.

Non-Means-Tested Programs

Social Security, Medicare, and other retirement and dis-
ability programs dominate non-means-tested entitlements.
Social Security is by far the largest federal program, with
expected outlays of $474 billion in 2003. It pays benefits
t0 46 million people—a number that is projected to swell
to about 56 million by 2013. Most Social Security benefi-
ciaries also participate in Medicare, which is expected to
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cost $269 billion this year. Together, those two programs
account for more than one out of every three dollars that
the federal government spends (up from about one in four
dollars in 1980). CBO projects that annual costs for the
two programs combined will grow by $584 billion from
2003 to 2013 as the leading edge of the baby-boom gen-
eration reaches the age of eligibility for the programs. In
total, Social Security and Medicare account for more than
half of the projected increase in federal outlays over that
period.

Social Security. During the past decade, Social Security
outlays grew atan average rate of about 4.7 percenta year.
For the next 10 years, growth will average roughly 5.5 per-
centayear, CBO projects. However, 10-year averages do
not fully reveal the long-term trends propelling growth
in outlays. As baby boomers begin to qualify for Social
Security in the second half of the decade, the program’s
growth rate will accelerate more rapidly, climbing from
5.2 percent in 2007 to 6.6 percent in 2013. The same
trend underlies the growth in Social Security’s estimated
share of the economy, which is projected to stand at 4.3
percent in 2009 before creeping up to reach 4.5 percent
in 2013. The number of people who qualify for Social
Security will continue to escalate after 2013, causing the
program (along with Medicare, which exhibits a similar
pattern) to putan increasing strain on the federal budget.

Social Security’s Old-Age and Survivors Insurance (OASI)
program pays benefits to retired workers, their eligible
spouses and children, and some survivors (chiefly aged
widows and young children) of deceased workers. It will
pay about $397 billion in benefits in 2003. Most benefi-
ciaries are elderly, and most elderly people collect Social
Security: three-fifths of people between the ages of 62 and
64 and more than 90 percent of people age 65 and older
collect Social Security. Consequently, CBO bases its esti-
mates of the number of beneficiaries and of OASI outlays
primarily on the size of the elderly population.

CBO projects that OASI benefits will cost $666 billion
in 2013, an increase of 68 percent over the amount in
2003, reflecting an average growth rate of 5.3 percent a
year. In contrast, benefits grew by 53 percent over the past
decade, or at an average annual rate of 4.3 percent. Over-
all, of that 4.3 percent average annual growth, roughly

2.6 percent can be assigned to cost-of-living adjustments
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(COLAs), 0.8 percent to increasing enrollment, and 0.9
percent to growth in the average real benefit (in excess of
COLAs). For the next decade, CBO expects that the
growth in COLAs will slow to 2.4 percent a year, enroll-
ment growth will accelerate to 1.6 percent a year, and the
average real benefit will increase by 1.2 percent a year.

The smaller Disability Insurance (DI) program pays bene-
fits to insured workers who have suffered a serious medical
impairment before they reach retirement age and to their
eligible spouses and children. According to CBO’s projec-
tions, DI benefits will grow even faster than OASI bene-
fis, from $73 billion in 2003 to $136 billion in 2013,
or at an average rate of 6.4 percent a year. CBO ascribes
3.2 percent of that future growth rate to increasing case-
loads, 2.4 percent to COLAs, 1.4 percent to real benefit
growth, and -0.8 percent to other factors (chiefly a drop
in lump-sum payments from unusually high levels in
2003). Over the past decade, the average growth rate for
the DI program measured 7.8 percent, but that growth
was apportioned differently: CBO attributed roughly 4.4
percent to caseloads, 2.6 percent to COLAs, and about
0.9 percent to real benefit growth.

Social Security outlays include about $4 billion in man-
datory spending other than OASI and DI benefits. Almost
all of that spending reflects an annual transfer to the Rail-
road Retirement program.

Medicare. Currently, Medicare spending (not including
premiums) is about 56 percent as large as Social Security
spending, but it is expected to grow faster than Social
Security spending over the next decade. By 2013, CBO
projects, outlays for the Medicare program will total $521
billion, and that spending’s share of the economy will have
risen by nearly one-half of a percentage point, from 2.5
percent of GDP in 2003 to 2.9 percent.

CBO projects that Medicare spending will rise by 6.0 per-
cent in 2003 and that growth will average 6.8 percent a
year through 2013. That projected growth over the next
decade stems from various factors. First, payment rates
for most services in the fee-for-service sector (including
hospital care and services furnished by physicians, home
health agencies, and skilled nursing facilities) are subject
to automatic updates based on changes in input prices and
other economic factors, including changes in GDP and

productivity. CBO estimates that automatic updates to
payment rates will average 3.0 percent each year (although
updates for specific services will vary considerably) and
will account for roughly 43 percent of the projected
increase in Medicare spending from 2003 through 2013.

