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Notes

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

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

Some of the figures in Chapter 2 use shaded vertical bars to indicate periods of recession as
well as dashed vertical lines to separate actual from projected data. (A recession extends from
the peak of a business cycle to its trough.)

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

As of March 14, 2007, updated versions of Table 1-5, "Budgetary Effects of Selected Policy
Alternatives Not Included in CBO's Baseline," and Table 4-10, "Effect of Extending Tax Pro-
visions Scheduled to Expire Before 2017," are available under "Current Budget Projections”
on the home page of the Congressional Budget Office's Web site, www.cbo.gov. The updates
primarily reflect estimates by the Joint Committee on Taxation that were not available at the
time of this report's release.
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Summary

f current laws and policies remained the same, the
budget deficit would equal roughly 1 percent of gross
domestic product (GDP) each fiscal year from 2007 to
2010, the Congressional Budget Office (CBO) projects.
Those deficits would be smaller than last year’s budgetary
shortfall, which equaled 1.9 percent of GDP (see Sum-
mary Table 1). Under the assumptions that govern CBO’s
baseline projections, the budget would essentially be bal-
anced in 2011 and then would show surpluses of about
1 percent of GDP each year through 2017 (the end of the
current 10-year projection period).

The favorable outlook suggested by those 10-year projec-
tions, however, does not indicate a substantial change in
the nation’s long-term budgetary challenges. The aging of
the population and continuing increases in health care
costs are expected to put considerable pressure on the
budget in coming decades. Economic growth alone is
unlikely to be sufficient to alleviate that pressure as Medi-
care, Medicaid, and (to a lesser extent) Social Security
require ever greater resources under current law. Either a
substantial reduction in the growth of spending, a signifi-
cant increase in tax revenues relative to the size of the
economy, or some combination of spending and revenue
changes will be necessary to promote the nation’s long-
term fiscal stability.!

CBO’s baseline budget projections for the next 10 years,
moreover, are not a forecast of future outcomes; rather,
they are a benchmark that lawmakers and others can use
to assess the potential impact of future policy decisions.
The deficits and surpluses in the current baseline are
predicated on two key projections (which stem from

1. For a detailed discussion of the long-term pressures facing the
federal budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2005), Updated Long-Term Projections
Jor Social Security (March 2005), and The Outlook for Social Secu-
rity (June 2004).

longstanding procedures that were, until recently, speci-
fied in law).”

B Revenues are projected to rise from 18.6 percent of
GDP this year to almost 20 percent of GDP in 2012
and then remain near that historically high level
through 2017. Much of that increase results from two
aspects of current law that have been subject to recent
policy changes: the growing impact of the alternative
minimum tax (AMT) and, even more significantly,
various provisions originally enacted in the Economic
Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA) and the Jobs and Growth Tax Relief Rec-
onciliation Act of 2003 (JGTRRA) and modified by
subsequent legislation, which are scheduled to expire
by December 31, 2010.

B Outlays for discretionary programs (activities whose
spending levels are set anew each year through appro-
priation acts) are projected to decline from 7.8 percent
of GDP last year to 5.8 percent of GDP by 2017—

a lower percentage than any recorded in the past

45 years. That projection derives mainly from the
assumption in the baseline that discretionary funding
will grow at the rate of inflation, which is lower than
the growth rate that CBO projects for nominal GDP.
The projection for discretionary spending implicitly
assumes that no additional funding is provided for the
war in Iraq in 2007 and that future appropriations for
activities related to the war on terrorism remain equiv-
alent, in real (inflation-adjusted) terms, to the $70 bil-
lion appropriated so far this year.

2. The Balanced Budget and Emergency Deficit Control Act of
1985, which established rules that govern the calculation of
CBO’s baseline, expired on September 30, 2006. Nevertheless,
CBO continues to prepare baselines according to the methodol-
ogy prescribed in that law.
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Summary Table 1.

CBO’s Baseline Budget Outlook

Actual
2006 2007 2008 2009 2010

2011 2012 2013 2014 2015 2016

Total, Total,
2008- 2008-
2017 2012 2017

In Billions of Dollars

Total Revenues 2407 2542 2720 2,809 2901 3167 3,404 3550 3717 3,8% 4,084 4284 15001 34,531
Total Outlays 2,654 2714 2818 2926 3,038 3179 3234 3391 3533 3,687 382 4034 15194 33731
Total Deficit (-) or Surplus -248 -172 -98 -116 -137 ~-12 170 159 185 208 192 249 -194 800
Onrbudget 434 357 299 332 367 258 8 101 79 -57 72 .10 -1,342  -L662
Off-budget’ 186 185 200 216 230 246 255 261 264 265 264 259 1148 2,461

Debt Held by the Public
at the End of the Year 4829 4995 5104 5232 5,380

5403 5242 5089 4912 4709 4521 4274 n.a. n.a.

As a Percentage of Gross Domestic Product

Total Revenues 184 186 19.0 187 184
Total Outlays 203 199 197 195 193

192 198 198 198 199 200 201 191 19.5
193 188 189 188 188 191 189 19.3 191

Total Deficit (-) or Surplus -19 -13 -07 -08 -0.9

Debt Held by the Public
at the End of the Year 370 366 357 348 342

Memorandum:
Gross Domestic Product
(Billions of dollars)

13,066 13,645 14,300 15,014 15742 16,465 17,205 17,973 18,764 19,582 20,425 21,295

-0.1 1.0 09 1.0 11 0.9 1.2 -0.2 0.5

328 305 283 262 240 21 201 n.a. n.a.

78,726 176,766

Source: Congressional Budget Office.

Note: n.a. = not applicable.

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

Policy choices that differed from the assumptions in the
baseline would produce different budgetary outcomes.
For example, if lawmakers continued to provide relief
from the AMT (as they have done on a short-term basis
for the past several years) and if the provisions of
EGTRRA and JGTRRA that are scheduled to expire
were instead extended, total revenues would be almost
$3 trillion lower over the next 10 years than CBO now
projects. Similarly, if discretionary spending (other than
for military operations in Iraq and Afghanistan) grew at
the rate of nominal GDP over the next 10 years, total
discretionary outlays during that period would be nearly
$1.3 trillion higher than in the baseline. Combined,
those policy changes—and associated debt-service
costs—would produce a deficit of $328 billion (1.9 per-
cent of GDP) in 2012 and a cumulative deficit over the
2008-2017 period of $4.2 trillion (2.4 percent of GDP).

Underlying CBO’s baseline projections is a forecast that
U.S. economic growth will slow in calendar year 2007
but pick up in 2008. Specifically, CBO anticipates that
GDP will grow by 2.3 percent in real terms in 2007, a
full percentage point less than the growth recorded last
year. For 2008, CBO forecasts that GDP growth will
rebound to 3.0 percent. Under the assumptions of the
baseline, real GDP growth would continue at a similar
rate in 2009 and 2010 and then slow to 2.7 percent in
2011 and 2012. For the rest of the projection period,
average growth of real GDP is projected to decrease to
2.5 percent per year as increases in the size of the work-
force continue to slow.

The Budget Outlook

CBO estimates that if today’s laws and policies did not
change, federal spending would total $2.7 trillion in
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2007 and revenues would total $2.5 trillion, resulting in a
budget deficit of $172 billion. The additional funding
that is likely to be needed to finance military operations
in Iraq and Afghanistan would put that deficit in the
vicinity of $200 billion. Even so, this year’s shortfall
would be smaller than the 2006 deficit of $248 billion.

Baseline Projections for the 2008-2017 Period
Under current laws and policies, the deficit would drop
further in 2008, to $98 billion. That decrease results pri-
marily from two factors. On the revenue side of the bud-
get, receipts from the AMT are estimated to increase by
about $60 billion next year because of the scheduled
expiration of the relief provided through tax year 2006.
(In addition, telephone-tax refunds, which totaled $13
billion in 2007, are projected to drop by $10 billion in
2008.) On the spending side of the budget, outlays for
operations in Iraq and Afghanistan and for relief and
recovery from hurricane damage are about $14 billion
lower in 2008 than in 2007 under the assumptions of the
baseline.

The baseline deficit is projected to rise modestly over
the following two years, 2009 and 2010, as outlays grow
by about 3.8 percent annually and revenues increase by
about 3.3 percent a year. That projected growth rate for
revenues is lower than in recent years, mainly because
corporate profits and capital gains realizations are

expected to revert to levels that are more consistent with
their historical relationship to GDP.

After 2010, spending related to the aging of the baby-
boom generation will begin to raise the growth rate of
total outlays. The baby boomers will start becoming eligi-
ble for Social Security retirement benefits in 2008, when
the first members of that generation turn 62. As a result,
the annual growth rate of Social Security spending is
expected to increase from about 4.5 percent in 2008 to

6.5 percent by 2017.

In addition, because the cost of health care is likely to
continue rising rapidly, spending for Medicare and Med-
icaid is projected to grow even faster—in the range of

7 percent to 8 percent annually. Total outlays for those
two health care programs are projected to more than dou-
ble by 2017, increasing by 124 percent, while nominal
GDP is projected to grow only half as much, by 63 per-
cent (see Summary Figure 1). Consequently, under the
assumptions of CBO’s baseline, spending for Medicare,
Medicaid, and Social Security will together equal nearly
11 percent of GDP in 2017, compared with a lictle less
than 9 percent this year.

Revenues are projected to increase sharply after 2010
given the assumption that various tax provisions expire
as scheduled. In the baseline, total revenues grow by

Xin
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Summary Figure 2.

Total Revenues and Qutlays as a Percentage of Gross Domestic Product,
1966 to 2017

(Percent)
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Source: Congressional Budget Office.

9.2 percent in 2011 and by 7.5 percent in 2012, thereby the tax code combined with increases in total real

bringing the budget into surplus. Beyond 2012, revenues income, withdrawals of retirement savings as the popula-
are projected to grow at about the same pace as outlays tion ages, and the fact that the AMT is not indexed for
(by roughly 4.5 percent a year), keeping the budget in the inflation. Under the assumptions of the baseline, CBO
black through 2017 under baseline assumptions. projects that revenues will equal 20.1 percent of GDP by

2017—a level reached only once since World War II.
Relative to the size of the economy, outlays are projected

to range between 18.8 percent and 19.7 percent of GDP Federal government debt that is held by the public

during the 2008-2017 period under the assumptions of (mainly in the form of Treasury securities sold directly
CBO’s baseline—lower than the 20.6 percent average of

the past 40 years (see Summary Figure 2). Mandatory
spending (funding determined by laws other than annual
appropriation acts) is projected to grow by 5.9 percent a
year over that period, which is faster than the economy as
a whole. By contrast, discretionary appropriations are
assumed simply to keep pace with inflation and, to a
lesser extent, with Fhe growt.h of wages. Thus, discretion- Changes in the Baseline Budget Outlook
ary outlays are projected to increase by about 2.0 percent

. Since August
a year, on average, or less than half as fast as nominal . .
GDP Although the long-term budgetary picture continues to

in the capital markets) is expected to equal almost 37 per-
cent of GDP at the end of this year. Thereafter, the base-
line’s projections of smaller annual deficits and emerging
surpluses diminish the government’s need for additional
borrowing, causing debt held by the public to shrink to
20 percent of GDP by 2017.

be worrisome, the baseline outlook for the next 10 years

CBO projects that revenues will average 18.7 percent of has brightened in the five months since CBO issued

GDP from 2008 to 2010 (close to the 18.6 percent level its previous projections.” Budgetary outcomes have
expected for this year) before jumping sharply in 2011 improved for each year from 2007 to 2016 (the period
and 2012 with the expiration of tax provisions originally ~  covered by the previous projections), from a reduction
enacted in EGTRRA and JGTRRA. After that, revenues

are projected to continue growing faster than the overall 3. Those projections were published in Congressional Budget Office,

economy for three reasons: the progressive structure of The Budget and Economic Outlook: An Update (August 2006).



of $114 billion in the deficit for 2007 to a swing of
$285 billion in the bottom line for 2016 (from a deficit
of $93 billion to a surplus of $192 billion). In all, those
reductions represent a difference of about 1.2 percent of
GDP over 10 years.

Those changes overstate the fundamental improvement
in the underlying budget outlook, however. Roughly half
of the total change stems from the baseline’s treatment of
previous supplemental appropriations for disaster relief
and the irregular pattern of funding for military opera-
tions in Iraq and Afghanistan. Consequently, more than
half of the improved bottom line is unrelated to changes
in the underlying budgetary and economic environment.

Much of the remaining change to the current baseline
comes from lower projected spending for Medicare. Total
outlays for that program over the 2007-2016 period are
nearly 8 percent lower in this baseline than in CBO’s
August projections. That reduction is largely attributable
to new estimates of per capita costs for all Medicare bene-
fits, but it also reflects lower projections of the number of
enrollees in the prescription drug benefit program. Those
recent changes, however, do not significantly alter the
upward trajectory of Medicare spending in the long term.

The Economic Outlook

The Federal Reserve’s shift in monetary policy over the
past two and a half years and the recent decline in hous-
ing construction are expected to restrain economic
growth this year, but the economy is likely to post solid
gains next year. CBO forecasts that GDP will grow by
2.3 percent in real terms in calendar year 2007 but

by 3.0 percent in 2008 (see Summary Table 2).

Gains in employment, which remained solid in 2006
despite a slowdown in economic growth during the sec-
ond half of the year, are expected to lessen in 2007. That
change may cause unemployment to edge up from the
4.6 percent rate recorded for 2006. As housing construc-
tion stabilizes, however, economic growth and employ-
ment should start to recover by the middle of 2007.

Last year, robust investment by businesses and solid
growth in exports helped the U.S. economy absorb the
decline in housing construction. Investment and exports

SUMMARY XV

are expected to continue to support the economy in
2007. For many years, businesses’ capital stock (the plant,
equipment, and software they use for production) grew
more slowly than overall demand for U.S. goods and ser-
vices; as a result, despite the recent growth of investment,
the nation’s capital stock is still low relative to the level of
demand. Investment should therefore continue to
increase, even if the growth of demand slows. Similarly,
export growth is likely to remain strong because increases
in demand for U.S. products overseas are durable enough
to withstand a slight slowdown in U.S. demand for other
countries’ exports.

In the absence of any adverse price shocks to the econ-
omy, the core rate of inflation—which excludes prices for
food and energy—is expected to ease slightly this year.
Opverall inflation (as measured by the year-to-year change
in the price index for personal consumption expendi-
tures) will fall from last year’s rate of 2.8 percent to

1.7 percent in 2007 because of a large drop in prices for
motor fuels near the end of last year. The core rate of
inflation, however, is expected to decline less rapidly
during 2007.

CBO anticipates that the interest rate on three-month
Treasury bills will drop slightly this year from the

4.9 percent rate seen at the end of 2006. Further declines
are expected during 2008, when that rate will average
4.5 percent. CBO’s forecast assumes that long-term inter-
est rates will edge up as short-term interest rates decline.
The rate on 10-year Treasury notes, for example, is fore-
cast to rise from 4.8 percent this year to 5.0 percent in
2008.

Beyond the two-year horizon, CBO projects that eco-
nomic growth (as measured by increases in real GDP)
will average 2.7 percent a year from 2009 to 2017. As
members of the baby-boom generation begin to retire,
the growth of the labor force is expected to slow, pushing
down the rate of real GDP growth during the second half
of that period. Projected rates of inflation, unemploy-
ment, and growth of labor productivity average 2.0 per-
cent, 5.0 percent, and 2.2 percent, respectively, after
2008. Interest rates are projected to average 4.4 percent
for three-month Treasury bills and 5.2 percent for 10-
year Treasury notes.
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Summary Table 2.

CBO’s Economic Projections for Calendar Years 2007 to 2017

(Percentage change)

Estimated Forecast Projected Annual Average
2006 2007 2008 2009-2012 2013-2017
Nominal GDP
Billions of dollars 13,235 13,805 14,472 17,395 @ 21,519 b
Percentage change 6.3 43 4.8 4.7 43
Real GDP 3.3 2.3 3.0 2.9 2.5
GDP Price Index 2.9 1.9 1.8 1.8 1.8
PCE Price Index* 2.8 1.7 1.9 2.0 2.0
Core PCE Price Index® 2.3 2.1 1.9 2.0 2.0
Consumer Price Index® 3.4 1.9 23 2.2 2.2
Core Consumer Price Index' 2.6 2.6 23 2.2 2.2
Unemployment Rate (Percent) 4.6 4.7 49 5.0 5.0
Interest Rates (Percent)
Three-month Treasury bills 4.7 4.8 45 4.4 4.4
Ten-year Treasury notes 4.8 4.8 5.0 5.2 5.2

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

Statistics; Federal Reserve Board.
Notes: GDP = gross domestic product.
Percentage changes are measured from one year to the next.
Economic projections for each year from 2007 to 2017 appear in Appendix D.
Level in 2012.
Level in 2017.

