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Notes

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

30).
Numbers in the text and tables may not add up to totals because of rounding.

In figures in Chapter 2, shaded vertical bars indicate periods of recession and a dashed vertical
line separates actual and projected data. (A recession extends from the peak of a business cycle
to its trough.)

Data from the Commerce Department’s Bureau of Economic Analysis (BEA) on gross domes-
tic product and the national income and product accounts are generally as of June 2006. As
explained in Box 2-2, BEA’s revised estimates, released on July 28, 2006, were published too
late to be incorporated into the Congressional Budget Office’s (CBO’s) current economic
forecast. Consequently, in Chapter 2, tables and figures that present the forecast incorporate
the June 2006 data, but other figures and discussions of recent events are consistent with the
revised data. Because CBO anticipated elements of the revision, the changes are unlikely to
have a major impact on the projections presented in this volume.

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

he deficit for 2006 will be notably lower than the
Congressional Budget Office (CBO) estimated in March,
when it issued its previous projections of the federal bud-
get. The broad fiscal outlook for the coming decade,
however, has not changed materially since then. The
underlying projections of outlays and revenues for future
years are similar to those presented five months ago, with
the exception that the current projections of spending
from this year’s appropriations are now higher—reflect-
ing the extrapolation of recent supplemental funding pri-
marily for the war in Iraq and hurricane relief.

The Budget Outlook

CBO now expects the 2006 deficit to total $260 bil-
lion—a $58 billion decline from the deficit recorded for
2005 (see Summary Table 1). Relative to the size of the
economy, the deficit this year is expected to equal 2.0 per-
cent of gross domestic product (GDP), down from 2.6
percent in 2005.

CBO’s current estimate of the deficit for 2006 is $112
billion lower than the amount that it estimated when it
analyzed the President’s budgetary proposals in March.!
Higher-than-anticipated revenues, mostly from individ-
ual and corporate income taxes, account for the bulk of
that improvement. CBO now expects 2006 revenues to
exceed its March estimate (including the President’s pro-
posals) by $99 billion, or about 4 percent. At the same
time, outlays this year are expected to be $13 billion—or
less than 0.5 percent—Dbelow CBO’s March estimate (in-
cluding the impact of proposed supplemental appropria-

1. In March, CBO projected that the 2006 deficit would total $371
billion if the President’s proposals for supplemental funding and
other policy changes were enacted and $336 billion assuming that
those changes to policy did not occur. (Supplemental appropria-
tions similar to those proposed by the President were later
enacted.) See Congressional Budget Office, An Analysis of the Pres-
ident’s Budgetary Proposals for Fiscal Year 2007 (March 2006).

tions), primarily because of lower-than-anticipated
spending on the government’s major health care pro-
grams, Medicare and Medicaid.

CBO has also updated its baseline budget projections for
the coming decade. By statute, those projections must
assume that current laws and policies remain in place.?
The baseline is therefore not intended to be a prediction
of future budgetary outcomes; instead, it is meant to
serve as a neutral benchmark that lawmakers can use to
measure the effects of proposed changes to spending and
revenues.

The general fiscal outlook for the coming decade remains
about the same as what CBO projected in March. If the
laws and policies currently in place did not change, the
deficit would remain at around this year’s level over the
next few years relative to the size of the economy, CBO
projects. After 2010, it would decline sharply, reflecting
the rapid increase in tax revenues that would occur after
provisions initially enacted in the Economic Growth and
Tax Relief Reconciliation Act of 2001 (EGTRRA) and
the Jobs and Growth Tax Relief Reconciliation Act of
2003 (JGTRRA) expired. By 2016, the deficit would
decline to 0.4 percent of GDP, according to CBO’s base-
line projections.

Total outlays are projected to remain relatively steady at
roughly 20 percent of GDP over the next 10 years (see
Summary Figure 1). Mandatory outlays are estimated to
grow nearly 1.5 percentage points faster each year than
nominal GDP does, but discretionary spending is as-
sumed to increase at the rate of inflation and thus at

about half the growth rate of GDP. (CBO projects that

2. Exceptions exist for mandatory programs established on or before
the date the Balanced Budget Act of 1997 was enacted and for
expiring excise taxes that are dedicated to trust funds.
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Summary Table 1.

CBO’s Baseline Budget Outlook

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Total Revenues 2,154 2,403 2,515 2,672 2,775 2,890 3,156 3,398 3,555 3,733 3,922 4,118 14,007 32,733
Total Outlays 2,472 2,663 2801 2945 3,079 3,217 3,382 3,451 3,631 3,797 3,979 4,211 15,425 34,494
Total Deficit (-) or Surplus -318 -260 -286 -273 -304 -328 -227 -54 -76 -64 -56 -93 -1,418 -1,761
On-budget 493 437 471 478 526 567 481 318  -346 340 333 369 -2,522 4,228
Off-budget® 175 177 185 204 221 239 254 264 270 275 277 276 1,104 2,466
Debt Held by the Public
at the End of the Year 4592 4851 5149 5434 5750 6,088 6,324 6,387 6,469 6,539 6,600 6,696 n.a. n.a.
As a Percentage of Gross Domestic Product
Total Revenues 17.5 183 182 184 182 181 189 194 194 195 197 198 18.4 19.0
Total Outlays 201 203 203 203 202 201 202 197 199 199 199 @ 20.2 20.2 20.1
Total Deficit -26 -20 -21 -19 -20 -20 -14 -03 -04 -03 -03 -04 -19 -1.0
Debt Held by the Public
at the End of the Year 374 370 373 375 377 381 378 365 354 342 331 322 n.a. n.a.
Memorandum:
Gross Domestic Product
(Billions of dollars) 12,294 13,108 13,823 14,509 15,236 15,989 16,727 17,488 18,286 19,109 19,951 20,827 76,284 171,945

Source:
Note:

Congressional Budget Office.

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.

annual growth of nominal GDP will average 4.7 percent
over the 2007-2016 period.)

The path of federal revenues over the next 10 years is
influenced by the scheduled expiration of numerous tax
provisions originally enacted between 2001 and 2003.
Through 2010, total revenues are projected to remain
close to their 2006 level relative to the size of the econ-
omy: 18.3 percent of GDP. If the remaining tax provi-
sions from EGTRRA and JGTRRA expire in December
2010 as scheduled, revenues will rise sharply, reaching

19.8 percent of GDP in 2016.

