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The Budget Outlook

I he Congtressional Budget Office (CBO) projects

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

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

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

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

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

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

CBO developed its latest projections following a period
of significant economic and fiscal change. As recently as
January 2001, CBO was projecting record levels of sur-
pluses for the 2002-2011 period—totaling $5.6 trillion—
under its baseline assumptions. That estimate reflected
years of robust economic growth and surging federal reve-
nues—but later proved to be the high-water mark. The
recession in 2001 (and a declining stock market) together
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Table 1-1.
The Budget Outlook
(In billions of dollars)
Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Surplus or Deficit (-) Assuming $751 Billion in Discretionary Appropriations for 2003
On-Budget 317 -361 -319 -268 -228 -205 -185 -165 -145 26 134 177 -1,206 -1,231
Off-Budget* 160 162 174 195 212 231 250 268 286 303 317 330 1063 2,568
Total Surplus
or Deficit (-) -158 -199 -145 -73 -16 26 65 103 140 277 451 508 -143 1,336
Total Surplus or
Deficit (-) asa
Percentage of GDP -5 19 -13 06 01 02 05 07 09 17 27 28 -02° 09
Surplus or Deficit (-) Assuming $738 Billion in Discretionary Appropriations for 2003
On-Budget 317 -354 -309 -255 -214 -189 -168 -146 -126 -5 157 202 -1,135 -1,053
Off-Budget* 160 162 174 195 212 231 250 268 280 303 317 330 1063 2,568
Total Surplus
or Deficit (-) -158 -193 -134 -60 -2 42 82 122 160 298 474 532 -72 1,515
Total Surplus or
Deficit (-) asa
Percentage of GDP ‘15 -1.8 12 05 * 03 06 08 10 18 28 30 -0.1" 1.0
Memorandum:
Social Security Surplus 159 160 175 194 212 231 250 268 286 303 317 330 1,062 2,567
Postal Service Outlays* -1 -1 o -1 1 0 0 0 0 0 0 0 R b

Source: Congressional Budget Office.

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

current continuing resolution (Public Law 108-2).

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

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

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

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

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

Despite that dramatic reversal, the budget outlook over
the next decade (2004 to 2013) under the assumptions
of CBO’s adjusted baseline remains relatively bright, by
historical standards. Before 1998, the government had
recorded deficits in every year since 1969. Moreover, the
shortfalls for 2002 and 2003—1.5 percent and 1.9 per-
cent of GDP, respectively—are relatively small when
compared with the chronic deficits of the 1980s and early
1990s, which ranged from 3 percent to 6 percent (see
Figure 1-1 on page 6). Also, the amount of federal debt
held by the public, which for the most part reflects gov-
ernment borrowing to finance past deficits, is projected
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Box 1-1.

THE BUDGET OUTLOOK

CBO’s Adjusted Baseline

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

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

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

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

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

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

Uncertainty and the
Projection Horizon

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

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

CBO’s baseline projections is heightened.