The personal consumption expenditure chained price index.

o o T

The consumer price index for all urban consumers.

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

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




CHAPTER

L

The Budget Outlook

I he Congressional Budget Office (CBO) projects

that if current laws and policies remained the same, the
federal budget would show a deficit of $172 billion for
2007 (see Table 1-1). However, that estimate—and the
other projections that make up CBO’s budget baseline—
do not generally include prospective legislation; thus, the
current budget outlook omits some likely spending in
2007 for military operations in Iraq and Afghanistan.
Supplemental appropriations for such purposes are
expected to add about $25 billion to outlays this year,
resulting in a deficit in the vicinity of $200 billion. That
projected shortfall excludes the effects of other potential
changes in spending as well as possible changes to the tax
code.

A 2007 deficit of roughly $200 billion would be smaller
than the shortfall of $248 billion recorded for 2006.
Measured relative to the size of the economy, the deficit
would fall from 1.9 percent of gross domestic product
(GDP) in 2006 to about 1.5 percent this year—smaller
than the average deficit of 2.3 percent of GDP recorded
since 1966 (see Figure 1-1).

During the 2008-2017 period, the baseline moves from
deficit to surplus. Under the assumptions that govern
CBO’s projections, the deficit totals $98 billion (0.7 per-
cent of GDP) in 2008, rises slightly in both 2009 and
2010, and then essentially reaches balance in 2011.
Thereafter, through 2017, the baseline shows annual
surpluses that each equal about 1 percent of GDP.

The favorable pattern of those baseline projections over
the next 10 years does not, however, indicate a substantial
change in the nation’s long-term budgetary challenges.
The aging of the population and the expected increases in
health care costs are likely to put significant pressure on
the budget outside of the current 10-year projection

window.

CBO’s budget baseline, moreover, is not a forecast of
future outcomes but a benchmark that encompasses
present laws and policies. It is predicated on two key pro-
jections that stem from long-standing statutory proce-
dures for its development.

B Under current law, revenues will increase from
18.6 percent of GDP in 2007 to almost 20 percent of
GDP in 2012 and remain near that historically high
level through 2017. Much of that increase stems from
two factors: the growing impact of the alternative
minimum tax (AMT) and, even more significant, the
expiration of provisions originally enacted in the Eco-
nomic Growth and Tax Relief Reconciliation Act of
2001 (EGTRRA) and the Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) and modified
by subsequent legislation.

B Discretionary outlays, measured relative to the econ-
omy, will decline from 7.8 percent of GDP in 2006 to
5.8 percent of GDP by 2017, a ratio lower than any
recorded in the past 45 years. That projection results
primarily from the assumption that discretionary
funding grows at the rate of inflation, a pace slower
than the estimated rate of growth of GDP.

Although CBO’s baseline projections do not incorporate
anticipated changes in policy, this chapter shows the
implications for the budget over the next 10 years of
some alternative policy assumptions. For example, CBO
has constructed two possible scenarios for future spend-
ing related to military operations in Iraq and Afghanistan
and other activities associated with the war on terrorism.
Those scenarios incorporate differing assumptions about
how rapidly troop levels might be reduced. Under both
scenarios, defense outlays would be greater in the near
term and smaller in the long term than those in the cur-
rent baseline.
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Table 1-1.

Projected Deficits and Surpluses in CBO’s Baseline

(Billions of dollars)

Total, Total,
Actual 2008- 2008-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2012 2017
On-Budget Deficit -434  -357  -299 -332 -367 -258 -85  -101 -79 -57 -72 -10 -1,342  -1,662
Off-Budget Surplus® 186 185 201 216 230 246 255 261 264 265 264 259 1,148 2,461
Total Deficit (-) or
Surplus -248 -172 -98 -116 -137 -12 170 159 185 208 192 249 -194 800
Memorandum:
Social Security Surplus 185 190 203 218 231 246 255 260 264 265 263 259 1,153 2,464
Postal Service Outlays -1 5 2 2 1 * * * * * * * 4 3
Total Deficit (-)
or Surplus as a
Percentage of GDP -19 -13 -07 -08 -0.9 -0.1 1.0 0.9 1.0 1.1 0.9 1.2 -0.2 0.5
Debt Held by the Public
as a Percentage of GDPP 370 36.6 357 348 342 328 305 283 262 240 221 201 n.a. n.a.

Source: Congressional Budget Office.

Notes: * = between -$500 million and zero; GDP = gross domestic product; n.a. = not applicable.

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

b. Debt held at the end of the year.

Alternative assumptions about tax policy would also
change CBO’s baseline projections. If all of the tax provi-
sions that are set to expire over the next 10 years were
extended and the AMT was indexed for inflation, the
budget outlook for 2017 would change from a surplus of
$249 billion to a deficit of $476 billion. Debt held by the
public at the end of 2017 would climb to 39 percent of
GDP and the 10-year, or cumulative, deficit would total
$3.2 trillion.

Throughout the 2008-2017 period, spending for the
nation’s elderly population is likely to place increasing
strains on the federal budget. CBO projects that the
annual rate of growth of spending for Medicare will
increase from 6.1 percent in 2008 (when the prescription
drug benefit is fully phased in) to 8.7 percent in 2017.!
Similar growth—7.8 percent—is projected for Medicaid
spending in 2017. The annual rate of growth of spending
for Social Security (excluding administrative expenses) is

projected to rise from about 4.5 percent in 2008—the
year that the first members of the baby-boom generation
reach 62 and become eligible for retirement benefits—
to 6.5 percent in 2017. CBO estimates that without
changes in law, outlays for those three programs com-
bined will equal 10.7 percent of GDP in 2017, up from
8.8 percent this year.

Beyond 2017, those trends will accelerate. The percent-
age of the population age 65 or older will keep increasing,
and health care costs are likely to continue growing faster
than GDP—as they have for the past 40 years. Conse-
quently, under current law, spending for Medicare, Med-
icaid, and Social Security will exert such pressure on the

1. The growth rates for 2008 and 2017 have been adjusted to
exclude certain shifts in the timing of payments to managed care
providers.
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Figure 1-1.

The Total Deficit or Surplus as a
Percentage of GDP, 1966 to 2017

(Percent)
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Sources: Congressional Budget Office; Office of Management and
Budget.

Note: GDP = gross domestic product.

budget as to make the current path of fiscal policy un-
sustainable.?

A Review of 2006

The budget deficit in 2006 declined for a second consec-
utive year, dropping from $318 billion in 2005 to $248
billion—$165 billion below its peak in 2004. During the
past few years, the deficit, in relation to the size of the
economy, has fallen from 3.6 percent of GDP in 2004 to
2.6 percent in 2005 and 1.9 percent in 2006.

Revenues
The improved budgetary outcome for 2006 was mainly
the result of the continued robust growth of federal reve-

2. For a detailed discussion of the long-term pressures facing the fed-
eral budget, see Donald B. Marron, “The ABCs of Long-Term
Budget Challenges” (opening remarks at the Director’s Confer-
ence on Budgeting and Accounting for Long-Term Obligations,
Congressional Budget Office, Washington, D.C., December 8,
2006), available at www.cbo.gov/ftpdocs/77xx/doc7703/12-08-
OpeningRemarks.pdf; and Congressional Budget Office, The
Long-Term Budget Outlook (December 2005), Updated Long-Term
Projections for Social Security (March 2005), and The Outlook for
Social Security (June 2004).
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nues, which rose by 11.7 percent ($253 billion) above
their level in 2005 (see Table 1-2). Revenues measured

as a percentage of GDP grew for the second year in a
row, increasing from 16.3 percent of GDP in 2004 to
17.6 percent in 2005 and 18.4 percent in 2006. That last
figure is slightly higher than the average—18.2 percent—
over the past 40 years.

Pushing revenues up in 2006 were substantial increases in
receipts from individual and corporate income taxes.
Individual income tax receipts, which climbed by almost
13 percent, accounted for nearly half of last year’s revenue
upturn, a rise that largely reflects the growth in 2005 and
2006 of both wage and nonwage income (such as capital
gains income and personal income from partnerships).

Receipts from the corporate income tax remained strong
last year, increasing by 27 percent (after growing by about
45 percent in each of the two previous years). Recently,
those receipts have grown much faster than the economy
as a whole, climbing from 1.2 percent of GDP in 2003 to
2.7 percent in 2006—their highest level since 1977. The
strong growth of corporate tax receipts last year can be
traced, for the most part, to the growth of corporate prof-
its, which have risen significantly as a percentage of GDP.

Receipts from social insurance (payroll) taxes rose by

5.5 percent in 2006, mainly as a result of increases in
wages and salaries. (Chapter 4 provides more information
about recent and projected federal revenues.)

Outlays

Total outlays in 2006 rose by 7.4 percent ($182 billion)
and, measured as a share of the economy, reached their
highest level since 1995—20.3 percent of GDP. If inter-
est payments (which lawmakers do not directly control
and which reflect the impact of previous years’ deficits)
were excluded, outlays would measure 18.6 percent of
GDP a figure slightly above the average of noninterest
outlays over the past 40 years—18.4 percent.

Mandatory outlays grew by slightly less than 7 percent
($92 billion) in 2006, or at about the same pace as in
2005. Spending for Medicare (excluding receipts from
premiums) rose by more than 12 percent ($41 billion),
largely because of Part D, the new prescription drug pro-
gram. Yet that percentage increase in outlays understates

3
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Table 1-2.

Average Annual Growth Rates of Revenues and Outlays

(Percent)
Actual Estimated Projected®
1995-2005 2005-2006 2006-2007 2007-2008 2008-2017
Revenues
Individual Income Taxes 4.6 12.6 9.6 10.0 6.8
Corporate Income Taxes 5.9 27.2 41 1.4 *
Social Insurance Taxes 51 55 4.4 45 45
Other® 2.5 10.9 93 11.5 5.8
Total Revenues 4.8 11.7 56 7.0 5.2
Outlays
Mandatory 6.0 6.9 3.1 5.4 5.9
Discretionary 5.9 4.9 0.8 1.0 2.0
Net Interest -2.3 23.2 3.7 6.4 -1.0
Total Outlays 5.0 74 2.3 3.8 4.1
Memorandum:
Consumer Price Index 2.5 3.8 1.9 2.3 2.2
Nominal GDP 53 6.5 4.4 4.8 4.5
Source: Congressional Budget Office.

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

* = between -0.05 percent and zero; GDP = gross domestic product.

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

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

the growth of Medicare spending because it reflects
shifts in the timing of certain payments.> Adjusted for
those shifts, Medicare benefits jumped by more than
16 percent.

Other areas that saw substantial increases in mandatory
outlays in 2006 included education and disaster insur-
ance. Outlays for student loans increased from $15 bil-
lion in 2005 to $33 billion in 2006 as a result of signifi-
cant revisions to previous estimates of credit subsidies and
additional subsidy costs for new loan consolidations.*
Outlays for the flood insurance program also rose, to a
net $17 billion in 2006—up from $1 billion in 2005—
following damage from Hurricane Katrina and other
storms.

3. Ashift in certain payments from October to September 2005 and
a legislated delay in payments at the end of 2006 have moved an
estimated $9 billion in Medicare outlays from 2006 into 2005 and
2007.

From 2005 to 2006, overall discretionary outlays climbed
by 4.9 percent ($48 billion). Outlays for defense rose by
$26 billion; CBO estimates that about 40 percent of that
amount represents increased spending for military opera-
tions in Iraq and Afghanistan and for other activities con-
sidered part of the war on terrorism. (See Box 1-1 for
details about the funding provided for those operations

thus far.)

Discretionary outlays not related to defense grew by
$21 billion last year. Spending for disaster relief climbed
by $14 billion after rising by $9 billion in 2005, with
most of the increase in 2006 derived from supplemental

4. The budget records the Administration’s estimate of the subsidy
costs of consolidation loans as if they are new loans. CBO
believes—on the basis of its interpretation of the Credit Reform
Act and subsequent guidance from the budget committees—that
those costs should be counted as part of the subsidies associated
with the original loans.
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appropriations that lawmakers provided in response to
Hurricanes Katrina, Rita, and Wilma. Outlays related to
natural resources and the environment (primarily for
flood control) grew by $4 billion, and outlays for ground
transportation (mostly for highways and mass transit)
rose by $3 billion, with a significant portion of the
increase in both spending categories stemming from
repairs as a result of the 2005 Gulf Coast hurricanes.
Lower spending for international affairs partially offset
some of those increases: The slowing down of relief and
reconstruction efforts in Iraq largely accounted for a

$3 billion drop in outlays for the international affairs
category.

In 2006, interest on the public debt rose 23 percent
above its level in 2005. Debt held by the public increased
by about 5 percent, which led to an upswing in debt-
service costs that was further boosted by rising short-term
interest rates. (A more detailed discussion of federal

spending appears in Chapter 3.)

The Concept Behind CBO’s Baseline
Projections

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

For revenues and mandatory spending, the Deficit Con-

trol Act required that the baseline be projected under the
assumption that present laws continue without change.’

In many cases, the laws that govern revenues and manda-
tory spending are permanent. Thus, CBO’s baseline pro-
jections reflect changes anticipated in the economy,
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demographics, and other relevant factors that affect the
implementation of those laws.

The baseline’s treatment of discretionary spending is dif-
ferent. The Deficit Control Act called for projecting dis-
cretionary spending by assuming that the most recent
year’s discretionary budget authority (including any sup-
plemental appropriations) is provided in each future
year, with adjustments to reflect projected inflation—

as measured in specified indexes—and certain other fac-
tors (such as the annual cost of adjustments to federal
benefits).

CBO’s Baseline Projections for

2007 to 2017

For 2007, CBO anticipates a budget deficit of $172 bil-
lion under current law, with total outlays of $2.7 trillion
and revenues of $2.5 trillion. However, additional fund-
ing is likely to be needed to finance military activities in
Iraq and Afghanistan, which might add about $25 bil-
lion to outlays. The net result would be a deficit that
approached $200 billion.

In CBO’s current baseline, the deficit in 2008 drops fur-
ther—to $98 billion. That decline results from several
factors that affect both revenues and outlays.

B The baseline incorporates the assumption that the
relief from the alternative minimum tax that is pro-
vided under current law will not continue after this
year (it was legislated to expire after December 31,
2006).° As a result, revenues in the baseline rise by
more than $60 billion in 2008 and by varying
amounts thereafter. In addition, refunds of telephone

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

6. The AMT is a parallel income tax system that has fewer exemp-
tions, deductions, and rate categories than the regular income tax
has. In general, taxpayers must calculate their tax under both sys-
tems and pay whichever amount is larger.
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Box 1-1.

Funding for Activities in Iraq and the War on Terrorism

Since September 2001, policymakers have provided
$503 billion in budget authority for military and dip-
lomatic operations in Iraq, Afghanistan, and other
regions in support of the war on terrorism (see the
table on the next page). More than 90 percent of that
amount has been appropriated for activities that are
categorized in the budget as national defense; the rest
has gone to activities that are categorized as interna-
tional affairs.

Funding for military operations and other defense
activities totals $448 billion thus far, nearly all of
which has gone to the Department of Defense
(DoD). (Funding for intelligence agencies and the
Coast Guard accounts for less than 1 percent of that
total.) In addition, policymakers have provided

$15 billion during the 2005-2007 period to train
and equip indigenous security forces in Iraq and
Afghanistan. (They provided another $5 billion for
Iraqi security forces in 2004, but because that appro-
priation went to the Department of State’s Iraq Relief
and Reconstruction Fund, the money was classified
as spending for international affairs.) If the $15 bil-
lion for indigenous security forces is included, appro-
priations for defense-related activities in Iraq and
Afghanistan and for the war on terrorism since Sep-
tember 2001 total $463 billion.