Individual income taxes account for the projected rise in
revenues as a percentage of GDP over the next 10 years.
Revenues from corporate income taxes are projected to
peak this year at 2.6 percent of GDP (a level last reached

in 1979) and then gradually diminish. Other sources of
revenues, the largest of which is social insurance taxes, are
estimated to remain relatively stable as a share of GDP.

The cumulative deficit for the 2007-2016 period in
CBO’s baseline has risen by $1.0 trillion since the
agency’s last set of baseline estimates (published in con-
junction with its analysis of the President’s budget). How-
ever, the changes do not indicate a significant shift in the
budgetary outlook; rather, they result mostly from extrap-
olating into future years nearly $95 billion in supplemen-
tal appropriations enacted since March, as required under
the rules governing the baseline. Changes in the eco-
nomic outlook and other (technical) estimating revisions
have decreased projected deficits by about $80 billion a
year for 2007 and 2008, about $50 billion for 2009, and
an average of $28 billion a year for 2010 through 2016.
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Spending on Social Security, Medicare, and Medicaid is
projected to grow rapidly during the 10-year period cov-
ered by CBO’s baseline (see Summary Figure 2); the re-
sulting budgetary pressures will intensify in later years as
the baby-boom generation ages and health care costs con-
tinue to rise. The percentage of the population age 65 or
older will continue to increase (from 14 percent in 2016
to more than 19 percent in 2030). In addition, health
care costs are likely to keep growing faster than GDD, as
they have over the past four decades. As a result, spending
for Social Security, Medicare, and Medicaid will exert
pressures on the budget that economic growth alone is
unlikely to alleviate. Consequently, substantial reductions
in the projected growth of spending and perhaps a sizable
increase in taxes as a share of the economy will probably

be necessary to maintain fiscal stability in the coming
decades.’

3. For a detailed discussion of the long-term pressures facing the fed-
eral budget, see Congressional Budget Office, The Long-Term
Budget Outlook (December 2005) and Updated Long-Term Projec-
tions for Social Security (June 20006).

The Economic Outlook

Although the U.S. economy has been growing at a rapid
rate since early 2003, its growth is likely to slow to a
moderate, sustainable pace over the next year and a

half. CBO forecasts that economic growth will diminish
to an annual rate of 3 percent in real (inflation-adjusted)
terms in the second half of this calendar year and then
remain steady at that rate through 2007. Inflation in so-
called core consumer prices (which exclude the more vol-
atile prices of food and energy) will also moderate, CBO
expects, dropping to 2 percent by the end of next year.
CBO anticipates that the unemployment rate will average
about 4% percent through 2007 and that the growth of
productivity will be roughly 2 percent. Interest rates on
Treasury securities will rise in the second half of this year,

CBO forecasts, and then drop slightly during 2007.

Several major forces influence the economic outlook.
Working to keep inflation under control, the Federal
Reserve moved to a slightly restrictive stance in 20006,
after having gradually removed the stimulus to short-
term growth that it had maintained for several years. As a
result, interest rates—especially those for short-term

X1
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Summary Figure 2.

Spending on Social Security, Medicare,
and Medicaid as a Percentage of Gross
Domestic Product, 1996 to 2016
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securities—have increased. At the same time, energy
prices have risen, largely as a result of developments in
world markets for petroleum and petroleum products,
and the housing market has begun a long-anticipated
slowdown. Those factors are expected to restrain the

growth of consumers’ purchases of goods and services, as
higher interest rates reduce borrowing by consumers,

higher energy prices reduce households’ real income, and
the decline in the growth of house prices slows the rise in

households” wealth.

The outlook for investment by businesses in new struc-
tures, equipment, and software (business fixed invest-
ment) is bright. Demand for goods and services from
domestic and foreign customers is still solid, so after
investing at low rates in 2002 and 2003, businesses are
now seeking to add capacity. In addition, firms’ profits
are high, corporate debt is relatively low, and the cost of
financing for investment is still favorable.

Opver the next 10 years, economic growth is projected to
slow, as the members of the baby-boom generation begin
to leave the labor force. In CBO’s estimation, average
annual growth of real GDP will decline from 3 percent in
2008 through 2011 to 2.6 percent in 2012 through 2016
(see Summary Table 2). Both core and overall inflation,
as measured by the growth of the price index for personal
consumption expenditures, will average 2 percent over
the 2008-2016 period, and the unemployment rate will
average 5 percent. The average annual interest rate on
three-month Treasury bills over the period will be about
4.5 percent, CBO projects; the rate on 10-year notes will
average 5.2 percent.
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Summary Table 2.

CBO’s Economic Projections for Calendar Years 2006 to 2016

(Percentage change)

Actual Forecast Projected Annual Average

2005° 2006 2007 2008 to 2011 2012 to 2016
Nominal GDP (Billions of dollars) 12,487 13,308 13,993 16,914 b 21,052 ¢
Nominal GDP 6.4 6.6 51 49 45
Real GDP 35 3.5 3.0 3.0 2.6
GDP Price Index 2.8 3.0 2.0 1.8 1.8
PCE Price Index’ 2.8 3.0 2.4 2.0 2.0
Core PCE Price Index® 2.0 2.2 2.3 2.0 2.0
Consumer Price Index' 3.4 35 2.5 2.2 2.2
Core Consumer Price Index® 2.2 2.6 2.5 2.2 2.2
Unemployment Rate (Percent) 51 4.7 4.8 5.0 5.0
Three-Month Treasury Bill Rate (Percent) 3.1 4.8 5.0 45 4.4
Ten-Year Treasury Note Rate (Percent) 43 51 5.4 5.2 5.2

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

Notes: GDP = gross domestic product.

Percentage changes are year over year.

a. Values are as of early July 2006, prior to revisions that BEA has since made to the national income and product accounts.
b. Levelin 2011.

c. Levelin 2016.

d. The personal consumption expenditure chained price index.

The personal consumption expenditure chained price index excluding prices for food and energy.
f.  The consumer price index for all urban consumers.

g. The consumer price index excluding prices for food and energy.