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

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

Actual
2002 2003 2004 2005 2006 2007 2008 2009

In Billions of Dollars

Revenues
Individual income taxes 858 899 954 1,031 1,099 1,176 1,259 1,349
Social insurance taxes 701 725 766 811 856 901 044 089
Corporate income taxes 148 156 185 228 249 260 269 276
Other 146 141 150 156 166 169 176 184
Total 1,853 1,922 2,054 2,225 2,370 2,505 2,648 2,798
On-budget 1,338 1,390 1,496 1,637 1,751 1,853 1,963 2,079
Off-budget 515 532 558 588 619 651 685 719
Outlays
Discretionary spending 734 792 817 834 848 866 891 915
Mandatory spending 1,106 1,172 1,218 1,270 1,326 1,396 1,475 1,566
Net interest 171 157 165 194 212 217 217 214
Total 2,011 2,121 2,199 2,298 2,387 2,479 2,583 2,695
On-budget 1,655 1,751 1,816 1,905 1,979 2,058 2,149 2,243
Off-budget 356 370 383 393 407 420 434 451
Surplus or Deficit (-) -158 -199 -145 -73 -16 26 65 103
On-budget -317 -361 -319 -268 -228 -205 -185 -165
Off-budget 160 162 174 195 212 231 250 268
Memorandum:
Debt Held by the Public at the End of the Year 3,540 3,766 3,927 4,013 4,045 4,034 3,983 3,894
Gross Domestic Product 10,337 10,756 11,309 11,934 12,582 13,263 13,972 14,712
As a Percentage of GDP
Revenues
Individual income taxes 83 8.4 8.4 8.6 8.7 89 9.0 9.2
Social insurance taxes 6.8 6.7 6.8 6.8 6.8 6.8 6.8 6.7
Corporate income taxes 1.4 1.5 1.6 1.9 2.0 2.0 1.9 1.9
Other 14 13 13 13 13 13 13 13
Total 17.9 17.9 18.2 18.6 18.8 18.9 19.0 19.0
On-budget 12.9 12.9 13.2 13.7 13.9 14.0 14.1 14.1
Off-budget 5.0 49 49 49 49 49 49 49
Outlays
Discretionary spending 71 7.4 7.2 7.0 6.7 6.5 6.4 6.2
Mandatory spending” 10.7 10.9 10.8 10.6 10.5 10.5 10.6 10.6
Net interest 17 15 15 _L6 17 _1.6 _L.6 15
Total 19.5 19.7 19.4 19.3 19.0 18.7 18.5 18.3
On-budget 16.0 16.3 16.1 16.0 15.7 15.5 15.4 15.2
Off-budget 3.4 3.4 3.4 3.3 3.2 3.2 3.1 3.1
Surplus or Deficit (-) -1.5 -1.9 -1.3 -0.6 -0.1 0.2 0.5 0.7
On-budget -3.1 3.4 -2.8 -2.2 -1.8 -15 -13 -1.1
Off-budget 1.5 1.5 1.5 1.6 1.7 1.7 1.8 1.8
Memorandum:
Debt Held by the Public at the End of the Year 34.3 35.0 34.7 33.6 32.2 30.4 285 26.5

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

a. Numbers in the bottom half of the column are shown as a percentage of cumulative GDP over this period.
b. Includes offsetting receipts.
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Total, Total,

2004- 2004-

2010 2011 2012 2013 2008* 2013
1,447 1,649 1,819 1,939 5,518 13,720
1,037 1,08 1,134 1,18 4277 9,709
285 295 306 316 1,190 2,669
181 191 221 231 817 1,825
2,949 3,220 3,480 3,674 11,802 27,923
2,193 2,428 2,650 2,805 8,701 20,856
756 792 830 870 3,101 7,067
940 969 989 1,020 4,257 9,089
1,661 1,774 1,85 1988 6,684 15529
208 199 184 159 1,004 1,968
2,809 2,943 3,029 3,167 11,945 26,587
2339 2454 2516 2627 9908 22,087
470 489 512 539 2,038 4,500
140 277 451 508 -143 1,336
-145 -26 134 177 -1,206 -1,231
286 303 317 330 1,063 2,568
3,766 3,501 3,062 2,565 n.a. n.a.
15,480 16,250 17,013 17,851 n.a. n.a.
9.3 10.1 10.7 10.9 8.8 9.5
6.7 6.7 6.7 6.7 6.8 6.7
1.8 1.8 1.8 1.8 1.9 1.8
19.1 19.8 20.5 20.6 18.7 19.3
14.2 14.9 15.6 15.7 13.8 14.4
49 49 49 49 49 49
6.1 6.0 5.8 5.7 6.8 6.3
10.7 10.9 10.9 11.1 10.6 10.8
18.1 18.1 17.8 17.7 18.9 18.4
15.1 15.1 14.8 14.7 15.7 153
3.0 3.0 3.0 3.0 3.2 3.1
0.9 1.7 2.7 2.8 -0.2 0.9
-0.9 -0.2 0.8 1.0 -1.9 -0.9
1.8 1.9 1.9 1.9 1.7 1.8
243 21.5 18.0 14.4 n.a. na.
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permit that to happen. Allowing those provisions to
expire, as current law provides, would significantly boost
revenues for 2011 through 2013. And that upswing is the
main reason that the baseline shows large surpluses for
that period. If those and other expiring tax cuts were
made permanent, the total 10-year surplus in CBO’s ad-
justed baseline would be essentially eliminated. (Box 1-2
on pages 8 and 9 discusses the effects on federal revenues
of extending expiring tax provisions.)

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

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

jected (see Chapter 3).