Determining exactly how much of that budget
authority has been spent is difficult. Reports from the
Department of the Treasury do not distinguish
between outlays from regular appropriations and out-
lays from supplemental appropriations, nor do they
distinguish between spending for peacetime opera-
tions and spending associated with the war on terror-
ism. However, reports from DoD indicate how much

of the funding has been obligated.1

1. An obligation is a commitment that creates a legal liability of
the government for the payment of goods and services
ordered or received. Such payments may be made immedi-
ately or in the future.

That information suggests that the department has
obligated almost all of the $277 billion in appropria-
tions that it received before 2006 for operations in
Iraq and Afghanistan and for antiterrorism activities.
Also, according to the reports, as of November 30,
2006, DoD had obligated $95 billion of the $116
billion appropriated for defense in 2006 for the war
on terrorism and $16 billion of the $70 billion
appropriated for that purpose in 2007. However, the
Congressional Budget Office (CBO) cannot precisely
estimate the amounts obligated to date because DoD
has not provided information about the obligation of
funds appropriated for classified activities or for the
restructuring of units in the Army and Marine Corps.

DoD reports that it obligated more than $8 billion
per month in 2006 for operations in Iraq and
Afghanistan—an increase of $1 billion compared
with average monthly obligations in 2005. Of those
obligations, Operation Iraqi Freedom accounted for
approximately 85 percent of all reported obligations;
Operation Enduring Freedom (which refers to opera-
tions in and around Afghanistan) accounted for
another 14 percent. Additional security missions in
the United States since the September 11, 2001,
attacks—such as combat air patrols over Washington,
D.C., and New York City (known as Operation
Noble Eagle)—accounted for another 1 percent.

In addition to funding for defense activities, law-
makers since 2001 have appropriated just over

$34 billion for diplomatic operations and foreign
aid to Iraq, Afghanistan, and other countries that are
assisting the United States in the Iraq war and the war
on terrorism. If the $5 billion provided in 2004 to
the State Department for Iraqi security forces is
included, funding for activities related to interna-
tional affairs since 2001 totals about $40 billion.
About half of that amount, or $21 billion, was appro-
priated for the Iraq Relief and Reconstruction Fund,
and almost all of it has been obligated. On the basis
of information from the State Department, CBO
estimates that most of the other $19 billion has been
obligated as well.
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Box 1-1.

Continued

Estimated Appropriations Provided for Iraq and the War on Terrorism, 2001 to 2007

(Billions of dollars, by fiscal year)

Total,
2001 2002 2003 2004 2005 2006 2007 2001-2007
Military Operations and Other Defense Activities
Iraq® 0 0 46 68 53 87 52 306
Other” 14 18 34 21 18 24 14 142
Subtotal 14 18 80 88 70 111 67 448
Indigenous Security Forces®
Traq 0 0 0 5 6 3 2 16
Afghanistan 0 0 0 0 1 2 2 5
Subtotal 0 0 0 5 7 5 3 20
Diplomatic Operations and Foreign Aid
Iraq 0 0 3 15 1 3 0 22
Other e 2 5 2 2 1 0 12
Subtotal % 2 8 17 3 4 0 34
Total® 14 19 88 111 81 120 70 503
Source: Congressional Budget Office.
Note: * = between zero and $500 million.

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

b. Includes Operation Enduring Freedom (in and around Afghanistan), Operation Noble Eagle (homeland security missions, such as
combat air patrols, in the United States), the restructuring of Army and Marine Corps units, classified activities other than those
funded by appropriations for the Iraq Freedom Fund, and other operations. (For 2005 through 2007, funding for Operation
Noble Eagle has been intermingled with regular appropriations for the Department of Defense. That funding is not included in

this table because it cannot be separately identified.)

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

d. At the current rate of military operations, the funding provided to date for 2007 will not be sufficient to pay for all of the costs
that will be incurred this year, and additional appropriations will probably be provided.

taxes, which amount to an estimated $13 billion in
2007, are expected to total only $2 billion in 2008.”

®m Outlays for military operations in Iraq and Afghani-
stan are about $14 billion higher in CBO’s baseline

7. For further detail on the refunds, see Box 4-3 on page 96.

estimate for 2007 than in its projection for 2008. The
reason is that the estimate for 2007 includes more out-

lays resulting from funding provided in prior years

than the 2008 estimate does. (Some of the additional
funding for such activities that is likely to be requested

later this year will be spent in 2007, some in 2008,

and some in later years.)

7
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Table 1-3.

CBO’s Baseline Budget Projections

Total, Total,
Actual 2008- 2008-
2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2012 2017
In Billions of Dollars
Revenues
Individual income taxes 1,044 1,144 1,259 1311 1,380 1,584 1,730 1,830 1,928 2,036 2,149 2,269 7,263 17,473
Corporate income taxes 354 368 374 360 336 339 349 333 340 349 360 373 1,758 3,513
Social insurance taxes 838 875 914 958 1,004 1,052 1,100 1,149 1,198 1,249 1301 1,354 5029 11,281
Other 171 155 173 181 181 192 225 238 250 262 275 288 952 2,265
Total 2,407 2,542 2,720 2,809 2,901 3,167 3,404 3,550 3,717 3,896 4,084 4,284 15,001 34,531
On-budget 1,798 1,905 2,051 2106 2163 2394 25% 2,706 2,838 2979 3,129 3,290 11,311 26,252
Off-budget 608 638 669 703 738 773 808 844 880 917 955 994 3,690 8279
Outlays
Mandatory spending 1,411 1,455 1,533 1,620 1,708 1,821 1,866 2,001 2,123 2,258 2,438 2,568 8,548 19,937
Discretionary spending 1,006 1,024 1,034 1,050 1,067 1,089 1,100 1,129 1,155 1,182 1,215 1,238 5342 11,260
Net interest 227 235 250 255 262 269 268 261 255 248 239 228 1,305 2,535
Total 2,654 2,714 2818 2,926 3,038 3,179 3,234 3,391 3,533 3,687 3,892 4,034 15,194 33,731
On-budget 2,232 2,262 2,350 2,439 2530 2,652 2,681 2,808 2917 3,036 3,201 3,300 12,653 27,913
Off-budget 422 452 468 487 507 527 553 583 616 652 691 735 2,542 5818
Deficit (-) or Surplus -248 ~-172 -98 -116 ~-137 -12 170 159 185 208 192 249 ~-194 800
On-budget -434 -357 -299 -332 -367 -258 -85 -101 79 -57 -72 10 -1,342 -1,662
Off-budget 186 185 201 216 230 246 255 261 264 265 264 259 1,148 2461
Debt Held by the Public 4829 4995 5104 5232 5380 5403 5242 5089 4912 4,709 4521 4274 n.a. n.a.
Memorandum:
Gross Domestic Product 13,065 13,645 14,300 15,014 15,742 16,465 17,205 17,973 18,764 19,582 20,425 21,295 78,726 176,766
As a Percentage of Gross Domestic Product
Revenues
Individual income taxes 8.0 8.4 8.8 8.7 8.8 9.6 10.1 10.2 10.3 10.4 10.5 10.7 9.2 9.9
Corporate income taxes 2.7 2.7 2.6 2.4 2.1 2.1 2.0 1.9 18 18 1.8 18 2.2 2.0
Social insurance taxes 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4
Other 13 11 1.2 1.2 11 1.2 13 13 13 13 13 14 1.2 13
Total 184 186 190 187 184 192 198 198 198 199 20.0 201 19.1 19.5
On-budget 13.8 14.0 14.3 14.0 13.7 14.5 15.1 15.1 15.1 15.2 15.3 15.4 14.4 14.9
Off-budget 47 47 4.7 47 47 4.7 47 4.7 4.7 47 4.7 4.7 47 47
Outlays
Mandatory spending 10.8 10.7 10.7 10.8 10.8 11.1 10.8 11.1 11.3 11.5 11.9 12.1 10.9 11.3
Discretionary spending 7.8 7.5 7.2 7.0 6.8 6.6 6.4 6.3 6.2 6.0 5.9 5.8 6.8 6.4
Net interest L7 17 17 17 17 16 16 15 14 13 1.2 11 17 14
Total 203 199 197 195 193 193 188 189 188 188 191 189 19.3 19.1
On-budget 17.1 16.6 16.4 16.2 16.1 16.1 15.6 15.6 15.5 15.5 15.7 15.5 16.1 15.8
Off-budget 3.2 33 33 3.2 3.2 3.2 3.2 3.2 33 33 3.4 3.5 3.2 33
Deficit (-) or Surplus -19 -13 -07 -08 -09 -0.1 1.0 0.9 1.0 1.1 0.9 12 -0.2 0.5
On-budget 3.3 2.6 2.1 -2.2 2.3 -1.6 -0.5 0.6 0.4 -0.3 0.4 * -1.7 -0.9
Off-budget 14 14 14 14 15 15 15 15 14 14 13 1.2 15 14
Debt Held by the Public 37.0 36.6 35.7 34.8 34.2 32.8 30.5 28.3 26.2 24.0 2.1 20.1 n.a. n.a.

Source: Congressional Budget Office.

Note: * = between -0.05 percent and zero; n.a. = not applicable.
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In both 2009 and 2010, the deficit in the baseline rises to
a modest degree. During that time, the growth of outlays
will remain steady at about 3.8 percent per year, CBO
estimates, and the growth of revenues will slow to about
3.3 percent annually. The slower growth of baseline reve-
nues in those years is mainly due to projected changes in
corporate profits and capital gains realizations: CBO
expects that during 2009 and 2010, revenues in those
income categories will revert to levels that are more con-
sistent with their historical relationship to GDP. The pro-
jection of slower revenue growth also reflects CBO’s
assumption about the possible continuation of the recent
high levels of receipts from income taxes (both corporate
and individual income). Economic data explain some but
not all of that strength; thus, CBO—lacking sufficient
information about the sources and causes of the unex-
plained portion of that growth—has assumed that it will
gradually decline.

After 2010, spending tied to the aging of the baby-boom
generation pushes baseline projections of the average
annual growth of total outlays up to 4.1 percent. Off-
setting that rise in spending, however, are sharp increases
in projected revenues in 2011 and 2012 (under the
assumption that various tax provisions expire as sched-
uled), which results in a surplus. Beyond 2012, revenues
in the baseline grow at roughly the same pace as outlays
(about 4.5 percent a year), which keeps the projection of
the budget’s bottom line “in the black” through 2017.

Outlays

Over the coming decade, projected outlays in the baseline
decline from 20.3 percent of GDP in 2006 and level off
at about 19 percent (see Table 1-3). Mandatory spending
(which is determined by laws other than annual appropri-
ation acts) grows at an average annual rate between 2008
and 2017 of 5.9 percent—which is faster than CBO’s
projection of 4.5 percent annual growth for the economy
as a whole. Discretionary appropriations, by contrast,
simply keep pace with inflation and, to a lesser extent,
with the growth of wages. Through 2017, discretionary
outlays in the baseline thus increase by about 2.0 percent
per year, on average, from their estimated level in 2007—
a pace less than half as fast as the projected rate of growth
of nominal GDP (4.5 percent) and one significantly
slower than the average annual rate of growth of those
outlays over the past 20 years (4.3 percent).

THE BUDGET OUTLOOK

Revenues

Revenues in the baseline, measured as a percentage of the
overall economy, range between 18 percent and 19 per-
cent of GDP through 2011; from 2012 through 2017,
they measure roughly 20 percent. The 2012 increase in
revenues as a percentage of GDP follows from the base-
line’s underlying assumption that the various tax provi-
sions enacted over the past few years expire as scheduled.
(Some of those provisions are set to expire on Decem-
ber 31, 2010; a number are slated to expire before then,
the largest being the research and experimentation tax
credit.)

Another of the baseline’s underlying assumptions is that
the relief from the alternative minimum tax that has been
in place to a varying degree since 2001 will not continue
beyond December 31, 2006. Because of the growth of
nominal income as well as provisions enacted during the
past few years that reduce regular income tax rates, the
number of taxpayers subject to the AMT and the share of
total revenues that the AMT represents are projected to
rise steadily through 2010.8 As a result, the impact on
revenues and on the budget from modifying the tax

so that it does not apply to a broad array of taxpayers
(which was not the intent when it was originally enacted)
becomes greater over time.

Debt Held by the Public

In CBO’s baseline, accumulated federal debt held by the
public (mainly in the form of Treasury securities sold
directly in the capital markets) equals 36.6 percent of
GDP in 2007. Thereafter, shrinking annual deficits and
emerging surpluses in the baseline diminish the govern-
ment’s anticipated borrowing needs, causing debt held by
the public as a percentage of GDP to decline in each
year of the 2008-2017 period. By 2017, CBO’s projec-
tion of public debt has fallen to 20.1 percent of GDP (see
Figure 1-2). However, under the alternative assumptions
presented later (see Table 1-5 on page 16), the debt-to-
GDP ratio in 2017 would differ from that baseline
projection.

8. Like the rate structure of the regular income tax, the AMT
extracts a greater proportion of overall income as real (inflation-
adjusted) income rises. But unlike the regular income tax, the
AMT is not indexed for inflation. So as incomes rise each year
with the overall price level, a larger number of taxpayers each year
find themselves subject to the alternative tax. Box 4-2 on page 88
discusses the increased role of the AMT in CBO’s projection.
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Figure 1-2.

Debt Held by the Public as a Percentage of Gross Domestic Product,

1940 to 2017
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Sources: Congressional Budget Office; Office of Management and Budget.

The Long-Term Budget Outlook

During the coming decades, the United States will con-
front immense budgetary challenges. The number of peo-
ple age 65 or older will more than double by 2050, and
the number of adults under age 65 will increase by about
16 percent (see Figure 1-3). As a result, the ratio of peo-
ple receiving retirement and health care benefits to work-
ers will rise steadily over that period. At the same time,
health care costs are likely to continue to grow faster than
the economy. (Between 1960 and 2004, the average
annual rate of growth of national health expenditures per
person exceeded the rate of growth of GDP per capita by
2.6 percentage points.) Without major changes in policy,
the combination of an aging population and rising health
care costs will cause a dramatic shift in the United States’
fiscal situation in the decades beyond 2017.7

The growth of spending for Medicare and Medicaid will
be a more pressing challenge to address than the growth

9. For a more extensive discussion, see Congressional Budget Office,
The Long-Term Budget Outlook, Updated Long-1erm Projections for
Social Security, and The Outlook for Social Security.

of outlays for Social Security. CBO anticipates that in
2007, Medicare spending and the federal share of Medic-
aid outlays together will be slightly greater than outlays
for Social Security—measured relative to GDD, 4.5 per-
cent versus 4.3 percent. But because of rapidly rising costs
for health care, spending for Medicare and Medicaid

will increase to 5.9 percent of GDP in 2017, CBO
projects, and outlays for Social Security will grow to

4.8 percent—a difference in nominal terms of about

$235 billion.

After 2017, if current law remained in place, spending for
health care would probably continue to rise faster than
income per person. If the growth of annual health care
spending per beneficiary continued to exceed the growth
of GDP per capita by about 2.5 percentage points, federal
spending for Medicare and Medicaid relative to the size
of the economy would rise to more than 20 percent in
2050—a share equaling that for all federal spending in
2006 (see Figure 1-4). And even if that growth differen-
tial fell to 1 percentage point per year by 2050—an
assumption endorsed by the 2004 Technical Review
Panel on the Medicare Trustees Reports—federal spend-
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Figure 1-3.

THE BUDGET OUTLOOK

The Population Age 65 or Older as a Percentage of the Population Ages 20 to 64
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ing for Medicare and Medicaid would reach more than
10 percent of GDP in that year.'°

CBO estimates that outlays for Social Security as a share
of GDP will grow to about 6.2 percent in 2030 and

6.5 percent in 2050—representing an increase of more
than 50 percent above the 2007 level. By contrast, federal
revenues credited to the Social Security trust funds dur-
ing that time are expected to remain close to their current
share—about 5 percent—of GDP.