CHAPTER

The Budget Outlook

he budget outlook for fiscal year 2006 has im-
proved significantly in the five months since the Congres-
sional Budget Office (CBO) released its previous set of
baseline projections. CBO now expects this year’s deficit
to total $260 billion, or about $58 billion less than last
year’s budget shortfall (see Table 1-1). Relative to the size
of the economy, the 2006 deficit is expected to equal 2.0
percent of gross domestic product (GDP), down from
2.6 percent in 2005. This year’s shortfall is smaller than
the average budgetary outcome recorded since 1965: a
deficit of 2.3 percent of GDP.

CBO’s current estimate of the 2006 deficit is $112 billion
lower than the estimate it published in March, when it
analyzed the President’s budgetary proposals.! Higher-
than-anticipated revenues—mostly from individual and
corporate income taxes—account for the bulk of that
change. CBO now expects 2006 revenues to exceed its
March estimate (including the President’s proposals) by
$99 billion, or about 4 percent. At the same time, 2006
outlays are expected to fall short of CBO’s March esti-
mate (including proposed supplemental appropriations)
by $13 billion, or less than 0.5 percent. The main reason
is lower-than-anticipated spending on the government’s
major health care programs, Medicare and Medicaid.

Unlike the prospects for this year, the general budget out-
look for the coming decade has not changed materially
in the past five months. If current laws and policies con-
tinued unaltered—the assumption that, by law, guides
CBO’s baseline projections—the deficit would rise to 2.1
percent of GDP next year and then hover around 2 per-

1. In March, CBO projected that the 2006 deficit would total $371
billion if the President’s proposals for supplemental funding and
other policy changes were enacted and $336 billion if no policy
changes occurred. (Supplemental appropriations similar to those
proposed by the President were later enacted.) CBO’s projections
were published in Congressional Budget Office, An Analysis of the
President’s Budgetary Proposals for Fiscal Year 2007 (March 2006).

cent of GDP through 2010. At that point, it would
decline sharply because of tax increases that are scheduled
to occur when provisions originally enacted in the Eco-
nomic Growth and Tax Relief Reconciliation Act of 2001
(EGTRRA) and the Jobs and Growth Tax Relief Recon-
ciliation Act of 2003 (JGTRRA) expire.? Between 2012
and 2016, the deficit would range from 0.3 percent to
0.4 percent of GDP (see Figure 1-1).

The current baseline projections include both higher out-
lays and higher revenues over the 2007-2016 period than
CBO estimated in March. Because the baseline is re-
quired to show the path of spending and revenues under
current laws and policies, it assumes the continuation
(and inflation) of all appropriations enacted for the cur-
rent year, including supplemental appropriations. Thus,
CBO’s updated spending projections include the extrapo-
lation and inflation of $95 billion in supplemental appro-
priations that were enacted in June, mainly for operations
in Iraq and Afghanistan and hurricane relief.®> Revenues
grow more slowly in the current baseline than previously
projected, but they start from a higher level in 2006.
(The changes to CBO’s baseline projections since March
are described in detail in Appendix A.)

Federal debt held by the public is expected to total about
$4.85 trillion at the end of this fiscal year, or 37.0 percent
of GDP a slight decline from last year’s figure of 37.4

percent. Under the assumptions of CBO’s baseline, how-
ever, federal debt would rise in each of the following four

2. The Tax Increase Prevention and Reconciliation Act of 2005
extended lower tax rates for long-term capital gains and qualified
dividends through 2010. The lower rates were originally enacted
through 2008 in JGTRRA.

3. In fiscal year 2006, lawmakers have enacted a total of $153 billion
in funding for activities in Iraq and Afghanistan and supplemental
appropriations for other purposes. About $59 billion of those
funds were provided in December 2005 and thus were included in

CBO’s March baseline.
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Table 1-1.

Projected Deficits and Surpluses in CBO’s Baseline

(Billions of dollars)

Total, Total,

Actual 2007- 2007-

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016

On-Budget Deficit -493  -437 -471 -478 -526 -567 -481 -318 -346 -340 -333 -369 -2,522 -4,228

Off-Budget Surplus® 175 177 185 204 221 239 254 264 270 275 277 276 1,104 2,466

Total Deficit -318 -260 -286 -273 -304 -328 -227 -54 -76 -64 -56 -93 -1,418 -1,761
Memorandum:

Social Security Surplus 173 177 185 202 220 235 250 259 265 270 271 270 1,093 2,429

Postal Service Outlays -2 * * -2 -1 -4 -4 -5 -5 -5 -5 -6 -11 -37
Total Deficit as a

Percentage of GDP -26 -20 -21 -19 -20 -20 -14 -03 -04 -03 -03 -04 -1.9 -1.0

Debt Held by the Public
as a Percentage of GDP 374 37.0 373 375 377 381 378 365 354 342 331 322 n.a. n.a.

Source: Congressional Budget Office.

Note:

* = between -$500 million and $500 million; 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.

years, reaching 38.1 percent of GDP in 2010. With the
tax increases scheduled to occur at the end of that calen-
dar year, debt held by the public would decline thereafter,
falling to 32.2 percent of GDP in 2016. (By comparison,
debt held by the public has ranged from about 24 percent
to nearly 50 percent of GDP since 1965, averaging just
over 35 percent.)

As a neutral benchmark for assessing policy proposals,
CBO’s baseline does not incorporate possible policy
changes that could alter the path of the federal budget.
Lawmakers are certain to make decisions about discre-
tionary spending that differ from the inflation-adjusted
extrapolations that CBO is required to make. Other
actions by the Congress and the President could cause
mandatory spending or tax collections to be higher or
lower than the baseline projections.

To illustrate some of the possible paths that the budget
might take, this chapter describes the budgetary implica-
tions of various alternative policy assumptions. For exam-
ple, if military operations in Iraq and Afghanistan and
other activities related to the war on terrorism were
assumed to slow gradually over the next few years—rather
than continue at their current level, as the baseline im-
plicitly assumes—and if no other supplemental funding
was provided, the total projected deficit for the 2007-

2016 period would equal 0.1 percent of GDP rather
than 1.0 percent. Debt held by the public at the end of
2016 would drop to 25 percent of GDP rather than 32

percent.

In contrast, if all of the tax provisions that are set to
expire over the next 10 years were assumed to continue
(except the higher exemption amounts for the alternative
minimum tax, which are scheduled to expire at the end of
calendar year 2006), the 10-year deficit would total 2.3
percent of GDP, and debt held by the public would climb
to 43 percent of GDP by the end of 2016.