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

assumptions would affect the budget outlook, see Appen-
dix C.
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Figure 1-1.
Total Deficits and Surpluses as a
Share of GDP, 1967-2013
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Source: Congressional Budget Office.

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

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

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

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

The Return of the Deficit in 2002

The $158 billion budget deficit in 2002 marked the end
of a period of surpluses—four consecutive years—the
likes of which had notbeen seen since the late 1920s. The
total shortfall for 2002 was a net reversal of $285 billion
from the $127 billion surplus recorded for 2001. The on-
budget deficit was $317 billion, and the off-budget sur-
plus was $160 billion.

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

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

The Concept Behind CBO’s Baseline

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

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

THE BUDGET OUTLOOK

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

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

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

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

The Expiration of Revenue Provisions

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

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

1. The provisions” expiration can also be expected to affect the
economy, but only some of those effects are reflected in the
estimates presented here—for example, the estimates do not
reflect macroeconomic changes. (For a discussion of those

effects, see Box 2-1 on pages 26 and 27.)

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

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

the 2004-2013 period, JCT and CBO project.

Changes in CBO’s Projections
Since August 2002

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

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

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

nical reestimates is imprecise. Changes in some factors that are
related to the performance of the economy (such as capital gains
realizations) are classified as technical reestimates because they are
not driven directly by changes in the components of CBO’s eco-

nomic forecast.
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Box 1-2.
Continued
Effects on Revenues of Extending Expiring Tax Provisions (In billions of dollars)
Total, Total,
2004- 2004-
2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
Economic Growth and Tax Relief
Reconciliation Act of 2001
Provisions expiring in 2010 * -1 -1 -1 -1 -2 -2 2 <131 230  -240 5 -610
Provisions expiring
before 2010°* na npa 3 -2 A7 22 26 29 25 _-18 21 55 75
Subtotal * -1 -4 -13 -19 -24 -28 32 <156 -249  -260 -60 -785
Job Creation and Worker
Assistance Act of 2002" n.a. * -28 -42 -40 -35 -30 -26 -22 -20 -19  -145  -262
Other Expiring Tax Provisions® * 1 -3 -8 -12 -15 -17 -20 -23 -27 -30 36 -152
Estimated Interaction Effects
from Enacting All Provisions
Simultaneously _0 0 _1 1 1 1 _1 1 _4 12 12 _ 4 _ 23
Total Effect on Revenues * * .34 61 -69 -73 -74 -76 -206 -308 -321 -237 -1,222
Memorandum:
Total Effect on Revenues
Excluding the Job Creation
and Worker Assistance Act * * -6 -19 -30 37 -44 50 -184  -288  -302 93 -960

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes:

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

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

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

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

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

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

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

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

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

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

5. Congressional Budget Office, The Budget and Economic Outlook:
An Update (August 2002).
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Box 1-3.

An Estimate of the Costs of a Potential Conflict with Iraq

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

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

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

1. See CBO’sletter to Senator Kent Conrad and Congressman
John M. Spratt, Jr., on September 30, 2002, Estimated Costs
of a Potential Conflict with Iraq, which is available at

www.cbo.gov.

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

had ended.

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

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

Appropriations at $751 Billion

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

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

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

Total, Total,
Actual 2004- 2004-
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2008 2013
On-Budget 317 -361  -307 -238 -177 -127 -75 -23 30 186 384 470 -925 121
Off-Budget 160 162 175 195 212 232 251 269 287 304 318 332 1,064 2,574
Total Surplus
or Deficit (-) -158 -199 -133 43 35 104 176 245 316 490 702 802 139 2,695
Memorandum:
Total Surplus or
Deficit (-) as a
Percentage of GDP -15 -1.9 -1.2 -0.4 0.3 0.8 1.3 1.7 2.0 3.0 41 45 0.2* 1.9*

Source: Congressional Budget Office.