The growing demands for resources by Medicare and
Medicaid in particular, and Social Security as well, will
exert pressures on the budget that economic growth alone
is unlikely to alleviate. Substantial reductions in the pro-
jected growth of spending, a sizable increase in taxes as a
percentage of the economy, or some combination of

10. The assumption of a 1-percentage-point differential was originally
recommended by the review panel that met in 2000; the concept
is discussed in Technical Review Panel on the Medicare Trustees
Reports, Review of Assumptions and Methods of the Medicare Trust-
ees’ Financial Projection (December 2000). The Medicare trustees
changed the assumption slightly for their 2006 report; they now
assume that the differential will gradually decline to zero at the
end of the current 75-year projection period. However, under that
scenario, total projected health care spending over the next
75 years is the same as it would be under the 1-percentage-point
differential assumption. CBO plans to analyze the implications of
the new assumption when it updates its long-term budget out-

look.

changes in policies for spending and revenues is likely to
be necessary to achieve fiscal stability in coming decades.

Changes in CBO’s Baseline Since
August 2006

Although the long-term budgetary picture continues to
be worrisome, CBO’s outlook for the budget over the
next 10 years has brightened since it published its previ-
ous baseline in August 2006.!! Budgetary outcomes in
each year of the 2007-2016 period have improved, start-
ing with a reduction in the deficit for 2007 of $114 bil-
lion and growing to an improvement in the bottom line
for 2016 of $285 billion—that is, a shift from a deficit of
$93 billion to a surplus of $192 billion. In total, those
changes represent a difference of about 1.3 percent of

GDP (see Table 1-4).

In terms of the underlying budget outlook, however,
those changes overstate the improvement. Roughly half
of the total projected upturn (about $1.3 trillion includ-
ing debt service) stems from the treatment in the baseline
of previous supplemental appropriations for disaster relief
and the irregular pattern of funding for military opera-
tions in Iraq and Afghanistan. Consequently, more than
half of the baseline’s improved balance is unrelated to

11. Those projections were published in Congressional Budget Office,
The Budget and Economic Outlook: An Update (August 2006).
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Figure 1-4.

Total Federal Spending for Medicare and Medicaid Under Different Assumptions
About the Health Cost Growth Differential

(Percentage of gross domestic product)
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Sources: Congressional Budget Office; Office of Management and Budget.

Note: The health cost growth differential refers to the number of percentage points by which the growth of annual health care spending per
beneficiary is assumed to exceed the growth of nominal GDP per capita.

changes in the underlying budgetary and economic
environment.

The Deficit Control Act’s guidelines for projecting discre-
tionary spending stated that all appropriations provided
in the current year are to be extended and inflated
throughout the projection period.!? CBO based its
August baseline on appropriations for 2006, which
included $120 billion in funding for military and diplo-
matic operations in Iraq and Afghanistan and $56 billion
in other supplemental appropriations (mostly for hurri-
cane relief). Under the guidelines, that funding was
extrapolated through 2016.13

CBO constructed its most recent baseline by assuming
that the funding levels enacted in the current continuing
resolution (discussed in Chapter 3) are effective for all of

12. The rules used to project discretionary spending were set by stat-
ute in section 257 of the Deficit Control Act. Section 257 expired
in September 2006, but CBO continues to follow the methodol-
ogy prescribed in the law.

13. The amount for other supplemental appropriations excludes a
rescission of $23 billion in budget authority provided to the Fed-
eral Emergency Management Agency for 2005.

2007. But so far this year, lawmakers have provided no
supplemental appropriations, and funding for military
operations in Iraq and Afghanistan has totaled only

$70 billion. Extending that smaller amount of enacted
appropriations throughout the projection period has
reduced both defense and nondefense outlays in the base-
line. (The drop is slightly offset by an increase in appro-
priations for other defense programs; moreover, addi-
tional funding is expected.) On balance, the differences
between appropriations for 2006 and funding to date for
2007 have reduced outlays through 2016 in CBO’s new
baseline (compared with those in its previous baseline)
by $497 billion in defense discretionary spending and
$500 billion in nondefense discretionary spending.

Technical changes—those not directly related to changes
in law or in CBO’s economic assumptions—have reduced
the deficit by $1.1 trillion over the 2007-2016 period.
Lower projected outlays for Medicare account for

$445 billion of that drop; higher projected revenues and
lower projected spending for Medicaid and debt service
account for most of the remainder. Much of the reduc-
tion since August in CBO’s projection of Medicare
spending results from new estimates of per capita costs
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Table 1-4.

Changes in CBO’s Baseline Projections of the Deficit or Surplus Since
August 2006

(Billions of dollars)

Total, Total,
2007- 2007-
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
Total Deficit as
Projected in August 2006 -286  -273  -304 -328  -227 -54 -76 -64 -56 -93 -1,418 -1,761
Changes
Legislative
Revenues -16 -11 -4 -3 2 1 1 -1 -1 -1 36 -42
Outlays? -26 -71 -99  -115  -128 -136 -145 -154 -165 -176 -438  -1,212
Subtotal, legislative 10 60 94 112 126 134 143 153 164 175 402 1,171
Economic
Revenues -13 -6 3 -5 -12 -16 -26 -34 -42 -50 -34 -201
Outlays® -8 -7 -8 5 -3 -1 -1 * 2 3 31 -28
Subtotal, economic -6 1 11 * -9 -14 -25 34 -44 -53 3 -173
Technical
Revenues 57 65 36 19 25 24 22 20 17 17 201 300
Outlays® -53 -50 -46 -60 -72 -80 -95  -111  -128  -146 -281 -842
Subtotal, technical 110 115 82 79 97 104 117 131 145 163 483 1,142
Total Effect on the
Deficit” 114 175 188 191 214 224 235 249 265 285 882 2,140
Total Deficit (-) or Surplus as
Projected in January 2007 -172 -98  -116 -137 -12 170 159 185 208 192 -536 378

Source: Congressional Budget Office.

Notes: For more information on changes in CBO’s projections since August, see Appendix A.

* = between -$500 million and $500 million.
a. Includes net interest payments.

b. Positive numbers indicate a decrease in the projected deficit.

for all Medicare benefits. In addition, fewer people
enrolled in the prescription drug benefit program than
CBO had previously projected. (The new estimates
reflect information obtained from the program’s first year
of operation as well as recently available details about the
bids that prescription drug plans submitted to provide
coverage in 2007.) Those changes represent a decline of
8 percent in projected Medicare outlays for the 2007—
2016 period, but they do not significantly alter the long-
term fiscal pressures that the program faces. (For a more
detailed discussion of those and other changes made to
CBO’s baseline since August, see Appendix A.)

CBO’s assumptions about the economy over the coming
decade, which underlie its baseline projections, have
changed little since last August. The updated economic
outlook leads to a $173 billion increase in the cumulative
10-year baseline deficit. The changes in assumptions have
the biggest impact on projections of revenues, which fall
by $201 billion over the period, largely because—relative
to the August forecast—nominal GDP is assumed to be
slightly lower and, in turn, taxable personal income, par-
ticularly wages and salaries, is also projected to be lower.
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Uncertainty and Budget Projections
Actual budgetary outcomes are almost certain to differ
from CBO’s baseline projections because of future legisla-
tive actions, unanticipated changes in conditions affect-
ing the economy and national security, and many other
factors that affect federal programs and sources of
revenues.

Uncertainty of Future Legislative Actions

To illustrate how different fiscal policies might affect
the baseline, CBO estimated the budgetary impact of
some alternative legislative scenarios (see Table 1-5 on
page 16). The discussion below focuses on those scenar-
ios’ direct effects on revenues and outlays. Their full
impact, however, would include their effect on fed-

eral debt-service costs, which is shown separately in

Table 1-5.

Activities Related to Iraq and Afghanistan and the War on
Terrorism. CBO’s current baseline includes outlays that
arise from $70 billion in defense discretionary budget
authority already provided for 2007 and $778 billion in
budget authority projected under baseline assumptions
for military operations in Iraq and Afghanistan during
the 2008-2017 period. However, additional funding will
be needed in 2007 for those operations.

In subsequent years, the annual funding required for
those activities may eventually be less than the amounts
in the baseline if the number of troops and pace of opera-
tions diminish over time. Because of considerable uncer-
tainty about those future operations, CBO has formu-
lated two budget scenarios involving the deployment of
U.S. forces to Iraq, Afghanistan, and elsewhere in support
of the war on terrorism. Under both scenarios, the num-
ber of active-duty, Reserve, and National Guard person-
nel would increase to an average of 225,000 in fiscal year
2007, reflecting the President’s recently announced plan
to increase the number of troops in Iraq. (That number
was smaller in the first part of this year and will be larger
later in the year.) After 2007, those force levels decline at
different rates under the two scenarios and to different
sustained levels.

B Under the first scenario, troop levels would be rapidly
reduced over a three-year period, with deployed forces
declining to roughly 175,000 in 2008. That number
would drop further in 2009 and 2010, leaving 30,000
military personnel overseas in support of the war on

terrorism through 2017, although not necessarily in
Iraq and Afghanistan. Under such a scenario, discre-
tionary outlays for 2007 would be $25 billion higher
than the amount in the baseline, but annual outlays
would be lower beginning in 2010. In total, over the
2007-2017 period, discretionary outlays would be
$280 billion less than the amount in the current base-
line.

B Under the second scenario, the number of troops
would decline more gradually over a six-year period,
dropping to about 210,000 in 2008 and continuing to
fall steadily in subsequent years until 75,000 remained
overseas in 2013 and each year thereafter. Under such
a scenario, discretionary outlays for 2007 would
increase by about $25 billion compared with the
amount in the current baseline, but annual outlays
would be less than the baseline projection beginning
in 2013. During the 2007-2017 period, total outlays
for military activities related to Iraq, Afghanistan,
and the war on terrorism would be greater than the
amount in the baseline by $144 billion.

Many other budgetary outcomes—some costing more
and some less—are also possible for the operations
described in these scenarios.

Other Discretionary Spending. Alternative scenarios
could also be developed for discretionary spending as a
whole. For example, if regular appropriations (other than
those for activities in Iraq and Afghanistan) were assumed
to grow through 2017 at the same rate as nominal GDP
instead of at the rate of inflation, total projected discre-
tionary spending would be $1.3 trillion higher than the
amount in the current baseline. In the other direction, if
lawmakers did not increase appropriations after 2007 to
account for inflation, cumulative discretionary outlays
would be $1.3 trillion lower. Under that latter scenario,
total discretionary spending would fall from 7.8 percent
of GDP in 2006 to less than 5 percent in 2017.

Mandatory Spending. Policymakers frequently consider
changes in the laws that establish payment rates for pro-
viders, eligibility, and other criteria for the federal govern-
ment’s large social insurance programs, such as Medicare
and Social Security. Legislation addressing such issues
could affect those programs in profound ways. For exam-
ple, Medicare’s payments for physicians’ services are cur-
rently determined by a formula known as the sustainable
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growth rate. 14 (Chapter 3, in the section titled “What
Drives Growth in Mandatory Spending,” provides more
details about how that process works and its budgetary
effects.) Because those payments have consistently been
above targets set by the formula, current law calls for
reductions during the next several years in the rates paid
for those services. In the past, the Congress and the Presi-
dent have raised payment rates above those called for by
the formula. If lawmakers permanently eliminated the
sustainable growth rate mechanism and allowed payment
rates for physicians services to increase in line with medi-
cal price inflation (adjusted for productivity), mandatory
spending would increase relative to the baseline amount
by about $250 billion over the 2008-2017 period.!”

Revenues. The baseline envisions that major provisions of
EGTRRA and JGTRRA—such as the introduction of
the 10 percent tax bracket, increases in the child tax
credit, repeal of the estate tax, and lower rates on capital
gains and dividends—will expire as scheduled at the end
0f 2010. On balance, the tax provisions that are set to
expire during the 2008-2017 period reduce revenues;
thus, under a scenario in which they were extended, pro-
jected revenues would be lower than the amount in the
current baseline.!® For example, if all expiring tax provi-
sions (except those related to the exemption amount
for the alternative minimum tax) were extended, total
revenues over the 2008-2017 period would be about
$2.3 trillion lower than the current baseline projection.!”
That estimate reflects the fact that the effect of lowering
the amount of taxpayers’ regular tax liabilities would be
partially offset by an increase in the number of taxpayers
subject to the AMT.

14. For a more extensive discussion, see Congtessional Budget Office,
The Sustainable Growth Rate Formula for Setting Medicare’s Physi-
cian Payment Rates (September 7, 2006).

15. For a discussion of other policy options that would reduce the
growth of mandatory spending in the long term, see Congres-
sional Budget Office, The Long-Term Budget Outlook (December
2005) and the forthcoming edition of Budger Options.

16. In the years before 2011, the provision that contributes the most
to the drop in revenues is the research and experimentation tax
credit.

17. That estimate does not include any macroeconomic effects—
unlike CBO’s baseline projections, which incorporate the effects
that the tax provisions’ expiration would have on the economy.
However, such effects are likely to be small relative to GDP.
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Another change in policy that could affect revenues
involves the modification of the AMT, which many
observers believe cannot be maintained in its current
form. The AMT’s exemption amount and brackets are
not indexed for inflation, which means that the impact of
the tax will grow in coming years as more taxpayers
become subject to it. If the AMT was indexed for infla-
tion after 2006 and no other changes were made to the
tax code, federal revenues over the next 10 years would be
$569 billion lower than the amount in the baseline,
according to CBO and the Joint Committee on Taxation.

Because the number of taxpayers who are subject to the
AMT will depend on whether the tax provisions origi-
nally enacted in EGTRRA and JGTRRA are still in
effect, the combination of indexing the AMT for infla-
tion and extending the expiring provisions would reduce
revenues by more than indexing alone. The effect of
that interaction would lower revenues by an additional
$472 billion between 2011 and 2017.

Other Sources of Uncertainty

In addition to the impact of future legislative actions, the
federal budget is sensitive to economic and technical fac-
tors that are difficult to forecast. In constructing its base-
line, CBO must make assumptions about such economic
elements as interest rates, inflation, and the growth of
GDP. (CBO’s economic assumptions are explained in
detail in Chapter 2.) Discrepancies between those
assumptions and actual economic conditions can signifi-
cantly affect the extent to which budgetary outcomes dif-
fer from baseline projections. For instance, the baseline
reflects an assumption that the real (inflation-adjusted)
rate of growth of GDP will average 2.8 percent during
the next few years. If the actual rate was 0.1 percentage
point higher or lower each year, the cumulative deficit for
the 2008-2017 period would differ from CBO’s projec-
tions by about $270 billion. (For further discussion of the
effect of economic assumptions on budget projections,

see Appendix B.)

Uncertainty also surrounds technical factors that affect
CBO’s baseline budget projections. For example, spend-
ing per enrollee for both Medicare and Medicaid has gen-
erally grown faster than GDP per capita. The future rate
of such growth is difficult to forecast, but it will have a
large impact on the costs of those programs in coming
years. CBO’s projections of spending for those pro-
grams also depend on assumptions about the growth of
their enrollment and, indirectly, general inflation. For

15
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Table 1-5.