Throughout the 2007-2016 period and beyond, in-
creased spending on the nation’s elderly population is
likely to put significant strains on the budget. Federal
spending on the largest programs that serve elderly peo-
ple—Social Security and Medicare—is expected to total
7 percent of GDP this year. Without changes in law, that
figure will rise to 9 percent of GDP in 10 years, CBO
estimates, as health care costs continue to grow and the
elderly population increases.

The outlook is similar for the joint federal/state Medicaid
program, which subsidizes health care coverage for low-
income people. Federal spending for Medicaid is ex-
pected to rise rapidly in coming years because of increases



CHAPTER ONE

Figure 1-1.

THE BUDGET OUTLOOK

The Total Deficit or Surplus as a Percentage of Gross Domestic Product,

1965 to 2016

(Percent)
3

2 |

Actual : Projected

1965 1968 1971 1974 1977 1980 1983 1986 1989

Source: Congressional Budget Office.

1992 1995 1998 2001 2004 2007 2010 2013 2016

in health care costs and in the number of elderly and dis-
abled beneficiaries, many of whom require the long-term
care that Medicaid subsidizes. CBO estimates that federal
spending for Medicaid will grow from the current level of
1.4 percent of GDP to 1.9 percent by 2016.

Those trends are likely to continue beyond the 10-year
projection period. The share of the U.S. population that
is age 65 or older is expected to keep rising, from 14
percent in 2016 to more than 19 percent in 2030. In
addition, health care costs are likely to continue to grow
faster than GDP, as they have over the past 40 years. As a
result, under current law, spending for Social Security,
Medicare, and Medicaid will eventually exert such pres-
sure on the budget as to make the current path of fiscal
policy unsustainable.*

4. For a detailed discussion of the longer-term pressures facing the
federal budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2005) and Updated Long-Term Projec-
tions for Social Security (June 2006).

The Outlook for 2006

If no further legislation is enacted that affects spending or
revenues in 2006, the federal deficit will fall to $260 bil-
lion (2.0 percent of GDP) this year from $318 billion
(2.6 percent of GDP) in 2005, CBO estimates. Total out-
lays are projected to grow by almost 8 percent from last
year’s level, but total revenues will grow faster: by nearly
12 percent. Although lower than the increases in 2005,
those growth rates are well above the averages of recent
years (see Table 1-2).

Revenues

On the basis of tax collections through July, CBO antici-
pates that federal revenues will rise sharply in 2006 for
the second year in a row. After growing by 14.5 percent
in 2005, total revenues are expected to increase by 11.6
percent—or $249 billion—this year to just over $2.4 tril-
lion. Those percentage increases are the highest in the
past 25 years. As a share of GDD, revenues are expected to
rise from 17.5 percent in 2005 to 18.3 percent this
year—slightly higher than the 18.2 percent average of the
past four decades.

3
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Table 1-2.

Average Annual Growth Rates of Revenues and Outlays Since 1994 and in
CBO’s Baseline

(Percent)
Actual Estimated Projected®
1994-2004 2005 2006 2007 2007-2016
Revenues
Individual Income Taxes 4.1 14.6 14.3 7.8 7.5
Corporate Income Taxes 3.0 47.0 22.2 -1.0 0.3
Social Insurance Taxes 4.7 8.3 5.0 4.8 4.6
Other 2.7 3.8 10.2 -4.7 6.0
Total Revenues 4.1 14,5 11.6 4.6 5.6
Outlays
Mandatory 5.6 6.7 7.4 4.8 6.1
Social Security 4.5 5.5 5.9 6.0 5.8
Medicare 6.4 12.0 11.8 19.6 8.2
Medicaid 7.9 3.1 -0.1 7.4 8.1
Other’ 5.5 5.3 9.7 -16.2 0.3
Discretionary 5.2 8.1 5.9 4.0 2.5
Defense 4.9 8.7 5.8 54 2.7
Nondefense 55 7.4 5.9 2.5 2.3
Net Interest -2.3 14.8 19.7 13.1 3.3
Total Outlays 4.6 7.8 7.7 5.2 4.6
Total Outlays Excluding Net Interest 5.4 7.3 6.8 4.5 4.8
Memorandum:
Consumer Price Index 2.4 33 3.7 2.7 2.2
Nominal Gross Domestic Product 5.2 6.5 6.6 5.5 4.7
Discretionary Budget Authority 5.9 8.7 0.9 55 2.3
Defense 6.4 2.9 11.4 2.8 2.4
Nondefense® 5.4 15.4 -9.9 8.9 23

Source: Congressional Budget Office.
Note: The growth rates in this table do not account for shifts in the timing of certain payments or receipts.

a. As specified by the Balanced Budget and Emergency Deficit Control Act of 1985, CBO’s baseline uses the employment cost index for
wages and salaries to inflate discretionary spending related to federal personnel and the price index for gross domestic product (formerly
the GDP deflator) to adjust other discretionary spending.

b. Includes offsetting receipts.

c. Includes funding provided through supplemental appropriations (as well as a rescission in 2006 of $23 billion in budget authority origi-
nally provided in 2005 to the Federal Emergency Management Agency). Excluding those factors would change the growth rate for non-
defense discretionary budget authority in 2006 to 0.2 percent and the rate in 2007 to 3.4 percent.
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Receipts from individual income taxes account for most
of the rise in revenues relative to GDP. Those receipts are
projected to climb from 7.5 percent of GDP in 2005 to
8.1 percent this year (see Table 1-3). In addition, receipts
from corporate income taxes are expected to grow
strongly for the third consecutive year, increasing from
2.3 percent of GDP in 2005 to 2.6 percent in 2006, con-
sistent with rising corporate profits.

Individual Income and Social Insurance Taxes. Together,
receipts from individual income taxes and social insur-
ance (payroll) taxes will increase this year by $172 billion,
or 10 percent, CBO projects. Individual income taxes
make up the bulk of that increase, jumping by more than
14 percent to nearly $1.1 trillion. Social insurance tax
receipts are projected to rise more modestly: by 5 percent,

to $834 billion.