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

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

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

they provide funding for 2003 that is about $13 billion

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

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

Changes in CBO’s Projections of the Surplus or Deficit

Since August 2002 Under the Adjusted Baseline
(In billions of dollars)

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

Total Surplus or Deficit (-)

as Projected in August 2002 -145 111 -39 15 52 88 133 177 323 522 -229 1,015
Changes to Revenue Projections
Legislative * * * * * 1 1 1 1 1 1 5
Economic 9 -14 -8 -2 -1 -6 9 -16 31 50 -3¢ -146
Technical 22 A5 A1 -10 8 S5 2 _* _71 _8 6 67
Total Revenue
Changes 41 -29 -19 -11 9 -10 -11 -15 -23 -41 -109 -208
Changes to Outlay Projections
Legislative
Discretionary
Defense 7 12 14 14 14 15 15 15 16 16 60 137
Nondefense* 4 4 08 -1 A3 A4 A5 A5 A5 16 37 -2
Subtotal, discretionary 5 8 6 3 1 * * 1 * * 23 25
Mandatory
Unemployment insurance 8 0 0 0 0 0 0 0 0 0 8 8
Terrorism insurance * 1 2 2 1 1 * * * * 5 6
Debt service * 1 1 2 2 2 3 3 3 3 6 20
Other x 1 1 1 1 1 1 1 1 1 5 10
Subtotal, mandatory 8 2 4 5 4 4 4 4 4 4 23 43
Subtotal, legislative 13 10 10 8 5 4 4 4 4 5 47 68
Economic
Discretionary * * -1 -1 -1 -1 -1 -1 * 1 -3 -5
Mandatory
Social Security * -1 -3 -4 -5 -5 -6 -7 -8 9 14 49
Medicare * * -1 -1 -2 -2 -2 -3 -3 -3 -4 -18
Medicaid 1 * * -1 -1 -1 -2 -2 -2 -2 -1 -10
Unemployment insurance -2 3 2 1 1 * * * -1 -1 4 3
Net interest -12 31 20 9 -5 -4 -3 -2 -2 2 77 90
Debt service * * -1 -2 -3 -4 -5 -5 -5 -4 -8 -31
Other - a4 a1 2 1 a4 2 a4 a1 2 _-6 _-3
Subtotal, mandatory -4 31 25 -19 -17 -19 -19 -20 22 -23 -105 -208
Subtotal, economic ‘14 31 25 20 -18 20 20 21 22 22 -108 -213

(Continued)
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Table 1-3.

Continued

(In billions of dollars)
Total, Total,
2003- 2003-

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

Changes to Outlay Projections (Continued)

Technical
Discretionary 4 6 2 2 2 3 3 4 3 5 16 34
Mandatory
Social Security 1 1 2 2 2 2 2 3 3 3 7 21
Veterans’ benefits 1 2 3 3 2 2 2 2 2 1 11 19
Medicare 5 9 10 9 8 5 4 4 6 41 68
Commodity Credit
Corporation -6 -3 1 2 3 4 4 4 4 -5 15
Unemployment insurance 1 1 2 2 2 2 2 2 2 2 7 17
Electromagnetic spectrum
transactions 4 4 4 2 * -2 * * * 14 12
Net interest 4 3 1 2 2 3 3 3 4 5 14 31
Debt service * 2 5 7 9 11 13 15 16 18 23 95
Other s 1 1 2 1 2 1 * 1 _5 _10
Subtotal, mandatory 10 20 28 30 27 27 32 34 37 42 116 287
Subtotal, technical 14 26 30 32 30 29 35 37 40 47 132 321
Total Outlay
Changes 13 5 15 20 17 14 19 21 23 29 70 177
Total Impact on the Surplus -54 -34 -3¢ -32 -26 -23 -30 -37 -46 -70 -179 -385
Total Surplus or Deficit (-)
as Projected in January 2003 -199 -145 73 16 26 65 103 140 277 451 -408 029
Memorandum:
Total Legislative Changes -13 -10 -10 -7 -5 4 -3 4 4 4 45 64
Total Economic Changes 5 16 18 18 16 14 11 5 9 28 74 67
Total Technical Changes -46 40  -41 42 -37 34 -37 38 -33 -39 -208 -388
Source: Congressional Budget Office.
Note: * = between -$500 million and $500 million.
a. Reflects the effect on outlays if budget authority for 2003 totals $751 billion rather than the level provided by the continuing resolution ($738 billion).
month extension of certain unemployment benefits en- financial assistance to insurers for certain losses from
acted in Public Law 108-1.° The Terrorism Risk Insur- future terrorist acts, will also increase projected manda-
ance Act of 2002 (P.L. 107-297), which would provide tory outlays over the next 10 years by $6 billion. (CBO

based that projection on assumptions about various out-

comes of terrorist attacks—ranging from no damages to
6. An Act to provide for a 5-month extension of the Temporary . . .
, very large effects.) During the 10-year period, approxi-
Extended Unemployment Compensation Act of 2002 and for a
i . L i . mately half of that cost would be offset by revenues
transition period for individuals receiving compensation when the