Second, increases in caseloads make up an additional 28
percent of the anticipated rise in Medicare outlays over
the 10-year period. CBO projects that the number of en-
rollees in Medicare’s Hospital Insurance (Part A) program
will expand by 21 percent, from 40 million to 49 million,
between 2003 and 2013. The increases in spending asso-
ciated with new enrollees will be greater in the second half
of the decade than in the first half, as baby boomers begin
to reach 65. Growth in enrollment will accelerate from
1.1 percent in 2003 t0 2.9 percent in 2013, CBO esti-
mates,

The remainder of the increase results from other changes
in covered benefits; from changes in payment rates re-
quired by the Balanced Budget Act of 1997, the Balanced
Budget Refinement Act, and the Benefits Improvement
and Protection Act of 2000; and from factors such as
changes in medical technology, billing behavior, and the
age distribution of enrollees.

A countervailing factor that will put downward pressure
on Medicare spending over the next decade is the formula
used to establish the fee schedule for physicians’ services—
the sustainable growth rate (SGR) formula. The SGR
establishes a cumulative spending target for physicians’
services and services related to a physician visit. CBO
estimates that spending through 2002 has exceeded the
cumulative target by about $17 billion and that the
amount of spending in excess of the target will grow by
another $10 billion in the next few years. The SGR
formula ultimately will recoup spending above the cumu-
lative target by reducing payment rates for physicians’
services or by holding increases below the rate of inflation
as measured by the Medicare economic index. Asa resul,
payment rates are scheduled to drop by 4.4 percent on
March 1,2003. (Those rates were reduced by 5.4 percent
last year.)

CBO’s projections also reflect declining enrollment in
Medicare+Choice plans. That enrollment peaked in 2000

at 6.3 million Medicare beneficiaries and declined to 5.1
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million (13 percent of Medicare beneficiaries) in 2002.
CBO projects that enrollment in Medicare+Choice plans

will continue to fall in the next few years, leveling off at

about 3.7 million enrollees in 2009 and 2010 (8 percent
of Medicare beneficiaries).

Other Non-Means-Tested Programs. Other federal retire-
ment and disability programs, which are dominated by
benefits for the federal government’s civilian and military
retirees, recorded outlays of $96 billion in 2002. CBO
projects that such outlays will reach $100 billion in 2003
and increase by an average of roughly 3.9 percent each
year thereafter through 2013.

Economic weakness caused the unemployment rate to soar
from 4.4 percent in fiscal year 2001 to 5.7 percent in
2002. As a result, spending for unemployment compensa-
tion reached an all-time high of $51 billion in 2002.
Because CBO expects the unemployment rate to inch up
toan average of 5.9 percent in 2003, and because the Con-
gress recently extended unemployment compensation
benefits for people covered under the Job Creation and
Worker Assistance Act of 2002, CBO projects that total
outlays for unemployment compensation will increase to
$56 billion in 2003. After 2003, spending for unemploy-
ment benefits will fall through mid-decade, CBO projects,
and then increase slowly thereafter to reach $54 billion
by 2013.

Outlays for other non-means-tested programs are pro-
jected to grow at an average annual rate of 2.2 percent.
Cost-of-living adjustments and higher caseloads for veter-
ans’ compensation account for most of the increase in
spending for veterans’ benefits, which will total $29 billion
in 2003 (up from $25 billion last year) and rise to $39
billion by 2013, CBO estimates. Spending for farm price
and income supports is projected to remain fairly stable
through 2013, ranging from $13 billion to $17 billion
(for more details, see Chapter 1). The TRICARE for Life
program, which provides health care benefits (including
prescription drug coverage) for retirees of the uniformed
services age 65 and older, will boost mandatory spending
by $4 billion in 2003, a figure that rises to $11 billion in
2013.
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What Explains the Projected Rate of Increase

in Mandatory Spending?

Asawhole, spending for entitlements and other manda-
tory programs has more than doubled since 1989—rising
faster than both nominal growth in the economy and
inflation. CBO’s baseline projections show that trend
continuing.

Why is mandatory spending projected to grow so much?
One way to analyze that growth is to break it down by
its major causes. Such a breakdown shows that more than
85 percent of the growth in entitlements and other man-
datory programs between 2003 and 2013 results from
more participants, automatic increases in benefits, and
greater use of, and increasing prices for, medical services.

Burgeoning numbers of participants produce almost one-
fourth of the total growth. Additional beneficiaries in-
crease spending by $19 billion in 2004 and $212 billion
in 2013 relative to outlays in 2003 (see Table 4-6). The
majority of that spending is concentrated in Social
Security and Medicare and can be traced to a growing
number of elderly and disabled people; most of the rest

- isfor Medicaid. CBO estimates that growth in the number

of participants accounts for 29 percent of the growth in
Social Security, 27 percent of the growth in Medicare, and
15 percent of the growth in Medicaid during the 2004-
2013 period.

Automatic increases in benefits account for about one-
third of the growth in entitlement programs. All of the
major retirement programs grant automatic cost-of-living
adjustments to their beneficiaries (the adjustment for 2003
is 1.4 percent). CBO estimates tha