Most individual income and social insurance taxes are
paid in two forms:

B As amounts that employers withhold from paychecks
and remit to the federal government on behalf of their
employees;’ and

B As nonwithheld amounts that individuals pay directly,
either in quarterly estimated installments or when
they file their income tax returns.

Withheld receipts for individual income and payroll taxes
are expected to climb by a total of $108 billion, or more
than 7 percent, in 2006. That percentage increase would
be the highest since 2000, when withheld taxes rose by
10 percent. The recent increase in withholding indicates
that total wages and salaries in the economy are growing
strongly, which is broadly consistent with recent income
data from the national income and product accounts

(NIPAs).

5. Employers remit a combined amount of withheld taxes to the
Internal Revenue Service without specifying how much comes
from income taxes and how much from payroll taxes. The Trea-
sury Department estimates the division between the two sources
of revenue when it receives withheld amounts. Months later, it
corrects those estimates as new data become available. Thus, when
CBO analyzes recent information about collections of withheld
taxes, it considers income and payroll taxes together to avoid using
Treasury estimates that may be adjusted later.

6. Many taxpayers also receive income tax refunds after filing returns
that show that their amounts of withholding plus quarterly esti-
mated payments exceeded their tax liability.

THE BUDGET OUTLOOK

Nonwithheld receipts of income and payroll taxes are
projected to rise by about $70 billion this year. That rise
would represent increases of about 20 percent in both
forms of nonwithheld receipts: final payments made with
tax returns and quarterly estimated payments. (Refunds
are expected to increase by $8 billion, or 4 percent.)

CBO’s estimate for final payments is based on the pay-
ments made through July, which indicate strong growth
in calendar year 2005 in sources of income other than
wages and salaries. Those sources include capital gains,
noncorporate business income, interest, dividends, and
retirement income. The specific sources of that strength
may become clearer by the end of this calendar year when
aggregate data from 2005 tax returns are tabulated. In
about a year, information will be available about the dis-
tribution of sources of income among different types of
taxpayers in calendar year 2005, which affects the tax rate
applied to that income.

Quarterly estimated payments made in fiscal year 2006
mainly represent people’s expectations of their tax liability
on economic activity in calendar year 2006. To some
degree, taxpayers probably responded to higher nonwage
income and final payments on their activity in 2005 by
raising their subsequent estimated payments in 2006—in
effect, assuming that those amounts of income and tax
liability would persist.

Corporate Income Taxes. Receipts from corporate in-
come taxes will rise by 22 percent in fiscal year 2006 to
$340 billion, CBO projects. That rise reflects the growth
of before-tax corporate profits (as measured in the
NIPAs), which are expected to increase by about 30
percent this year. After three years of strong profits, cor-
porate tax receipts as a share of GDP are at levels not seen
since the late 1970s.

The growth rate of corporate receipts has slowed some-
what in recent months, however. Total receipts from
October 2005 through March 2006 (which largely reflect
economic activity from calendar year 2005) were about
30 percent higher than receipts in the same period a year
earlier. Total receipts from April through June 2006
(which largely reflect economic activity in calendar year
2006) were 23 percent higher than a year ago. Receipts
in the month of June were 19 percent higher than in June
2005. CBO expects additional slowing in the growth

of quarterly corporate income tax payments due in
September.

5
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Table 1-3.

CBO’s Baseline Budget Projections

Total, Total,
Actual 2007- 2007-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2011 2016
In Billions of Dollars
Revenues
Individual income taxes 927 1,059 1,142 1,246 1311 1,392 1595 1,737 1846 1,951 2,065 2,186 6,686 16,473
Corporate income taxes 278 340 337 332 317 304 312 326 314 324 334 345 1,602 3,244
Social insurance taxes 794 834 874 918 94 1,013 1,060 1,109 1,159 1,210 1,262 1314 4,828 10,882
Other 154 170 162 176 183 181 188 225 236 247 262 273 890 2,134
Total 2,154 2403 2,515 2,672 2,775 2,890 3,156 3,398 3,555 3,733 3,922 4,118 14,007 32,733
On-budget 1,576 1,798 1,878 2,001 2,068 2146 2,377 2,583 2,704 2,845 2,996 3,153 10,471 24,751
Off-budget 577 605 637 671 707 744 779 815 851 888 926 965 3,536 7,982
Outlays
Mandatory spending 1,320 1,418 1,486 1569 1,659 1,759 1,882 1,926 2,071 2,204 2,351 2,543 8,355 19,449
Discretionary spending 968 1,025 1,065 1,106 1,138 1164 1,192 1,209 1,241 1,269 1,299 1,335 5666 12,018
Net interest 184 220 249 270 282 295 308 317 319 324 329 333 1,404 3,026
Total 2,472 2,663 2,801 2,945 3,079 3,217 3,382 3,451 3,631 3,797 3,979 4,211 15,425 34,494
On-budget 2,070 2,235 2,349 2479 2594 2,713 2,858 2,900 3,050 3,184 3,329 3,522 12,993 28,978
Off-budget 402 428 451 466 485 505 525 551 581 613 650 689 2,432 5516
Deficit (-) or Surplus -318 -260 -286 -273 -304 ~-328 -227 -54 -76 -64 -56 -93 -1,418 -1,761
On-budget -493 -437 -471 -478 -526 -567 -481 318 -346 -340 333 369 2,522 -4,228
Off-budget 175 177 185 204 221 239 254 264 270 275 277 276 1,104 2,466
Debt Held by the Public 4592 4851 5149 5434 5750 6,088 6,324 6,387 6,469 6,539 6,600 6,696 n.a. n.a.
Memorandum:
Gross Domestic Product 12,294 13,108 13,823 14,509 15,236 15,989 16,727 17,488 18,286 19,109 19,951 20,827 76,284 171,945
As a Percentage of Gross Domestic Product
Revenues
Individual income taxes 7.5 8.1 8.3 8.6 8.6 8.7 9.5 9.9 10.1 10.2 10.3 10.5 8.8 9.6
Corporate income taxes 2.3 2.6 2.4 2.3 2.1 19 1.9 19 17 17 17 17 2.1 19
Social insurance taxes 6.5 6.4 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3 6.3
Other 13 13 1.2 1.2 1.2 11 11 13 13 13 13 13 1.2 1.2
Total 175 183 182 184 182 181 189 194 194 195 197 198 184 19.0
On-budget 12.8 13.7 13.6 13.8 13.6 13.4 14.2 14.8 14.8 14.9 15.0 15.1 13.7 14.4
Off-budget 4.7 4.6 4.6 4.6 4.6 47 47 47 47 4.6 4.6 4.6 4.6 4.6
Outlays
Mandatory spending 10.7 10.8 10.8 10.8 10.9 11.0 11.2 11.0 11.3 11.5 11.8 12.2 11.0 11.3
Discretionary spending 7.9 7.8 7.7 7.6 7.5 7.3 7.1 6.9 6.8 6.6 6.5 6.4 7.4 7.0
Net interest 15 17 18 19 1.9 18 18 18 17 17 16 1.6 18 18
Total 201 203 203 203 202 201 202 197 199 199 199 20.2 20.2 20.1
On-budget 16.8 17.0 17.0 17.1 17.0 17.0 17.1 16.6 16.7 16.7 16.7 16.9 17.0 16.9
Off-budget 33 33 33 3.2 3.2 3.2 31 31 3.2 3.2 33 33 3.2 3.2
Deficit (-) or Surplus -26 -20 -21 -19 -20 -20 -14 -03 -04 -03 -03 ~-04 -1.9 -1.0
On-budget -4.0 3.3 3.4 3.3 3.4 3.5 2.9 -1.8 -1.9 -1.8 -1.7 -1.8 3.3 2.5
Off-budget 14 14 13 14 15 15 15 15 15 14 14 13 14 14
Debt Held by the Public 374 37.0 37.3 375 37.7 38.1 37.8 36.5 35.4 34.2 33.1 32.2 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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That deceleration throughout 2006 stems in part from
the dwindling effects of changes in tax law—mainly the
expiration of partial-expensing provisions for businesses
at the end of calendar year 2004. That expiration boosted
corporations’ profits and thus tax liabilities in tax year
2005, with part of the effect showing up in tax receipts
in fiscal year 2006. In addition, growth in underlying
corporate profits has probably slowed in recent months,
although direct measures are not readily available.