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

(Billions of dollars)

Total, Total,
2008- 2008-
2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2012 2017

Policy Alternatives That Affect Discretionary Spending
Reduce the Number of Troops Deployed
for Military Operations in Iraq and
Afghanistan and Other Activities
Related to the War on Terrorism to
30,000 by 2010?
Effect on the deficit or surplus® -25 53 -29 10 33 46 54 59 60 62 63 7 305
Debt service -1 -2 -4 -5 -4 -3 -1 2 5 8 11 -19 7

Reduce the Number of Troops Deployed

for Military Operations in Iraq and

Afghanistan and Other Activities

Related to the War on Terrorism to

75,000 by 2013°¢
Effect on the deficit or surplus® -25 -58 -64 -45 -37 -15 7 19 22 26 26 -219 -119
Debt service -1 -3 -6 - -1 -12 -13 -13 -13 -12 -12 -40 -103

Increase Regular Discretionary

Appropriations at the Rate of Growth

of Nominal GDP®

Effect on the deficit or surplus® 0 -12 -34 -9 -84 -110 -137 -165 -194 -224 -255 -299  -1,273
Debt service 0 * -1 -4 -7 -12 -18 -26 -36 -47 -61 -24 -214

Freeze Total Discretionary
Appropriations at the Level

Provided for 2007
Effect on the deficit or surplus® 0 17 38 61 85 109 134 160 188 216 243 310 1,251
Debt service 0 * 2 4 8 13 19 27 36 47 60 27 216

Policy Alternatives That Affect the Tax Code®
Extend EGTRRA and JGTRRA'

Effect on the deficit or surplusb 0 -2 -1 -9 -153 -254 -280 -291 -302 -315 -330 -418  -1,937

Debt service 0 * * * -4 -14 -27 -42 58 -75 -94 -19 -314
Extend Other Expiring Tax Provisions

Effect on the deficit or surplusb -3 -1 -19 -27 -35 -42 -4 -50 -53 -57 -59 -134 -400

Debt service * * -1 -2 -4 -6 -8 -1 -14 -17 -20 -13 -83
Index the AMT for Inflation®

Effect on the deficit or surplus® -9 59 58 -69 -58 -35 -41 -49 57 -66 -77 -279 -569

Debt service * -2 -5 -8 -1 -14 -16 -19 -23 -27 -31 -39 -155

Continued
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Table 1-5.
Continued

(Billions of dollars)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2012 2017

Memorandum:

Interactive Effect of Extending EGTRRA

and JGTRRA and Indexing the AMT®

El‘fectonthedeﬁcitorsurplusb 0 0 0 0 -22 -58 -65 -72 -78 -85 -91 -81 -472
Debt service 0 0 0 0 -1 -2 -5 9 -13 -17 -22 -3 -70

Total Discretionary Outlays in
CBO's Baseline 1,024 1,034 1,050 1,067 1,089 1,100 1,129 1,155 1,182 1,215 1,238 5,342 11,260

Total Outlays for Defense Operations in
Iraq and Afghanistan in CBQ's Baseline 93 79 73 74 75 75 77 79 80 82 83 376 776

Total Deficit (-) or Surplus
in CBO's Baseline -172 -98 -116 -137 -12 170 159 185 208 192 249 -194 800

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: Positive amounts indicate a reduction in the deficit or an increase in the surplus. *“Debt service” refers to changes in interest payments
on federal debt resulting from changes in the government’s borrowing needs.

* = between -$500 million and $500 million; GDP = gross domestic product; EGTRRA = Economic Growth and Tax Relief Reconcilia-
tion Act of 2001; JGTRRA = Jobs and Growth Tax Relief Reconciliation Act of 2003; AMT = alternative minimum tax.

a. This alternative does not extrapolate the $70 billion in funding for operations in Iraq and Afghanistan enacted as part of the Department
of Defense appropriation act for 2007. However, it incorporates the assumption that an additional $75 billion in budget authority will be
provided in 2007 to carry out operations in those countries. Future funding for operations in Iraq, Afghanistan, or elsewhere would total
$120 billion in 2008, $75 billion in 2009, $40 billion in 2010, $25 billion in 2011, and then about $20 billion a year from 2012 on—for a
total of $377 billion over the 2008—2017 period.

b. Excluding debt service.

c. This alternative does not extrapolate the $70 billion in funding for operations in Iraq and Afghanistan enacted as part of the Department
of Defense appropriation act for 2007. However, it incorporates the assumption that an additional $75 billion in budget authority will be
provided in 2007 to carry out operations in those countries. Future funding for operations in Iraq, Afghanistan, or elsewhere would total
$140 billion in 2008, $130 billion in 2009, $110 billion in 2010, $90 billion in 2011, $70 billion in 2012, and then about $60 billion a year
from 2013 on—for a total of $824 billion over the 2008-2017 period.

d. Under this alternative, appropriations for operations in Iraq and Afghanistan that were enacted during 2007 are extrapolated according to
baseline rules.

e. The Joint Committee on Taxation’s estimates for the tax policy alternatives are preliminary, to be updated later.

f. These estimates do not include the effects of extending the increased exemption amount or the treatment of personal credits for the AMT
that expired at the end of 2006. The effects of that alternative are shown below.

g. This alternative incorporates the assumption that the exemption amount for the AMT (which was increased through 2006 in the Tax
Increase Prevention and Reconciliation Act of 2005, or TIPRA) is extended at its higher level and, together with the AMT tax brackets, is
indexed for inflation after 2006. In addition, the treatment of personal credits against the AMT (which was extended through the end of
2006 in TIPRA) is assumed to be extended. If this alternative was enacted jointly with the extension of the expiring tax provisions, an
interactive effect would occur after 2010 that would make the combined revenue loss over the 2011-2017 period greater than the sum of
the two separate estimates (see the memorandum).
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Figure 1-5.

Uncertainty of CBO’s Projections of the Budget Deficit or Surplus

Under Current Policies

(Deficit or surplus as a percentage of gross domestic product)
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Notes: This figure, calculated on the basis of CBO’s track record in forecasting, shows the estimated likelihood of alternative projections of the
budget deficit or surplus under current policies. The baseline projections described in this chapter fall in the middle of the darkest area
of the figure. Under the assumption that tax and spending policies do not change, the probability is 10 percent that actual deficits or
surpluses will fall in the darkest area and 90 percent that they will fall within the whole shaded area.

Actual deficits or surpluses will be affected by legislation enacted in future years, including decisions about discretionary spending.
The effects of future legislation are not reflected in this figure.

For an explanation of how CBO calculates the probability distribution underlying this figure, see Congressional Budget Office, The
Uncertainty of Budget Projections: A Discussion of Data and Methods (February 2006). An updated version of that publication is forth-

coming.

example, if inflation during the 2008-2017 period grew
1 percentage point faster or slower than CBO has pro-
jected, the impact on Medicare and Medicaid outlays
would be about $400 billion.

Other projections are also vulnerable to technical uncer-
tainty. For example, CBO must estimate prices for vari-
ous agricultural commodities as well as crop yields, all of
which are volatile and strongly affect how much the gov-
ernment will pay farmers under price- and income-
support programs. Assumptions about revenues are par-
ticularly sensitive to technical uncertainty. Although
CBO uses its economic projections to estimate overall

income from current production, it must make technical
assumptions about how much revenue to expect from a
given amount of such income. Differences between those
expectations and actual revenues can lead to significant
deviations from CBO’s baseline projections.

Using as a guide the differences between CBO’s past base-
lines and actual budgetary results, Figure 1-5 displays a
range of possible outcomes for the total deficit or surplus
under current law (that is, excluding the possible impact
of future legislation). The current baseline projection of

the deficit falls in the middle of the highest-probability
area, shown as the darkest part of the figure. But nearby
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projections—other paths in that dark portion—have
nearly the same probability of occurring. Projections that
are increasingly different from the baseline are shown in
lighter areas, but they also have a significant likelihood of
coming to pass. For example, CBO projects a baseline
deficit of 0.9 percent of GDP for 2010. But even with no
changes in policy, there is a roughly 20 percent chance
that the actual outcome that year will be a deficit equal to
almost 3 percent of GDP. Similarly, in the absence of
further legislative changes, there is a roughly 5 percent
chance that the budget in 2010 will produce a surplus
nearly equal to 3 percent of GDP.

The Outlook for Federal Debt

The federal government’s debt falls into two main catego-
ries: debt that is held by the public, in the form of mar-
ketable and nonmarketable Treasury securities, and debt
that is held by government accounts. Debt held by the
public is the more meaningful measure in terms of the
relationship between federal debt and the economy. It
represents debt that the Department of the Treasury
issues to raise cash to fund the operations and pay off
the maturing liabilities of the federal government. Debt
held by government accounts consists of securities that
the Treasury issues to various federal agencies. Those
securities are used as an accounting device to track cash
flows relating to specific federal programs, such as Social
Security.

Debt Held by the Public

When the federal government runs a deficit, the Treasury
borrows money from the public by selling securities in
the capital markets. That debt is purchased by various
domestic buyers, such as mutual funds, state and local
governments, Federal Reserve banks, commercial banks,
insurance companies, and individuals, as well as by pri-
vate foreign entities and central banks. Of the $4.8 tril-
lion in outstanding public debt at the end of 2006,
domestic investors owned 56 percent ($2.7 trillion),
and foreign investors held 44 percent ($2.1 trillion).

Among investors from other nations, those in Japan,
China, and the United Kingdom have the biggest hold-
ings of Treasury securities.'® The central banks and pri-
vate entities in those countries hold about $1.2 trillion of
such debt—roughly 25 percent of the outstanding total.
In 2006, foreign investors purchased about $200 billion
in Treasury securities, or roughly 80 percent of the year’s
deficit. In the past five years, investors from abroad have
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purchased more than $1.1 trillion in securities, or
roughly 75 percent of the total increase in public debt
during that time. Investors in Japan have purchased
about $350 billion of such debt in the past five years, and
investors in China and the United Kingdom have added
about $270 billion and $165 billion, respectively, to their
holdings.

Among domestic investors, Federal Reserve banks,

state and local governments, and mutual funds are the
largest investors in Treasury securities, holding around
$765 billion, $467 billion, and $243 billion, respectively,
of debt sold to the public.19

Debt held by the public fluctuates according to changes
in the government’s borrowing needs. In 1993, it equaled
nearly 50 percent of GDP, but by 2001, it measured

33 percent (see Figure 1-2 on page 10). Since then, pub-
lic debt has crept up to 37 percent of GDP. Under the
baseline assumption that current law does not change (in
particular, that discretionary spending grows at the rate of
inflation and tax provisions expire as scheduled), debt
held by the public is projected to fall in 2011 to 33 per-
cent of GDP (3 percentage points less than the average
debt-to-GDP ratio during the past 40 years). After 2011,
it is projected to fall more rapidly, dropping to 20 percent
of GDP by 2017 (see Table 1-6). At that time, debt held
by the public would total $4.3 trillion, CBO estimates, or
roughly $550 billion less than it did at the end of 2006.

Changes in policy, however, such as those shown in
Table 1-5 on page 16, would lead to a different amount
of public debt. For example, if the number of troops
involved in military operations in Iraq, Afghanistan,

and elsewhere in support of the war on terrorism declined
over the next three years from the 2007 level, debt held
by the public in 2017 would fall by $311 billion relative
to the amount in the baseline, bringing the total to

$4.0 trillion, or 18.6 percent of GDP. By contrast, if
those provisions in EGTRRA and JGTRRA set to expire

18. See Department of the Treasury, “Major Foreign Holders of Trea-
sury Securities” (December 15, 2006), available at www.ustreas.
gov/tic/mfh.txt. That information should be viewed as approxi-
mate because in many cases it is impossible to accurately deter-
mine the home country of foreign holders of U.S. securities.
(Difficulties arise because intermediaries may be involved in the
custody, management, purchase, or sale of the securities.)

19. Department of the Treasury, Financial Management Service,
Treasury Bulletin (December 2000).

19
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Table 1-6.

CBO’s Baseline Projections of Federal Debt

(Billions of dollars)

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Debt Held by the Public at the
Beginning of the Year 4592 4829 4995 5104 5,232 5380 5,403 5,242 5,089 4,912 4,709 4,521
Changes to Debt Held by the Public
Deficit or surplus (-) 248 172 98 116 137 12 -170 -159 -185 -208 -192 -249
Other means of financing -11 -7 11 11 11 11 9 7 7 6 4 2
Total 237 166 110 128 148 23 -161 -152 -178 -203 -188 -247
Debt Held by the Public at the
End of the Year 4829 4995 5,104 5,232 5380 5,403 5,242 5,089 4,912 4,709 4521 4,274
Debt Held by Government Accounts
Social Security 1,995 2,185 2388 2,606 2,837 3,083 3,338 3,598 3,862 4,127 4390 4,649
Other government accounts? 1,627 1,735 1,844 1,954 2,064 2,171 2,293 2,409 2,533 2,653 2,760 2,871
Total 3,622 3,920 4,232 4,560 4,901 5,253 5,631 6,007 6,395 6,780 7,151 7,521
Gross Federal Debt 8,452 8,915 9,336 9,792 10,281 10,656 10,873 11,097 11,307 11,489 11,671 11,795
Debt Subject to Limit® 8,420 8,884 9,306 9,762 10,252 10,628 10,844 11,069 11,279 11,461 11,645 11,768
Memorandum:
Debt Held by the Public at the End of the
Year as a Percentage of GDP 370 36.6 357 348 342 328 305 283 262 240 221 20.1

Source:
Note:

Congressional Budget Office.

GDP = gross domestic product.

a. Mainly Civil Service Retirement and Disability, Military Retirement, Medicare, and Unemployment Insurance Trust Funds.

b. Differs from the gross federal debt primarily because most debt issued by agencies other than the Treasury and the Federal Financing
Bank is excluded from the debt limit. The current debt limit is $8,965 billion.

in 2010 were extended and the effects extrapolated under
CBO’s usual baseline rules, publicly held debt in 2017
would rise by nearly $2.3 trillion relative to the amount
in the baseline, bringing the total to $6.5 trillion, or
30.6 percent of GDP.

The Composition of Debt Held by the Public. Roughly
90 percent of publicly held debt consists of marketable
securities— Treasury bills, notes, bonds, and inflation-
indexed issues (called TIPS). The remaining 10 percent
comprises nonmarketable securities, such as savings
bonds and securities in the state and local government
series, which are nonnegotiable, nontransferable debt
instruments issued to specific investors.?°

The Treasury sells marketable securities to brokers in reg-
ularly scheduled auctions, whose size varies with changes
in the government’s cash flow. (Periodically, the Treasury

also sells cash-management bills to cover shortfalls in
cash balances.) In February 2006, the Treasury began re-
issuing 30-year bonds, auctioning them semiannually; in
February of this year, it will boost the number of such
bonds that it issues and start auctioning them quarterly.
CBO projects that under the assumptions incorporated
in its baseline, those issues will increase the amount of
bonds outstanding as a percentage of total marketable
debt from 12 percent at the end of 2006 to 13 percent by
2011. The share of marketable debt accounted for by
inflation-protected securities is also projected to expand,
growing from more than 9 percent at the end of 2006 to
13 percent in 2011. By contrast, the share of Treasury

20. State and local government securities are time deposits that the
Treasury sells to the issuers of state and local government tax-
exempt debt to help them comply with the arbitrage provisions of
the Internal Revenue Code.
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bills and notes as a percentage of marketable debt is
expected to shrink over the next five years: Bills are ex-
pected to decline from a share of 21 percent to 20 per-
cent and notes from a share of 57 percent to 54 percent.

Why Changes in Debt Held by the Public Do Not Equal
Surpluses and Deficits. In most years, the amount of debt
that the Treasury borrows or redeems roughly equals the
annual budget deficit or surplus. However, a number of
factors—which are broadly labeled “other means of
financing”—also affect the government’s need to borrow
money from the public. For 2007, CBO’s projection of
debt held by the public shows borrowing to be $7 billion
less than the amount of the deficit, mostly because CBO
estimates that the Treasury will reduce its cash balance
from what it was at the end of 2006. Debt held by the
public will grow by more than the cumulative deficit over
the 2008-2017 period, CBO projects, because changes in
other means of financing will increase the Treasury’s bor-
rowing needs (see Table 1-6).

Among such means of financing, the capitalization of
financing accounts used for federal credit programs usu-
ally has the biggest effect on the government’s borrowing.
Direct student loans, rural housing programs, loans made
by the Small Business Administration, and other credit
programs require the government to disburse money up
front in anticipation of repayment at a later date. Those
initial disbursements are not counted in the budget,
which reflects only the programs’ estimated costs for sub-
sidies, defaults, and other items. Each year from 2008 to
2017, the amount of loans disbursed will typically be
larger than the amount of repayments and interest col-
lected. Thus, the government’s annual borrowing needs
will, on average, be $8 billion greater than the annual
budget deficit or surplus might indicate.

Debt Held by Government Accounts

Besides selling securities to the public, the Treasury issues
securities to various accounts of the federal government;
as of the end of 2006, about $3.6 trillion in such securi-
ties had been issued. All of the major trust funds in the
budget (for example, those for Social Security) as well as
many other government funds invest in special, non-
marketable Treasury securities known as the govern-
ment account series. (Trust funds are described in more
detail in the next section.) Those investments are intra-
governmental transactions and have no direct effect on
the economy. The securities represent credits to the vari-
ous government accounts and are redeemed as necessary
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to cover benefit payments or other expenses. In the mean-
time, the Treasury assigns earnings in the form of interest
to the funds that hold the securities, but such payments
have no net effect on the total budget.

The largest balances among the government accounts are
in the Social Security trust funds ($2.0 trillion at the end
of 2006) and the retirement funds for federal civilian
employees ($690 billion). CBO projects that if current
policies do not change, by 2017, the balance of the
Social Security trust funds will rise to $4.6 trillion, and
the balance of all government accounts will climb to

$7.5 trillion.