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

Economic Changes

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

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

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

Compared with its August outlook, CBO haslowered its
forecast for interest rates on three-month Treasury bills
by nearly 110 basis points for 2003 and 165 basis points
for 2004. (A basis pointis one-hundredth of a percentage

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

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

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

Technical Changes

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

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

The reestimate of revenues is based on several factors.
First, the weak performance of the stock market in 2002
led CBO to reduce its projection of revenues from capital
gains realizations in the near term. (CBO has not
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changed its assumptions about the long-term relationship
of capital gains realizations to GDP.) Second, current
revenue collections are running below the amounts that
might be expected given the level of economic activity,
capital gains, retirement distributions, and other factors
that influence the effective tax rate. CBO’s projections
incorporate the assumption that the shortfall will con-
tinue in the near term but diminish in later years. Third,
CBO has reduced its projections of revenues from social
insurance taxes largely because of new information about
the composition of recent receipts.

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

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

7. A carryback refund is a refund of taxes paid by a corporation in
a previous year that is based on the corporation’s losses in the

current year. For more information, see Chapter 3.
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the inflators applied to personnel spending to more ac-
curately reflect the charge’s future cost.

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

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

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

15
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Communications Commission that allowed companies
to withdraw their offers to pay for certain disputed li-
censes. Most of the remaining amount derives from
recent trends in the price and quantity of spectrum that
is likely to be auctioned in the future.

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

The Outlook for Federal Debt

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

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

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

Debt Held by the Public

When revenues are insufficient to cover spending, the
Department of the Treasury raises money by selling
securities in the capital markets to investors. Debt held
by the public represents the accumulation of those sales.
For example, between 1969 and 1997, the Treasury sold
debt to finance deficits, and debt held by the public
climbed each year, peaking at $3.8 trillion in 1997. That
trend reversed in 1998 with the onset of budget surpluses.
By the end 0£ 2001, debt held by the public had dropped
to $3.3 trillion.

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

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

The Treasury sells marketable securities in regularly
scheduled auctions, although the size of those auctions
varies according to fluctuations in the government’s cash
flow. (It also sells cash management bills periodically to
cover shortfalls in cash balances.) For some time, the
Treasury has been shifting its borrowing toward shorter-
term bills and notes. For example, in 2001, it introduced
a four-week bill and eliminated the 30-year bond; as a
result, the Treasury securities that are now sold to the
public range in maturity from four weeks to 10 years.
Those changes may alter the composition of outstanding
public debt in the future. However, the trend toward
shorter average maturity may be slowed if the Treasury
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Table 1-4.
CBO’s Projections of Federal Debt Under Its Adjusted Baseline
(In billions of dollars)
Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Debt Held by the Public at
the Beginning of the Year 3,320 3,540 3,766 3,927 4,013 4,045 4,034 3,983 3,894 3,766 3,501 3,062
Changes to Debt Held by the Public
Surplus (-) or deficit 158 199 145 73 16 -26 -65 -103 -140 -277 -451 -508
Other means of financing 63 27 16 13 16 15 14 14 13 12 12 11
Total 220 226 161 86 32 11 51 -90  -127  -265 -440 -497
Debt Held by the Public
at the End of the Year 3,540 3,766 3,927 4,013 4,045 4,034 3,983 3,894 3,766 3,501 3,062 2,565
Debt Held by Government Accounts
Social Security 1329 1,489 1,664 1858 2,070 2,302 2,552 2,820 3,106 3,409 3,727 4,057
Other government accounts® 1,329 1,364 1447 1546 1,660 1,780 1,907 2,038 2,174 2,315 2463 2,615
Total 2,658 2,854 3,112 3404 3,730 4,082 4,459 4,858 5,280 5,724 6,190 6,671
Gross Federal Debt 6,198 6,620 7,039 7,417 7,776 8,116 8442 8752 9,046 9,225 9,251 9,236
DethubiecttoLimitb 6,161 6,598 7,017 7,395 7,753 8,094 8419 8729 9,023 9,201 9,227 9,212
Memorandum:
Debt Held by the Public
at the End of the Year
as a Percentage of GDP 343 350 347 336 322 304 285 2065 243 215 18.0 144

Source: Congressional Budget Office.