Outlays

CBO estimates that total federal outlays will grow by
$191 billion, or 7.7 percent, this year to almost $2.7 tril-
lion. As a share of GDD, outlays will equal 20.3 percent in
2006—slightly higher than last year’s figure of 20.1 per-
cent of GDP but just below the 20.5 percent average
since 1965.

Spending for mandatory programs is expected to account
for more than half of the increase in federal outlays this
year, rising by $98 billion. Outlays for discretionary pro-
grams are projected to increase by $57 billion. The gov-
ernment’s net interest costs—the fastest growing major
component of federal spending—will rise by $36 billion
in 2006, CBO estimates.’”

Mandatory Spending. Outlays for mandatory programs
are generally determined by eligibility rules and benefit
levels set in law rather than through the annual appropri-
ation process. The growth of such spending is projected
to speed up this year: to 7.4 percent from a 6.7 percent
increase in 2005. CBO anticipates that mandatory
spending will total just over $1.4 trillion for 2006.

Outlays for Social Security, the single biggest mandatory
spending program, will rise by 5.9 percent this year, CBO
estimates. Its growth results from an increasing number
of recipients and from a relatively large cost-of-living
adjustment (4.1 percent) in January, which raised benefit
payments.

Medicare outlays are expected to rise twice as fast as So-
cial Security spending in 2006—by 11.8 percent—largely
because of the ramping up of the new prescription drug
program. That percentage increase from 2005 outlays,
however, understates the growth in Medicare spending. A

7. “Net interest” refers to the government’s interest payments on
debt held by the public, offset by its interest income on federal
loans and investments and by the earnings of the National Rail-
road Retirement Investment Trust.
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shift in certain payments from October to September
2005 and a legislated delay in payments at the end of this
fiscal year have moved an estimated $11.3 billion in
Medicare outlays from fiscal year 2006 into 2005 and
2007. Adjusted for those timing shifts, outlays for Medi-
care benefits will jump by 16.7 percent in 2006.8

By contrast, federal spending for Medicaid will remain
roughly flat this year, CBO estimates. One reason is that
the new Medicare prescription drug program is now pay-
ing for some benefits that were previously funded by
Medicaid.

Outlays for some smaller mandatory programs are
expected to jump significantly in 2006. In particular, the
federal government will spend a net $17 billion this year
on the flood insurance program—up from $1 billion in
2005—because of damage from Hurricane Katrina and
other storms. Outlays recorded for education programs
(mostly student loans) are expected to rise from $15 bil-
lion last year to $28 billion this year, mainly because of
revisions to previous estimates of subsidy costs for loans
and loan guarantees issued in past years.

Spending on income security programs, including Sup-
plemental Security Income (SSI) and unemployment
compensation, is expected to grow modestly this year, by
about 2 percent. Outlays for other federal retirement and
disability programs will increase by 3 percent over last
year’s amounts, CBO estimates. However, those figures
reflect shifts in the timing of SSI payments as well as vet-
erans disability compensation and pension benefits. Pay-
ments for October 2005 were made in the previous fiscal
year (2005 instead of 2006) because October 1 fell on a
weekend. A similar shift will occur this year. Adjusted for
those shifts, outlays for income security programs would
be 3 percent higher in 2006 than they were last year, and
total spending for federal retirement and disability pro-
grams would be 5 percent higher.

Discretionary Spending. Outlays for discretionary pro-
grams—the part of the budget whose funding is set anew
each year through appropriation acts—are likely to rise to
just over $1 trillion this year from $968 billion in 2005.
That increase of 5.9 percent is lower than last year’s

8. Beneficiaries’ premium payments and other types of Medicare
receipts are also expected to rise sharply this year, by more than
28 percent. Net of those receipts, Medicare outlays (adjusted for
shifts in the timing of payments) will grow by 15.1 percent this
year to $335 billion, CBO estimates.
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Box 1-1.

Funding for Activities in Iraq and the War on Terrorism

Since September 2001, the Congress and the Presi-
dent have provided a total of $432 billion in budget
authority for military and diplomatic operations in
Iraq, Afghanistan, and other regions in support of the
war on terrorism (see the table at right). Over 90 per-
cent of that total has been appropriated for activities
that are categorized in the budget as national defense;
the rest is for activities that are categorized as interna-
tional affairs.