Gross Federal Debt and Debt Subject to Limit

Gross federal debt comprises both debt held by the public
and debt issued to government accounts. CBO projects
that under current law, gross federal debt will increase in
every year of the 2008-2017 period, reaching $11.8 tril-
lion in 2017—nearly 40 percent more than its total of
$8.5 trillion at the end of 2006. Most of that increase
reflects debt held by government accounts, which by
2017 will represent about 64 percent of the gross federal
debt, in CBO’s estimation. As a percentage of GDD, the
gross federal debt by 2017 will total 55 percent, or 9 per-
centage points below the debt-to-GDP ratio in 2006.

The Treasury’s authority to issue debt is restricted by a
statutory ceiling. Although that limit covers both debt
held by the public and by government accounts, it does
not include debt issued by agencies other than the Trea-
sury (such as the $23 billion in debt issued by the Ten-
nessee Valley Authority and the $14 billion issued by the
Federal Financing Bank).21 The current debt ceiling,
which was set in March 2006 by Public Law 109-182, is
$8.965 trillion. CBO estimates that under current poli-
cies, that ceiling will be reached sometime in the second
half of calendar year 2007 (see Figure 1-6).

At that time, if policymakers have not enacted a higher
debt limit, the Treasury may use several measures to tem-
porarily reduce the government’s liabilities that are sub-
ject to the limit and continue for a short time to borrow

21. The Federal Financing Bank is a government entity that was
established to centralize and reduce the cost of federal borrowing.
In 2004, the bank issued $14 billion in securities to the Civil Ser-
vice Retirement and Disability Fund when the Treasury’s borrow-
ing reached the $7.384 trillion ceiling on debt.

21
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Figure 1-6.
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money from the public without going past that bound-
ary. Those options—most of which have been used in the
past—include suspending the issuance of certain securi-
ties held in the Thrift Savings Plan (a retirement savings
plan for federal employees), postponing the issuance of
securities in the state and local government series, delay-
ing the issuance of securities to the Civil Service Retire-
ment and Disability Fund, and withdrawing federal secu-
rities from the Exchange Stabilization Fund.?? Such
actions normally allow the Treasury to stay within the
limit for as much as several months.

Trust Funds and the Budget

The federal budget includes more than 200 trust funds,
although fewer than a dozen account for most of the bud-
get’s trust fund dollars. Among the largest are the two
Social Security trust funds (the Old-Age and Survivors
Insurance Trust Fund and the Disability Insurance Trust
Fund) and the funds dedicated to civil service retirement,
Medicare’s Hospital Insurance program (Part A), and mil-
itary retirement (see Table 1-7). Trust funds function pri-
marily as accounting mechanisms to track receipts and
spending for programs that have specific taxes or other
revenues earmarked for their use.

22. The Exchange Stabilization Fund, which is part of the Depart-
ment of the Treasury, buys and sells foreign exchange to promote
stability in the currency markets. The fund holds about $15 bil-
lion in government account securities.

When a trust fund receives payroll taxes or other income
that is not currently needed to pay benefits, the Treasury
credits the fund and uses the excess cash for other pur-
poses. As a resul, if other tax and spending policies
remain unchanged, the government borrows less from the
public than it would in the absence of those excess funds.
The process is reversed when revenues for a trust fund
program fall short of expenses.

Including in the budget totals the cash receipts and
expenditures of trust funds along with those of other fed-
eral programs is useful for assessing how federal activities
affect the economy and capital markets. Thus, CBO, the
Administration’s Office of Management and Budget, and
many other fiscal analysts focus on the total deficit or sur-
plus rather than on the deficit or surplus with or without
particular trust funds.

In CBO’s current baseline, trust funds as a whole are pro-
jected to run a surplus of $265 billion in 2007. That bal-
ance is affected, however, by interest and other sums
transferred from other parts of the budget. Such intra-
governmental transfers, which are estimated to total
$484 billion in 2007, reallocate costs from one section
of the budget to another but do not directly change the
total deficit or the government’s borrowing needs. If
intragovernmental transfers are excluded and only in-
come from sources outside the government is counted,
the trust funds as a whole are projected to run annual def-
icits throughout the 2007-2017 period that grow from
$218 billion to $583 billion.
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Table 1-7.
CBO’s Baseline Projections of Trust Fund Surpluses or Deficits

(Billions of dollars)

Actual

2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017
Social Security 185 190 203 218 231 246 255 260 264 265 263 259

Medicare
Hospital Insurance (Part A) 23 18 17 17 17 10 16 7 1 -6 -23 -29
Supplementary Medical Insurance (Part B) 15 2 4 5 5 3 7 4 6 7 4 7
Subtotal, Medicare 38 20 22 22 22 13 24 11 7 1 -19 -22
Military Retirement 5 10 12 12 13 14 15 16 18 19 21 22
Civilian Retirement? 29 28 27 27 26 26 26 26 26 26 27 26
Unemployment Insurance 12 13 8 4 3 4 5 5 6 6 7 7
Highway and Mass Transit -2 1 1 * * * * * 6 2 2 2
Airport and Airway * * * 1 1 2 3 3 4 4 5
Other® 11 3 2 2 3 3 3 3 3 4 4 4
Total Trust Fund Surplus 278 265 274 286 299 307 329 325 333 326 309 304

Intragovernmental Transfers to Trust Funds® 454 484 508 538 570 614 637 686 731 779 845 887

Net Budgetary Impact of Trust
Fund Programs -176 -218 -234 -251 -271 -307 -308 -361 -398 -453 -537 -583

Source: Congressional Budget Office.
Note: * = between -$500 million and $500 million.
a. Includes Civil Service Retirement and Disability, Foreign Service Retirement, and several smaller retirement trust funds.

b. Primarily trust funds for Railroad Retirement, federal employees’ health and life insurance, Superfund, and various veterans’ insurance
programs.

c. Includes interest paid to trust funds, payments from the general fund to the Supplementary Medical Insurance program, the employer’s
share of payments for federal employees’ retirement, lump-sum payments to the Civil Service and Military Retirement Trust Funds, taxes
on Social Security benefits, and smaller miscellaneous payments.
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Figure 1-7.
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2017

Although the full budgetary impact of the aging of the
baby-boom generation will not be felt during the 2008—
2017 period, CBO’s baseline provides an initial indica-
tion of those coming budgetary pressures. Examining the
differences over the next 10 years between projected
receipts and outlays for the Social Security trust funds
reveals those strains. Receipts—excluding interest—are
projected to exceed expenditures in each year of the
period, but under current policies, the amount by which
they do so will peak at close to $100 billion in 2011 and
then decline steadily to about $30 billion in 2017 (see
Figure 1-7). The net surplus of the trust funds—includ-
ing interest payments—will peak in 2015 and decline
thereafter. As a result, the capacity of the Social Security
system to offset some of the total deficit in the rest of the
budget will begin to dwindle.
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The Economic Outlook

I he Federal Reserve’s shift in monetary policy over

the past two and a half years and the recent decline in
housing construction will restrain economic growth this
year, the Congressional Budget Office expects, but the
economy is likely to post solid growth in 2008. Employ-
ment gains, which held up in 2006 despite the slowdown
in economic growth during the second half of the year,
are expected to slow modestly this year, which may cause
the unemployment rate to edge up. As housing construc-
tion stabilizes, however, economic growth and the labor
market should start to recover by the middle of this year.
The core rate of inflation—which excludes prices for
food and energy—is expected to ease slightly this year, in
the absence of any adverse price shocks.

Robust investment by businesses and solid growth of
exports last year helped the U.S. economy absorb the
decline in housing construction, and investment and
exports are expected to continue to support the economy
this year. For many years, the growth of businesses’ capital
stock—their plant, equipment, and software used for
production—lagged behind the overall growth in
demand for U.S. goods and services. As a result, in spite
of the strong growth in investment last year, the nation’s
capital stock is still low relative to the level of demand.
Investment should continue to grow, therefore, even if
demand growth slows. Similarly, export growth is likely
to remain strong because the growth in demand for U.S.
products overseas is durable enough to withstand a slight
slowing in U.S. demand for other countries’ exports.

Gross domestic product will increase by 2.3 percent after
inflation (in “real” terms) this year, CBO forecasts, and
rebound to 3.0 percent in 2008 (see Table 2-1). Inflation,
as measured by the year-to-year change in the price index
for personal consumption expenditures, will fall from last
year’s estimated rate of 2.8 percent to 1.7 percent this
year, because of the large drop in prices for motor fuels
near the end of last year. The core rate of inflation in that

price index is expected to fall less rapidly than overall
inflation during 2007.

Growth in 2007 could be significantly weaker than CBO
expects. Although CBO does not anticipate a recession,
the recent economic slowdown has increased the risk that
a recession might occur in the next two years. Moreover,
some economic indicators, particularly the spread
between short- and long-term interest rates, are at levels
similar to those that have preceded recessions in the past.
Housing sales have stabilized in recent months, but they
could fall again, further weakening growth. Similarly, the
effects of the housing slump on employment or house-
hold wealth might be larger than CBO anticipates, which
would cause consumer spending to grow by less than
CBO expects.

Conversely, growth in 2007 could be significantly stron-
ger than CBO estimates. The economy could rebound
from the last half of 2006 to again grow by more than

3 percent in 2007 because a number of factors support
an outlook for stronger growth this year: the current
strength of financial institutions, worldwide growth, and
the general resilience of the U.S. economy in recent years.

CBO’s projections beyond the two-year horizon, for
2009 to 2017, indicate real growth averaging 2.7 percent.
The rate of real GDP growth declines from an average of
2.9 percent over the 2009—-2012 period to 2.5 percent
over the 2013-2017 period as members of the baby-
boom generation begin to retire, slowing the growth of
the labor force. Projected rates of inflation (as measured
by changes in the price index for personal consumption
expenditures), unemployment, and growth of labor pro-
ductivity average 2.0 percent, 5.0 percent, and 2.2 per-
cent, respectively, after 2008. Interest rates are projected
to average 4.4 percent for three-month Treasury bills and
5.2 percent for 10-year Treasury notes.
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Table 2-1.

CBO’s Economic Projections for Calendar Years 2007 to 2017

Estimated Forecast Projected Annual Average
2006 2007 2008 2009-2012 2013-2017
Year to Year (Percentage change)
Nominal GDP (Billions of dollars) 13,235 13,805 14,472 17,395 ° 21,519 b
Nominal GDP 6.3 43 48 4.7 43
Real GDP 33 2.3 3.0 2.9 2.5
GDP Price Index 2.9 19 1.8 1.8 1.8
PCE Price Index* 2.8 1.7 1.9 2.0 2.0
Core PCE Price Index® 2.3 2.1 1.9 2.0 2.0
Consumer Price Index® 34 19 2.3 2.2 2.2
Core Consumer Price Index’ 2.6 2.6 2.3 2.2 2.2
Calendar Year Average (Percent)

Unemployment Rate 4.6 4.7 49 5.0 5.0
Three-Month Treasury Bill Rate 4.7 4.8 4.5 4.4 4.4
Ten-Year Treasury Note Rate 4.8 4.8 5.0 5.2 5.2
Tax Bases (Billions of dollars)

Corporate book profits 1,795 1,775 1,787 1,763 2 2,126 b

Wages and salaries 6,032 6,330 6,642 8,019 2 9,860 b
Tax Bases (Percentage of GDP)

Corporate book profits 13.6 12.9 12.3 10.8 9.9

Wages and salaries 45.6 45.9 45.9 46.1 46.0

Fourth Quarter to Fourth Quarter (Percentage change)

Nominal GDP 53 4.8 49 4.7 43
Real GDP 2.9 2.7 31 2.8 2.5
GDP Price Index 2.3 2.0 1.8 1.8 1.8
PCE Price Index* 1.9 2.0 1.9 2.0 2.0
Core PCE Price Index® 2.4 2.0 1.9 2.0 2.0
Consumer Price Index® 2.2 2.5 2.2 2.2 2.2
Core Consumer Price Index' 2.8 2.4 2.2 2.2 2.2

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

Notes: GDP = gross domestic product.

Economic projections for each year from 2007 to 2017 appear in Appendix D.
Level in 2012.
Level in 2017.

o ®

The personal consumption expenditure chained price index.

e o

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

®

The consumer price index for all urban consumers.

f.  The consumer price index for all urban consumers excluding prices for food and energy.
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Figure 2-1.
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Note: Data are quarterly and are plotted through the fourth quarter
of 2006.

Compared with CBO’s August 2006 forecast, this fore-
cast indicates much weaker growth in 2007 and some-
what weaker growth, on average, for the entire 10-year
projection period. The change in the near term is largely
the result of a decline in housing construction that was
more precipitous than expected, but the change in the
longer run stems from various factors. Revisions to the
historical data for real GDP, business fixed investment,
and the size of the country’s capital stock since the last
forecast was prepared have lowered both the historical
estimates of the level of potential GDP and projections
of the contribution of the growth of capital to potential
GDP. In addition, CBO moderately lowered its projec-
tion for the potential growth of total hours worked.
Those revisions have resulted in a level of real potential
GDP that is about $300 billion, or roughly 2 percent,
lower in 2016 than CBO projected last August.

The Rise in Interest Rates and the
Decline in Housing Construction

The two major factors that restrained growth in the sec-
ond half of 2006 and that will also dampen growth this
year are the lagged effects of the increase in short-term
interest rates since mid-2004 and the large decline in the
housing sector. The decline in housing stems in part from

THE ECONOMIC OUTLOOK

higher interest rates, but a more important contributor
appears to be the overbuilding that resulted from the
extremely rapid rise in housing prices and construction
activity between 2003 and early 2006.

The Rise in Short-Term Interest Rates

In an effort to forestall inflationary pressures, the Federal
Reserve pushed up the federal funds rate, a short-term
interest rate that it manages, from 1 percent in mid-2004
to 5% percent in mid-2006, where it remains today (see
Figure 2-1). In doing so, the Federal Reserve has moved
from a stance that clearly stimulated economic growth to
one that now appears to be moderately restricting growth.
The higher federal funds rate and corresponding increases
in other short-term interest rates will tend to curb eco-
nomic growth as well as inflation.

The federal funds rate, though, is not the sole determi-
nant of the degree to which monetary and financial
conditions may be suppressing or stimulating growth.
Although increases in short-term interest rates tend to
depress demand for goods and services, other financial
factors, including long-term interest rates, the exchange
value of the dollar (a falling dollar stimulates demand for
U.S.-produced goods by making them cheaper relative to
foreign-produced goods), and changes in wealth from ris-
ing or falling stock market prices also affect the demand
for goods and services. A broad index that estimates the
impact of those monetary and financial conditions on
real GDP growth indicates continued support for eco-
nomic growth in spite of the increase in short-term inter-
est rates (see Figure 2-2). (The effect of changes in hous-
ing wealth on the economy, which is not included in the
broad index of monetary and financial conditions, is dis-
cussed below.) The lagged effects of past stock market
gains and the decline in the exchange rate continue to
support demand, although those two factors are adding
significantly less to demand growth than they were a year
ago.

The rise in short-term interest rates has clearly removed
some monetary stimulus from the economy, however.
Interest rates charged by commercial banks for credit
cards and new-car loans have both risen by about 2 per-
centage points since mid-2004, and corporate borrowing
costs have increased for virtually all debt instruments
with a term to maturity of fewer than five years. More-
over, the prime rate (a short-term interest rate charged by
banks to their most creditworthy customers) rose from 4
percent to 8% percent over the past two and a half years.
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Figure 2-2.
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LLC; Department of Commerce, Bureau of Economic
Analysis.

Notes: The Monetary and Financial Conditions Index (MFCI) esti-
mates how much financial conditions contribute to the one-
quarter annualized growth rate of real, or inflation-adjusted,
GDP (gross domestic product). It draws on statistical rela-
tionships between real GDP and financial variables such as
interest rates, exchange rates, and stock market values.
When the index is positive, overall conditions in financial
markets are conducive to the growth of real GDP; when the
index is negative, overall financial market conditions are a
drag on growth.

Data are quarterly and are plotted from the first quarter of
1980 through the third quarter of 2006 (for real GDP
growth) and from the fourth quarter of 1982 through the
third quarter of 2006 (for the MFCI). The percentage change
in real GDP is measured from the previous year.