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

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

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

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

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

Total Debt Subject to Limit, August 2000 Through August 2004

(In trillions of dollars)
7.1

6.9 -

6.7

6.5

Actual | Projected

Current Limit ($6.4 trillion)

6.3 -

6.1 Previous Limit ($5.95 trillion)

59 -

5.7 |-

5'5\\\\\\\\\\\\\\\\\\\\\\\\\

Aug. Dec. Apr. Aug. Dec. Apr.

2000 2000 2001 2001 2001 2002 2002

Source: Congressional Budget Office.

Aug.

Dec.
2003

Dec.
2002

Apr.
2003

Aug.
2003

Apr.
2004

Aug.
2004

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

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

ums paid in the Treasury’s bond buyback program.

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

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

Debt Held by Government Accounts

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

Debt issued to government accounts is handled within
the Treasury and does not flow through the credit mar-
kets. Because those transactions and the interest accrued



CHAPTER ONE

THE BUDGET OUTLOOK 19

Table 1-5.
CBO’s Projections of Trust Fund Surpluses or Deficits
(In billions of dollars)
Actual
Trust Funds 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013
Social Security 159 160 175 194 212 231 250 268 286 303 317 330
Medicare
Hospital Insurance (Part A) 32 26 28 29 34 34 36 37 38 37 39 36
Supplementary Medical
Insurance (Part B) S5 22 41 2 2 2 3 3 4 5 5 6
Subtotal 29 19 29 31 36 37 39 40 42 42 45 42
Military Retirement 9 8 9 9 10 10 11 11 12 13 14 15
Civilian Retirement 32 34 3 35 35 3 37 37 38 39 39 40
Unemployment Insurance 20 -22 -7 3 8 10 10 8 8 7 7 7
Highway and Mass Transit -5 -7 -6 -4 -3 -2 -2 -1 -1 -1 * *
Airport and Airway -3 -2 -2 -2 -2 -2 -1 -1 -1 -1 * *
Other” 3 4 _4 3 3 2 2 2 2 2 _2 2
Total Trust Fund
Surpluses 202 193 236 269 299 322 345 365 385 404 422 435
Intragovernmental Transfers
to Trust Funds* 343 352 371 396 421 452 486 523 564 612 657 707
Net Budgetary Impact of
Trust Fund Programs -141 -158 -135 -128 -122 -130 -141 -158 -179 -209 -235 -273

Source: Congressional Budget Office.

Note: * = between -$500 million and zero.

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

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

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

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

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

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

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

ing that estimate, CBO assumed that all provisions of
EGTRRA would expire at the end of 2010.

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

Trust Funds and the Budget

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

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

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

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

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

Although the budgetary impact of the baby-boom genera-
tion’s aging will not be completely realized during the
2003-2013 period, CBO’s current projections provide
initial indications of the coming budgetary pressures.
Charting the differences between projected receipts and
outlays for the Social Security and Medicare Hospital
Insurance trust funds (excluding intragovernmental inter-
est payments) illustrates that point (see Figure 1-3). Under
current policies, receipts would exceed expenditures
throughout the period, but after reaching nearly $130
billion between 2008 and 2011, the excess of revenues
over outlays would fall to about $110 billion in 2013. At
that point, outlays would be increasing by almost 7
percent per year, but annual growth of noninterest re-
ceipts would be only slightly higher than 5 percent. Thus,
in CBO’s projections, the capacity of the Social Security
and Medicare Hospital Insurance trust funds to offset
some of the net deficit in the rest of the budget—as they
currently do—will begin to dwindle during the coming
decade. Shortly thereafter, those programs are projected
to begin adding to deficits or reducing surpluses.
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Surpluses or Deficits (Excluding
Interest) of the Social Security
and Medicare Hospital Insurance
Trust Funds
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Note: Hospital Insurance surpluses are calculated with adjustments for shifts
in the timing of payments to Medicare+Choice plans in 2005, 20006,
2011, and 2012.
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The Expiration of Budget

Enforcement Procedures

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

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

on the expiration of budget enforcement procedures, see
Appendix A.)