Funding for defense operations has totaled $381 bil-
lion thus far. Of that amount, nearly all has gone to
the Department of Defense (DoD); funding for intel-
ligence agencies and the Coast Guard accounts for
less than 1 percent of that total. In addition, $12 bil-
lion was appropriated in fiscal years 2005 and 2006
combined to train and equip indigenous security
forces in Iraq and Afghanistan. (Another $5 billion
was provided for Iraqi security forces in 2004, but
because it was appropriated to the State Department’s
Iraq Relief and Reconstruction Fund, it was classified
as spending for international affairs.) With that $12
billion included, appropriations for defense-related
activities in Iraq, Afghanistan, and the war on terror-
ism since September 2001 have totaled $393 billion.

Determining exactly how much of that budget
authority has been spent is difficult. Reports by the
Treasury Department do not distinguish between
outlays from regular appropriations and outlays from
supplemental appropriations, nor do they distinguish
between spending for peacetime operations and
spending associated with the war on terrorism.

Information from DoD indicates that the depart-
ment has obligated almost all of the $277 billion in
appropriations that it received before 2006 for opera-

tions in Iraq and Afghanistan and for antiterrorism
activities. Reports from DoD suggest that through
May 2006, it had probably obligated almost all of the
$50 billion that was provided for those purposes in
December 2005 as part of its 2006 appropriation act
(Public Law 109-148). The Congressional Budget
Office (CBO) cannot precisely estimate the amounts
obligated to date because DoD has not furnished
information about the obligation of funds appropri-
ated for classified activities or for the restructuring of
Army and Marine Corps units.

DoD reports that since the beginning of fiscal year
2005, it has obligated about $7 billion per month for
Operations Iraqi Freedom, Enduring Freedom (in
Afghanistan), and Noble Eagle (antiterrorism activi-
ties in the United States). Operation Iraqi Freedom
has accounted for about 84 percent of the reported
obligations, Operation Enduring Freedom for 14
percent, and Operation Noble Eagle for 2 percent.

In addition to funding for defense-related activities,
the Congress and the President have appropriated
just over $34 billion for diplomatic operations and
foreign aid to Iraq, Afghanistan, and other countries
assisting the United States in Iraq and in the war on
terrorism. Including the $5 billion provided in 2004
to the State Department for Iraqi security forces,
funding for activities related to international affairs
has totaled $39 billion. About half of that total, or
$21 billion, has been appropriated for the Iraq Relief
and Reconstruction Fund, of which slightly more
than 90 percent has been obligated. On the basis of
information from the State Department, CBO esti-
mates that most of the other $18 billion has also been

obligated.

8.1 percent rise but higher than the 5.2 percent average
annual increase of recent years (see Table 1-2 on page 4).

Roughly half of discretionary outlays are spent on
national defense. CBO estimates that defense outlays will
total $522 billion in 2006—an increase of 5.8 percent
from last year. (Adjusted for a shift in the timing of mili-

tary pay, the growth rate in 2006 would be 6.7 percent.)
By comparison, defense outlays grew at an average annual
rate of 12.7 percent from 2002 through 2005.

Budget authority for defense programs is up by 11.4 per-
cent this year, largely because of $124 billion in addi-
tional appropriations for military operations in Iraq and
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Box 1-1.

Continued

Estimated Appropriations Provided for Iraq and the War on Terrorism Since 2001
(Billions of dollars of budget authority)

Total,
2001 2002 2003 2004 2005 2006 2001-2006
Defense Operations
Iraq® 0 0 46 68 53 87 254
Other® 14 18 34 21 18 24 128
Subtotal 14 18 80 88 70 111 381
Indigenous Security Forces®
Iraq 0 0 0 5 6 3 14
Afghanistan 0 0 0 0 1 2 3
Subtotal 0 0 0 5 7 5 17
Diplomatic Operations and
Foreign Aid
Iraq 0 0 3 15 1 3 22
Other * 2 5 2 2 1 12
Subtotal * 2 8 17 3 4 34
Total 14 19 88 111 81 120 432

Source: Congressional Budget Office.

Note: * = between zero and $500 million.

because it cannot be identified separately.)

a. CBO estimated the appropriations provided for Operation Iragi Freedom by allocating funds on the basis of obligations reported
by the Department of Defense. For more information about funding for Operation Iraqi Freedom, 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 and 2006, funding for Operation Noble
Eagle has been intermingled with regular appropriations for the Department of Defense; that funding is not included in this table

c. Funding for indigenous security forces is used to train and equip local military and police units in Iraq and Afghanistan.

Afghanistan and other defense activities.” Much of that
budget authority will be spent in coming years. Without
those additional appropriations, budget authority for
defense would be just 2.8 percent higher in 2006 than it
was last year. (For an overview of funding for activities in
Iraq and Afghanistan and the war on terrorism since
2001, see Box 1-1.)

9. Appropriations related to Iraq and Afghanistan have totaled $116
billion for military operations and $4 billion for nondefense activ-
ities in 2006. In addition, supplemental appropriations have pro-
vided $8 billion for other defense programs this year.

Nondefense discretionary outlays are expected to increase
from $474 billion in 2005 to $502 billion this year—a
rise of 5.9 percent, down from last year’s 7.4 percent
growth. Most of this year’s increase reflects spending on
relief from Hurricane Katrina and other storms.!? All
other nondefense discretionary outlays, as a whole, are
about equal to last year’s level. Budget authority for non-

10. A total of $87 billion in supplemental appropriations for hurri-
cane relief has been provided over the past two years—$62 billion
in 2005 and $48 billion in 2006. (About $23 billion of the 2005

appropriation was subsequently rescinded.)

9
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defense programs (excluding supplemental appropria-
tions of $78 billion for 2005 and $29 billion for 2006) is
also nearly unchanged this year relative to last year’s level:
such funding has risen by just 0.2 percent.

Net Interest. Federal outlays for net interest payments
will jump by 19.7 percent in 2006 to a total of $220 bil-
lion, CBO estimates. That growth rate—following on
last year’s 14.8 percent increase—represents a sharp rever-
sal from the previous 10 years, when net interest pay-
ments averaged a decline of 2.3 percent per year.