The rise in interest rates, as well as the increase in energy
prices that occurred at almost the same time, weakened
consumer spending on some durable goods. For example,
real consumer spending on new vehicles in 2006 was
about 6%2 percent lower than in 2004, and some of that
decline was because of higher interest rates. The dampen-
ing effect of higher short-term rates is likely to persist this
year.

Some analysts believe that the increase in short-term
interest rates has significantly heightened the risk of a
recession. One indication of the greater risk is the relative

levels of short- and long-term interest rates. In the past, a
negative yield spread—that is, a situation in which short-
term rates are higher than long-term rates—has often pre-
ceded recessions. This time, however, the yield spread

does not appear to be a reliable indicator of a recession
(see Box 2-1).

The Decline in Housing Construction

For three years, from early 2003 to the end of 2005, the
increase in housing construction and housing wealth
stimulated economic growth. In contrast, the subsequent
drop in construction severely undercut economic growth,
particularly during the second half of 2006. The portion
of GDP directly attributable to residential construction is
small, at about 5 percent, but housing activity was so
strong during the 2003—-2005 period that it directly
accounted for about half a percentage point of GDP
growth each year (or 15 percent of growth over that
period). In addition, the housing boom directly affected
other industries, such as appliance manufacturing, and
indirectly strengthened consumer spending by boosting
household wealth. Acting in reverse, the recent drop in
housing construction directly reduced GDP growth dur-
ing the second half of last year by about a percentage
point (at an annual rate), and the drop will have negative
secondary effects as well.

The reversal of the housing sector’s performance creates
major uncertainties for CBO’s economic outlook. Among
the questions raised are these: How much more will hous-
ing construction decline? How much farther will prices
for houses fall? And how large will the secondary effects
be of a continued slump in housing?

CBO’s short-term forecast assumes that real residential
investment will continue to fall during the first half of
this year and that, on average, prices for houses will regis-
ter a small decline during 2007. The forecast for residen-
tial fixed investment is based on the slower declines in
home sales in recent months and the likelihood that over-
all economic growth and job creation will be supported
by business fixed investment and exports. If home sales
decline only slowly for a few more months and housing
starts (the number of new houses builders start work on)
continue to fall, the inventory of unsold new homes will
decrease this year. Because of that projected decline in the
inventory of unsold new homes, prices are expected to
stabilize later this year. The smaller inventory will encour-
age a mild rebound in homebuilding during the second
half of this year, CBO expects.
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Figure 2-3.

Single-Family Housing Starts

(Millions)
1.8

1.6

14

1.2

1.0

0.8

1965 1975 1985 1995 2005

Sources: Congressional Budget Office; Department of Commerce,
Bureau of the Census.

Note: Data are quarterly and are plotted through the fourth quarter

of 2006.

Opverall, the secondary effects of the drop in housing
activity are estimated to be relatively modest. The growth
of housing wealth slowed in 2006 as a result of the com-
bined slowing in the growth of the housing stock and in
home prices, and it is expected to grow even less this year.
The slowdown in the growth of housing wealth, in turn,
is expected to cut growth in personal consumer spending
this year by about one-third of a percentage point.
Employment growth is also expected to be restrained this
year by the loss of jobs in housing and related industries,
but again, the direct effect is likely to be small.

The Boom and Bust in Housing. The recent boom and
bust in housing construction have been unique in many
ways, and the causes of the large swings in the recent
cycle are not entirely clear. Historically, housing booms
and busts have typically been synchronized with the gen-
eral business cycle, with turns in housing cycles occurring
before business-cycle peaks (see Figure 2-3). Housing has
not moved in tandem with the general business cycle
since 1990, however. Housing starts did not weaken
during the recession of 2001, and the current drop in
housing is occurring independently of a recession.

The large upswing in construction in the last housing
market cycle appears to be due largely to the combination
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of extraordinarily low mortgage rates and expectations for
rapid growth of housing prices. Rates for 30-year conven-
tional mortgages, which had averaged 7.6 percent from
1995 through 2000, dropped to 5.8 percent in 2003 and
generally remained below 6 percent until the third quar-
ter of 2005. Against a background of solid employment
and household income growth, the drop in mortgage
rates (along with the increase in the use of innovative
financing arrangements, such as interest-only loans)
made it easier for households to finance housing pur-
chases, which strengthened demand and ultimately bid
up prices.

Housing prices grew rapidly from the middle of 2003 to
early 2006 (see Figure 2-4). That rapid growth may have

Figure 2-4.
Real Prices of Houses
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Sources: Congressional Budget Office; Office of Federal Housing
Enterprise Oversight (OFHEO).

Notes: The measures of house prices in this figure are the house
price index, which includes purchase price data and refinanc-
ings, and the purchase-only house price index, both of which
are published by OFHEO. Both house price indexes have been
adjusted for inflation by dividing them by the core personal
consumption expenditure chained price index.

Data are quarterly and are plotted from the first quarter of
1976 through the third quarter of 2006 (for the house price
index) and from the first quarter of 1992 through the third
quarter of 2006 (for the house price purchase-only index).

The purchase-only price index fell by 0.7 percent at an
annual rate from the second quarter to the third quarter of
2006 (not shown in the figure).
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Box 2-1.

The Yield Spread and the Risk of a Recession

Short-term interest rates are normally below long-
term interest rates. But the rapid increase in short-
term rates since 2004 pushed those rates above long-
term rates last year, a situation known as a negative
yield spread, or inversion of the yield curve. That sit-
uation is often considered an indication of an upcom-
ing recession because it has incorrectly indicated a
recession only once since 1955 (see the figure at
right). A negative yield spread normally implies a
degree of monetary restraint that slows economic
activity in general and that particularly dampens
growth in sectors of the economy that are sensitive to
changes in interest rates, such as consumer durables
and housing. Some analysts’ estimates of the relation-
ship between the yield curve and recessions suggest
that the current yield spread indicates roughly a

35 percent to 50 percent chance that a recession

may start late in 2007 or in 2008.!

The negative yield spread may not be foreshadowing
a recession this time, however. As indicated in the
main text, overall financial conditions and other anal-
ysis outweigh the signal from the yield curve. More-
over, the yield curve itself may be less reliable as a sig-

nal of recession than in the past. The low level of
inflation and the relatively low variability of inflation
and real (inflation-adjusted) economic activity over
the past 10 to 20 years, both in the United States and
in other industrialized countries, may have increased
the demand for long-term securities. Investors appear
to be more confident in central banks’ ability and
commitment to control inflation in recent years than
they were during the 1970s and 1980s. If concerns
about the possibility of a sustained increase in infla-
tion have ebbed over the years, the long-term interest
rate would tend to be closer to the short-term rate
even if no recession was in the offing—that is, long-
term rates would not have to reflect as large an “infla-
tion risk premium” as they have in the past. Lower

1. For additional discussion, see Arturo Estrella and Mary R.
Trubin, “The Yield Curve as a Leading Indicator: Some Prac-
tical Issues,” Current Issues in Economics and Finance, vol. 12,
no. 5 (Federal Reserve Bank of New York, July/August 2006),
available at www.newyorkfed.org; and Jonathan H. Wright,
The Yield Curve and Predicting Recessions, Finance and Eco-
nomics Discussion Series 2006-07 (Board of Governors of
the Federal Reserve System, February 2006), available at

www.federalreserve.gov.

fueled demand by unrealistically inflating some buyers’
forecasts of future prices, particularly for houses in areas
where employment and income growth were relatively
strong. Then, in 2006, increases in housing prices slowed
dramatically, from a combination of factors. A slight rise
in mortgage rates and the high prices of houses made it
more difficult for potential buyers to qualify for mort-
gages, and houses failed to sell as quickly as they had in
the past. In some markets, housing prices fell sharply.

To be sure, it is difficult to determine the “fundamental”
or “appropriate” price of a house at the time of purchase,
and expectations of future prices are known to be unreal-
istic only in hindsight. That is why the forecast for hous-
ing prices is one of the major uncertainties in this eco-
nomic outlook. CBO has assumed that the national
average price of housing will decline slightly this year but
edge up next year. That view is based on CBO’s overall

economic outlook and the recent indications of some
firming in home sales. The declines in sales of both new
and existing homes have slowed in recent months, and
continued gains in employment and low mortgage rates
also imply that the weakness in home sales may bottom
out during the first half of this year. If so, the combina-
tion of a mild rebound in sales later this year and contin-
ued weakness in new-home construction will bring the
inventory of unsold homes down and keep housing
prices, on average, from falling sharply.

The Effect of Housing Wealth on Consumer Spending.
Slower growth in housing wealth will dampen growth in
consumer spending this year relative to last year, CBO
expects. In 2004 and 2005, the increase in housing
wealth appears to have added about one-half of a percent-
age point to the growth of consumer spending nationally;
last year, it added about one-third of a percentage point.
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The spread is calculated as the difference between
the rate on the 10-year Treasury note and the bond-
equivalent yield on the three-month Treasury bill.

far, and a similarly small negative spread occurred in
the 1960s without presaging a recession. For those
reasons, and because the Congressional Budget
Office’s overall analysis of the economy indicates sig-
nificant support from a number of sectors, CBO
largely discounts the recession signal of the yield
spread, instead forecasting a short period of subpar
growth this year.

In contrast, the slower growth in housing wealth will
dampen growth in consumer spending this year by about
one-third of a percentage point. Some areas of the coun-
try will be more adversely affected by the changes in
housing wealth, but the overall effects on the economy
are likely to be mild.

Traditionally, economists assume that households
increase their spending on consumer goods and services
each year by a small fraction of the increase in their hous-
ing wealth—about 2 to 7 cents for every dollar—with
the effects spread over a number of years.! Households
do not have to convert their housing wealth into cash

to increase their spending; they can either reduce the
amount of saving they would have done otherwise (that

1. See Congressional Budget Office, Housing Wealth and Consumer
Spending (January 2007).

is, hold more of their savings in home equity), or they
may increase other forms of debt. A direct consequence of
using gains in wealth to increase spending is a lower rate
of saving because household spending is higher relative
to the flow of household income. Part of the 4V-
percentage-point decline in the personal saving rate from
1997 to 2006 stemmed from the increase in housing
wealth, although other factors—such as the run-up in
energy prices from 2004 to mid-2006—were important
as well.

Some analysts maintain that housing wealth has a much
larger effect on consumer spending in the short term than
the traditional view dictates. They argue that some home-
owners would be willing to save less or go further into
debt in order to spend more, but their spending is limited

by the unwillingness of lenders to extend them additional
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Figure 2-5.
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credit. Those homeowners may spend any increase in
housing wealth much faster than the traditional wealth
effect assumes. For such households, an increase in hous-
ing wealth may have a large, but temporary, effect on
their spending because it increases their ability to borrow.
If much of the increase in consumer spending in recent
years has been because of that effect, a significant slow-
down in the growth of housing wealth could sharply cur-
tail the growth in consumer spending.

Whether there has been such a large effect on consumer
spending from changes in housing wealth is uncertain,
however. Analysts who favor that view have focused on
the net cash that households withdraw from the value of
their homes when they refinance their mortgages or take
out home-equity loans. Since the 1990s, there has been
a strong inverse relationship between such equity with-
drawals and the personal saving rate, supporting the
argument that a slight change in the growth of housing
wealth will have a large impact on consumer spending.
But there could be alternative explanations for the rela-
tionship. For example, some third factor, such as house-
holds’ confidence in their future income growth, could
have contributed to both higher consumer spending and
higher equity withdrawals. Or, the causality could flow

from consumer spending to refinancing, rather than the

other way around. Households that are about to make a
major purchase will seek out the least expensive way to
raise cash for that purchase. In recent years, tapping into
home equity has often been the lowest-cost method of
financing (which would have been true, even if home
prices had not risen so rapidly).

The Continued Strength in Business

Fixed Investment and Net Exports

The shock of the housing decline might have driven the
economy into recession were it not for the offsetting
strength of business fixed investment and net exports.
Businesses’ underlying need for more plant and equip-
ment and robust growth in foreign demand for U.S.-
produced goods and services are expected to keep eco-
nomic growth solid this year.

Business Fixed Investment

Businesses’ investment spending has picked up in recent
years. Although real investment in structures, equipment,
and software fell sharply during the 2001 recession (and
continued to fall during 2002 even as the economy recov-
ered), investment in equipment and software started a
strong recovery by mid-2003 (see Figure 2-5). In early
20006, investment in structures also showed signs of a sus-
tained recovery. But the delay in investment growth has
left the capital stock still low relative to demand for goods
and services, and businesses are seeking to add to their
capacity. For that reason, further strength in investment is

likely.

Real investment in business structures, which has been

a particularly strong category of investment recently, is
almost certain to continue to support GDP growth this
year. Lags in completing projects already begun, and the
fall in vacancy rates for commercial buildings since late
2003, imply continued strength in investment in business
structures. The national industrial availability rate, as
reported by CB Richard Ellis (a company that measures
the supply of available space in large industrial buildings),
fell to 9.5 percent in the third quarter of last year from
10.1 percent a year earlier. The national office vacancy
rate, as reported by the same source, fell to 13.2 percent
in the third quarter from 14.4 percent a year earlier.
Those vacancy rates are close to the averages of the past
10 years. But to keep those rates stable, business con-
struction must remain strong.
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Figure 2-6.
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Businesses’ investment in equipment and software is also
likely to support GDP growth this year. Net new orders
for nondefense capital goods, a leading indicator of
investment in equipment, remain at a high level, even
after having retrenched somewhat in October and
November 2006. In addition, the increase in the capacity
utilization rate in manufacturing over the past year, an
indication of the degree to which demand is growing rela-
tive to capacity, implies that firms need to invest more
given the current level of demand for goods and services.

Corporations in general should be able to finance their
additional investment needs relatively easily because
profits are high. Both measures of corporate profits—
economic profits and book profits—have bounced back
in recent years, and economic profits as a share of GDP
climbed to a 40-year peak in 2006 (see Figure 2-6).
Because profits are quite sensitive to changes in real
growth, the temporary slowing of GDP growth for the
last half of 2006 and early 2007 is likely to hold down
growth in profits this year, although their level will proba-
bly remain high. Corporations’ strong internal cash flow
indicates that financing constraints are not expected to
hold back business fixed investment this year, even
though long-term interest rates are expected to rise

slightly.

THE ECONOMIC OUTLOOK

Net Exports and the Current-Account Balance

The decline in the foreign exchange value of the dollar
since early 2002 and the recent increase in the average
growth of the United States’ trading partners relative to
domestic growth have helped slow the widening in the
trade deficit (see Figure 2-7). The increase in the price of
petroleum imports offset those effects during 2005 and
early 2006; but the recent decline in petroleum prices

is contributing to the current stabilization of the trade
deficit. CBO anticipates a decline in the trade deficit as a
share of GDP over the next two years, even though the
absolute size of the trade deficit for those years is expected
to be only slightly less than its 2006 level.

The broader measure of the external accounts of the
United States, the current-account balance, indicates a
larger deficit than the trade balance alone.” The current-
account deficit shows the extent to which U.S. residents
are borrowing from the rest of the world each year, and
the accumulation of deficits over time has increased U.S.
net indebtedness to the rest of the world. The magnitude
of the increase in the current-account deficit over the past
10 years has raised concerns about a possible disruptive
adjustment in the value of the dollar. Some analysts
argue that foreigners’ willingness to accumulate dollar-
denominated assets—that is, to lend to the United
States—may suddenly weaken, causing a sharp decline in
the value of the dollar and a spike in interest rates and
putting upward pressure on inflation. Although eco-
nomic disruptions because of rapid changes in the dollar’s
value are possible, CBO’s forecast largely discounts such a
scenario.

The current-account deficit is unlikely to shrink in the
near term, although it will fall as a share of GDP. Net
inflows of investment income, which are included in the
current account, have been gradually decreasing as net
liabilities of U.S. residents to the rest of the world have
increased. The net indebtedness of U.S. residents, which
is estimated to have been about $2.7 trillion at the end of
2005, or about 21 percent of GDD, is a consequence of
many years of current-account deficits. The indebtedness
of the United States implies that it will take longer to
reduce the current-account deficit than the trade deficit.