About half of this year’s increase results from rising short-
term interest rates. Other key factors that add to pro-
jected interest spending are growth in the amount of fed-
eral debt held by the public and rising inflation (which
boosts interest accruals on inflation-indexed Treasury
securities).

Baseline Budget Projections for
2007 Through 2016

CBO projects that if current laws and policies remained
the same, the annual budget deficit would increase next
year to 2.1 percent of GDP and then return to roughly
the current level of 2.0 percent of GDP until 2010. After
that, scheduled tax increases cause the projected baseline
deficit to drop sharply—to 1.4 percent of GDP in 2011
and 0.3 percent in 2012—and then remain between 0.3
percent and 0.4 percent of GDP through 2016.

Under the assumptions of the baseline, both outlays and
revenues grow more slowly in 2007 than they are ex-
pected to do this year. Outlays rise by 5.2 percent to $2.8
trillion, and revenues grow by 4.6 percent to $2.5 trillion.
Relative to the size of the economy, outlays equal 20.3
percent of GDP in 2007, and revenues equal 18.2 per-
cent. Both of those percentages are higher than CBO esti-
mated in March (see Appendix A).

Because the baseline charts the future path of spending
and revenues under current laws and policies, it is not
intended to be a prediction of future budgetary out-
comes. Rather, the baseline serves as a neutral benchmark
that lawmakers can use to measure the effects of proposed
changes to spending and taxes.

Outlays
Under the assumptions of the baseline, total outlays are
projected to average roughly 20 percent of GDP through-

out the next 10 years. Mandatory spending—which is
projected to grow more than a percentage point faster per
year than nominal GDP—rises from 10.8 percent of
GDP this year to 12.2 percent in 2016. The baseline
assumes that discretionary spending grows at the rate of
inflation (which is lower than the growth rate of GDP);
thus, discretionary outlays fall from 7.8 percent of GDP
this year to 6.4 percent in 2016. Spending on net interest
is projected to increase as a percentage of GDP until
2008 because of continued deficits and because the Trea-
sury will have to refinance maturing debt at interest rates
that are projected to be higher than the rates at which the
securities were initially issued. In later years of the 10-year
projection period, net interest spending gradually falls as
a percentage of GDP as annual deficits decline (primarily
because of the tax increases that are scheduled to occur
under current law).

Mandatory Spending. Outlays for mandatory programs
are expected to total almost $1.5 trillion in 2007, with
the vast majority going for Social Security, Medicare, and
Medicaid. CBO estimates that under current law, manda-
tory spending will grow at an average rate of 6.1 percenta
year over the 2007-2016 period, reaching $2.5 trillion by
2016 (see Table 1-4 on page 12). Spending on the largest
federal health care programs is expected to grow faster
than that average rate; spending on most other manda-
tory programs is projected to grow more slowly.

As members of the baby-boom generation start becoming
eligible for early Social Security retirement benefits in
2008, the growth of Social Security will accelerate. The
number of people receiving benefits will rise from 49
million this year to 61 million by 2016, CBO estimates.
At that point, outlays for Social Security will total 4.7
percent of GDP (or $970 billion), compared with

4.2 percent of GDP ($582 billion) in 2007.

In the absence of program changes, spending for Medi-
care will continue its strong growth, as caseloads increase
and the costs of services rise. Once the new prescription
drug benefit is fully phased in next year, the annual
growth of Medicare spending is projected to speed up
from about 7.4 percent in the 2008-2010 period to
nearly 9 percent by 2016. CBO projects that outlays for
Medicare benefits will rise from 3.2 percent of GDP
($446 billion) in 2007 to 4.4 percent of GDP ($909 bil-
lion) in 2016.
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Spending for the Medicaid program has not grown at all
this year, in part because Medicare is beginning to assume
the cost of prescription drugs for people who are eligible
for both programs. However, CBO expects Medicaid out-
lays to rise steadily over the next 10 years, at an average
rate of about 8 percent annually. By 2016, federal outlays
for Medicaid will equal 1.9 percent of GDP ($392 bil-
lion), up from an estimated 1.4 percent of GDP ($195
billion) in 2007.

Under current law, spending for mandatory programs
other than Social Security, Medicare, and Medicaid is
projected to decline over the next 10 years relative to the
size of the economy—from 3.1 percent of GDP (about
$432 billion) to 2.6 percent ($534 billion). Some of
those programs are projected to grow moderately (in
nominal terms) and some to shrink. For example, pay-
ments for other retirement and disability programs will
increase steadily over the 2007-2016 period, CBO
projects, at an average rate of 3.8 percent a year. But
outlays for the refundable portion of the earned income
and child tax credits are projected to fall sharply in
2012, reflecting the expiration of various provisions of
EGTRRA at the end of calendar year 2010. Flood insur-
ance payments also are projected to be much lower than
they have been this year, falling back to historical levels
after recent increases related to Hurricane Katrina and
other storms.

Offsetting receipts—certain types of payments from non-
federal entities to the federal government and from one
federal agency to another—are reflected in the budget as
negative outlays and thus as offsets to mandatory spend-
ing. The bulk of offsetting receipts are intragovernmental
payments made by federal agencies to finance their em-
ployees’ benefits and premiums paid by Medicare benefi-
ciaries. Total Medicare premiums are expected to increase
by about 30 percent in 2007, the first full fiscal year of
enrollment in the Medicare prescription drug program.!!
As a whole, offsetting receipts will rise from about 1.2
percent of GDP ($169 billion) in 2007 to 1.3 percent of
GDP ($263 billion) in 2016 under current law, CBO

projects.

11. Both the premiums paid by enrollees in the Medicare drug pro-
gram and the amounts withheld from federal Medicaid payments
to states and transferred to Medicare are recorded as offsetting
receipts.

THE BUDGET OUTLOOK

Discretionary Spending. In CBO’s latest baseline projec-
tions, total discretionary outlays increase at an average
rate of 2.7 percent annually, from nearly $1.1 trillion next
year to more than $1.3 trillion in 2016 (see Table 1-5 on
page 14).!2 Relative to GDP, discretionary outlays fall
from 7.7 percent in 2007 to 6.4 percent in 2016. (The
budgetary effects of alternative assumptions about the
growth of discretionary spending are discussed later in
this chapter.)

CBO’s projections of discretionary spending for the
2007-2016 period are based on the total amount of
funding provided for 2006. That amount inc