2. The current account adds net interest payments, profits, and uni-
lateral transfers (such as U.S. residents’ monetary remittances to
foreign residents) to the trade balance. Unilateral transfers cause
the current-account deficit to be larger than the trade deficit.
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Figure 2-7.
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The Exchange Value of the Dollar. The downward trend
in the value of the dollar over the past five years has
tended to raise the prices of imports relative to the prices
of domestically produced goods and lower the prices paid
by foreigners for U.S.-produced goods, ultimately help-
ing to reduce the trade deficit. The trade-weighted value
of the dollar has generally moved downward since 2002,
although it rebounded somewhat during 2005. The
prices of imported goods excluding petroleum, which had
been falling when the dollar was appreciating in value,
rose as the value of the dollar fell. Even so, those prices
grew by only about 2 percent during 2006, a pace too
slow to create significant inflationary pressure.

A drop in the value of the dollar and higher prices for
imports initially tend to increase the nominal trade deficit
because the volume of goods and services imported and
exported are slow to respond to the changes in prices.
However, the increase in the relative prices of imports and
the reduction in the prices of exports ultimately dampen
the growth of the volume of imports and stimulate the
growth of exports. After a lag, those changes in imports
and exports are large enough that the net effect of a

decline in the value of the dollar is a reduction in the
nominal trade deficit.

Although the value of the dollar has been trending down-
ward since early 2002, it rebounded briefly in 2005. The
shift was a result of several temporary factors. Short-term
interest rates rose faster in the United States than in
Europe that year, encouraging greater holdings of dollar-
denominated assets; rising energy prices initially boosted
holdings of dollars by oil-exporting countries; and legisla-
tion temporarily favored repatriation to the United States
of foreign earnings. Now that those temporary factors
have faded—in particular, some oil-exporting nations say
that they want to limit the growth of, or reduce abso-
lutely, their dollar holdings—the dollar has resumed its
downward trend. CBO’s economic outlook assumes that
the dollar will continue to fall over the long run, further
helping to reduce the trade deficit.

Exports and the Growth in Foreign Demand. The drop in
the value of the dollar has aided U.S. exports in recent
years, but rapid growth in a number of countries that buy
U.S.-produced goods and services has also been a major
factor in the resurgence of U.S. exports. Real GDP
growth in the 12 countries that use the euro averaged less
than 1 percent in 2002 and 2003, but growth increased
in subsequent years and averaged about 2V percent last
year. The countries of Latin America have also posted
solid growth in recent years after slow growth from 2002
to 2003. Similarly, growth in Japan has recovered, climb-
ing from almost zero in 2001 and 2002 to about 2¥2 per-
cent in 20006.

The growth of domestic demand in those regions—the
spending by households, firms, and the government—is
promising for U.S. exports. Foreign GDP growth has
been increasingly driven by foreign countries’ domestic
demand, not by their export growth. Consumer spending
and business fixed investment in the major export mar-
kets for the United States have recovered rapidly since
2003.

Imports and the Growth in Domestic Demand. In con-
trast, the inflation-adjusted growth of consumer demand
for goods in the United States is expected to slow. That
slower rate of growth will reduce U.S. consumers’ desire
for imported goods, dampening the growth of imports.
Although the pace of spending is slowing, CBO expects
that it will still be moderate for much of this year.
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The Slowdown in Consumer Spending
Over the past four years, real growth in consumer spend-
ing has been bolstered by solid gains in household
employment and income, increases in housing wealth,
and, in 2003 and 2004, unusually low interest rates.
Those supports to consumer spending were partially
undercut by the increase in energy prices from 2004 to
mid-2006, but the growth in consumer spending (after
inflation) still remained above 3 percent in those years.
The factors that affect consumer spending are now par-
tially reversing their roles. The slower growth in employ-
ment, household income, and housing wealth is expected
to restrain consumer spending, whereas the drop in
energy prices that occurred last year will boost it. On
balance, inflation-adjusted consumer spending is likely to
be slower in 2007 than the 3% percent pace of growth in
2006, in CBO’s estimation, and the personal saving rate
is expected to increase slightly. However, that forecast is
dependent on the ability of exports and business fixed
investment to keep employment growth from slowing too
much.

Employment and Household Income

Employment growth has been healthy, with only a slight
easing in net job creation during the fourth quarter of last
year. Current data indicate that jobs were added to the
economy in the first nine months of 2006 at a pace of
about 160,000 per month; that rate ebbed—to about
135,000 per month—during the last three months of the
year. CBO anticipates that job growth will slow further,
to an average of about 100,000 a month, in the near
future.? The forecasted slowdown in employment largely
reflects the decline in housing activity, as jobs in residen-
tial construction and industries related to housing (real
estate, mortgage banking, and so forth) fell by about
20,000 per month during the last half of 2006. CBO’s
forecast assumes further job declines in that sector, aver-
aging4 about 45,000 per month, through the end of this
year.

3. In February 2007, the Bureau of Labor Statistics (BLS) will revise
the establishment employment data for 2005 and 2006. BLS has
indicated that it will revise the growth of employment upward by
approximately 800,000 jobs for the period between March 2005
and March 2006, an extraordinarily large revision. The current
data indicate that 2,029,000 jobs were created over that period.
BLS may also revise the data from March 2006 to the present.
(Some analysts believe that there will be a small upward revision to
the growth of employment for that period.)

THE ECONOMIC OUTLOOK

Even though employment will continue to grow, the
unemployment rate is expected to inch up during 2007.
The outlook for the growth in demand for goods and ser-
vices, and therefore for the growth in demand for work-
ers, implies that job growth this year will not quite keep
up with the growth of the labor force.

Although it may increase slightly, the unemployment rate
is likely to remain low; therefore, wage growth is expected
to hold relatively steady this year in spite of the slowdown
in employment growth. Hourly wages, as measured by
the employment cost index, rebounded to grow by 3 per-
cent during 2006 after a three-year slump during which
real gains in total labor compensation (wages plus bene-
fits) trailed productivity gains. Real growth in total labor
compensation will probably outpace productivity growth
over the next two years because of the low level of unem-
ployment, CBO estimates.

The Personal Saving Rate and the Financial
Condition of Households

The personal saving rate is currently extremely low, and,
according to some measures, households’ financial posi-
tion has deteriorated recently. Those measures have
prompted concern that a significant percentage of house-
holds may be vulnerable to a downturn in employment
or income growth. The data do not indicate that house-
holds overall are experiencing financial distress, but it is
difficult to get up-to-date information about the financial
condition of households at various income levels. There-
fore, although the overall measures do not imply that the
projected slowdown in employment growth will sharply
restrain the growth of overall consumer spending, there is
a risk that a significant percentage of households are vul-
nerable to a slowdown in employment or income growth
and that such a slowdown could amplify the drop in con-
sumer spending.

Debt-service burdens have continued to rise, although
most consumers and homeowners appear to be able to
handle their debt load. Although debt service as a per-
centage of disposable personal income has increased in
recent years, delinquency rates do not indicate significant

4. For an analysis of the effect of the housing boom on employment,
see Matthew Miller, “A Virtual Essay: Post-Recessionary Employ-
ment Growth Related to the Housing Market,” Monthly Labor
Review (Department of Labor, Bureau of Labor Statistics, October
2006), available at http://stats.bls.gov/opub/mlr/2006/10/
ressum.pdf.
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Figure 2-8.
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financial difficulties overall. Delinquency rates at com-
mercial banks for residential real estate and other con-
sumer loans changed very little last year and remain con-
siderably below previous peaks (see Figure 2-8). The
delinquency rate for credit cards moved up noticeably in
20006, bringing it back to where it had been in the first
half of 2004, but the rate remains below the level it
reached just before the downturn in consumer spending
in 2001. Similarly, delinquency rates for adjustable-rate
mortgages (ARMs) rose in 2000, particularly for
subprime loans, but they have changed little in recent
quarters for either prime or subprime fixed-rate mort-
gages. (The rise in delinquencies for subprime ARM
loans—those made to less-creditworthy borrowers—is a
particular cause for concern because they constitute a sig-
nificant percentage of recent loans. They remain a small
percentage of all outstanding mortgage loans, however.)

The anticipated slowing of consumer spending this year
will allow some households to partially rebuild their sav-
ings and slow their accumulation of debt. The drop in
gasoline prices that started in September of last year will
help, even though those prices remain much higher than
they were a few years ago. Households spent less than
$400 billion a year (at an annual rate) on energy in the
fourth quarter of 2003; by the third quarter of 2006, they

were spending about $590 billion.” The spending per
household for energy—based on a figure of 109 million
households in 2006—was about $5,000, up from $3,600
per household in 2003.

The Steady Growth in Government
Purchases

Total government purchases for consumption and invest-
ment, as measured by the national income and product
accounts (NIPAs), grew by about 2 percent last year (on
an inflation-adjusted basis), and they are projected to
grow at a similar rate this year.

State and Local Governments

Revenues of states and localities increased last year faster
than their budgets had projected, easing some of their
budgetary pressures. The National Conference of State
Legislators reports that for the fiscal year ending June 30
(for most states), general fund surpluses plus rainy-day
reserves rose from 8.8 percent of general fund spending at
the end of 2005 to 10.2 percent in 2006—one of the
highest levels in recent decades. No state ended 2006
with a deficit.

That strength in revenues has enabled states and localities
to increase funding for programs whose funding had been
reduced after the 2001 recession, especially educational
programs. Eight states also applied some unexpected
funds toward their unfunded pension liabilities, although
the problem of funding pensions and other postemploy-
ment benefits has not yet gained major prominence in
states’ budget allocations. The improved fiscal situation
allowed state and local purchases to grow by an inflation-
adjusted 2 percent in 2006, up from the near-zero real
growth experienced during the 2003-2005 period. The
current budgetary situation of states and localities sug-
gests real growth in purchases is likely to remain near

2 percent over the next two years.

Federal Government

Federal purchases grew at an inflation-adjusted annual
rate of less than 2 percent over the past two years; under
the rules that govern CBO’s baseline projections, they
are expected to grow faster this year. Purchases exclude

5. Those figures are based on current estimates from the national
income and product accounts. They include consumption of all
household energy, motor fuel, electricity, natural gas, and fuel oil.
The data, particularly for 2006, are subject to revision.
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Figure 2-9.
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federal transfer payments to individuals (such as Social
Security and Medicare) and interest payments, and they
therefore account for only about 40 percent of total
spending. (The spending outlook is discussed in detail in
Chapter 3 and Appendix C.) Changes in all federal
spending, as well as changes in tax law and other policies,
can affect economic growth in the short run, but changes
in purchases often have more-immediate effects on eco-
nomic growth.

The Easing of Core Inflation

For three years, the core rate of inflation has been above
the upper end of the range that the Federal Reserve con-
siders acceptable, but CBO anticipates that the inflation
rate will ease this year. That reduction, in concert with
moderate growth, should reduce the Federal Reserve’s
concerns about future inflation and permit some mone-
tary easing by midyear. Growth of the price index for core
personal consumption expenditures was about 2% per-

THE ECONOMIC OUTLOOK

cent near the end of 2006, and CBO expects that rate to
fall by the end of this year to 2 percent, the upper end of
the Federal Reserve’s preferred range of 1 percent to 2
percent.® The rate of growth of the consumer price index
for all urban consumers (CPI-U), the more commonly
cited measure of consumer prices, remains above 2 per-
cent in CBO’s forecast. Differences in the way the two
consumer price indexes are constructed cause the CPI-U
to grow faster than the personal consumption expendi-
ture (PCE) price index, on average.

Resource Constraints, Productivity Growth, and
Import Prices

Even though the slowing of economic growth last year
should ease inflationary pressures, other factors—such as
the low rate of unemployment, high rates of capacity uti-
lization, slowing productivity growth, and rising prices
for nonoil imports—have kept alive concerns about an
increase in inflation. For more than a year, the unemploy-
ment rate has remained below 5 percent, a rate that many
economists contend cannot be sustained for a prolonged
period without putting upward pressure on inflation.
Moreover, the combination of an increase in the growth
of labor compensation and a decrease in the growth of
productivity implies higher unit labor costs. In the near
term, however, the measure of unit labor costs does not
appear to be a reliable indicator of inflation, and
resources in general do not appear to be stretched far
enough to boost inflation.

Unit Labor Costs and Capacity Utilization. The growth of
unit labor costs in recent years appears to suggest higher
inflation over the short term, but the relationship
between unit labor costs and core consumer inflation is
too uncertain to put much stock in any one-year change
(see Figure 2-9). A rising trend in the growth of unit
labor costs has sometimes foreshadowed a slight rise in
core PCE inflation, but both the lags and the magnitudes
vary. In addition, payments of large year-end bonuses and
the cashing in of stock options in 2006 boosted the
growth of unit labor costs, but those payments were con-
centrated in just a few firms—most firms did not face

6. The Federal Reserve does not have an official target range, but
1 percent to 2 percent for the core personal consumption expendi-
ture price index has come to be seen by economists as an implic-
itly preferred range. See the “Remarks by Ben S. Bernanke at the
Finance Committee Luncheon of the Executives’ Club of Chi-
cago,” Chicago, Ill., March 8, 2005, available at www.federal
reserve.gov/boarddocs/speeches/2005/20050308/default.hem.
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such increases in costs. Those special payments contrib-
uted to the 14 percent increase (at an annual rate) in
compensation per hour in the first quarter of 2006, the
greatest rate of increase in a quarter since the 15 percent
increase seen in the first quarter of 2000, the peak of the
stock option boom. Also, the measure of unit labor costs
has been subject to large revisions (primarily because of
revisions to the measure of compensation per hour),
which reduces its usefulness for near-term inflation fore-
casting. If the employment cost index—an alternative
measure of compensation per hour, one that is not sub-
ject to such large revisions and which is more closely
related to inflation—is used instead, the growth of unit
labor costs was about 12 percent during 2006, not
approximately 3 percent as measured by the more com-
monly used index.

The slowing of productivity growth during 2006 also
contributed to the increase in the growth of unit labor
costs, but that slowdown is probably temporary. In the
short run, productivity growth tends to change in tandem
with changes in economic growth, so a recovery of the
economy later this year is likely to spur a boost in produc-
tivity as well. CBO anticipates that productivity growth
will increase to about 2% percent by early next year. With
compensation per hour expected to climb by less than
4Y2 percent, growth in unit labor costs would average
below 2% percent. Such a rate is not a strong indication
of upward pressure on inflation.

Some analysts are concerned that the increase in the rate
of capacity utilization in manufacturing over the past
three years could indicate inflationary pressures. Capacity
utilization is relatively high—and this is consistent with
the rapid pace of investment in plant and equipment—
but the utilization rate does not seem high enough

to indicate inflationary pressure. The current rate of
80.4 percent is below the levels that were associated with
subsequent increases in inflation during the 1960—1990
period. In addition, since 1990, the capacity utilization
index has not been a reliable leading indicator of inflation
in consumer prices.

Inflation in the Rest of the World and U.S. Import Prices.
Low and relatively stable inflation in the rest of the world
generally reduces the likelihood of sharp, disruptive
increases in the prices of imports, although low foreign
inflation could be offset by greater depreciation in the
value of the dollar. The moderating of inflation in the
United States over the past 20 years has been part of a

worldwide trend in the lowering of inflation, as well as a
worldwide reduction in its volatility. Over that 20-year
span, inflation has slowed even more in many foreign
industrialized countries than it has in the United States.
Currently, consumer price inflation is averaging below
2Y3 percent in Europe, Canada, and Asian Pacific coun-
tries, and economists generally do not anticipate a signifi-
cant increase in foreign inflation this year.

Inflation in the prices of imports is only slightly above
zero for consumer goods, and it is about 2 percent for
all goods excluding petroleum, on average. Although the
prices of imports are not restraining inflation in the
United States as much as they did in the late 1990s, they
also do not appear to be a force for higher inflation.

Other Inflation Developments During 2006

The core rate of inflation was pushed up by an unusual
acceleration in rents in 2006 and the lagged effects of the
energy price hikes from 2004 to mid-2006. Those factors
are unlikely to be repeated this year, further reducing the
prospects of higher inflation, in CBO’s estimation.

Rents. The core rate of PCE price inflation is influenced
by estimates of the growth of rents imputed to homeown-
ers—that is, the rent that homeowners would have to pay
to live in their home if they were renting on the open
market—as well as tenants’ rents. The Bureau of Labor
Statistics (BLS) surveys rental units and compiles that
data. BLS uses the data from units that are simil