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Notes

Unless otherwise indicated, all years referred to in describing the economic outlook are
calendar 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.

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

Data from the Commerce Department’s Bureau of Economic Analysis (BEA) on gross domes-
tic product and the national income and product accounts are as of June 2005. As explained
in Box 2-1 (on page 28), BEA’ revised estimates, released on July 29, 2005, were published
too late to be incorporated into the Congressional Budget Office’s (CBO’s) current economic
forecast. Because CBO anticipated the key revision, the budget baseline presented here is
essentially consistent with the revised data.
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Summary

I he fiscal outlook for the coming decade has not

changed much since the Congressional Budget Office
(CBO) issued its previous baseline projections of the fed-
eral budget in March. Although the deficit for 2005 will
be notably lower than CBO estimated then, the underly-
ing projections of revenues and outlays for future years
are similar to those presented five months ago.

The Budget Outlook

CBO now expects the 2005 deficit to total $331 bil-
lion—an $81 billion decline from the deficit recorded for
2004 (see Summary Table 1). Relative to the size of the
economy, the deficit this year is expected to equal 2.7 per-
cent of gross domestic product (GDP), down from 3.6
percent in 2004.

Revenues are likely to be $85 billion higher this year than
CBO expected in March, primarily because of robust
growth in corporate income tax payments. Outlays from
supplemental appropriations offset about $33 billion of
those higher revenues. (Such appropriations, mainly for
military activities in Iraq and Afghanistan, were proposed
carlier in the year but had not yet been enacted when
CBO prepared its baseline in March and therefore were
not included then.) In addition, outlays this year from

other sources are expected to be about $18 billion larger
than CBO anticipated in March.

Although the deficit for 2005 is lower than previously ex-
pected, the fiscal outlook for the coming decade remains
about the same as what CBO described in March. If the
laws and policies currently in place did not change, the
deficit would shrink slightly over the next few years rela-
tive to the size of the economy, CBO projects, and then
would decline more sharply after 2010, reflecting the tax
increases scheduled to occur after provisions of the Eco-
nomic Growth and Tax Relief Reconciliation Act of
2001 (EGTRRA) and the Jobs and Growth Tax Relief
Reconciliation Act of 2003 (JGTRRA) expire. By 2015,
the baseline deficit would decline to 0.3 percent of GDP.

By statute, CBO’s baseline must project the future paths
of federal revenues and spending under current laws and
policies.! 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
taxes and spending.

Total outlays are projected to remain steady at roughly
20 percent of GDP over the next 10 years. In CBO’s
baseline, mandatory spending grows nearly 1 percentage
point faster each year than nominal GDP does, but dis-
cretionary spending is assumed to increase at the rate of
inflation and thus at about half the growth rate of GDP.
(CBO projects that annual growth in nominal GDP will
average 4.9 percent over the 2006-2015 period.) Net in-
terest spending is projected to increase, because of contin-
ued deficits and rising interest rates, from 1.5 percent of
GDP in 2005 to 2.0 percent in 2010 and then decline
slightly thereafter.

The path of federal revenues over the next 10 years is in-
fluenced by the scheduled expiration of numerous tax
provisions enacted between 2001 and 2003. Total reve-
nues are projected to remain close to their 2005 share of
GDP (17.5 percent) through 2010. If the remaining tax
provisions from EGTRRA and JGTRRA expire in De-
cember 2010 as scheduled, revenues will rise sharply,
reaching 19.5 percent of GDP in 2015, the highest level
since 2001.

Individual income taxes are responsible for all of the pro-
jected 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 2.2 percent of GDP and
then gradually diminish. Other sources of revenues, the

1. Exceptions exist for 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

(Billions of dollars)

Total, Total,
Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
In Billions of Dollars
Total Revenues 1,880 2,142 2280 239 2,526 2,675 2,817 3,075 3,312 3,481 3,660 3,848 12,695 30,071
Total Outlays 2,292 2473 259 2,721 2,860 2,997 3,134 3,293 3,390 3,561 3,726 3,905 14306 32,180
Total Deficit (-) or Surplus -412 -331 -314 -324 -335 -321 ~-317 -218 -78 -80 ~-66 ~-57 -1,612 -2,110
On-budget 567 507 -503 -528 554 556 564 479 347 355 344 335 -2,706 -4.565
Off-budget® 155 176 189 203 219 234 248 261 269 275 278 279 1,094 2,456
Debt Held by the Public
at the End of the Year 4296 4,621 4943 5281 5,630 5964 6,292 6,520 6,605 6,691 6,762 6,820 n.a. n.a.
As a Percentage of GDP
Total Revenues 163 175 176 175 176 177 178 185 191 192 194 19.5 17.6 18.5
Total Outlays 198 202 200 199 199 198 198 199 19.6 197 19.7 19.8 19.9 19.8
Total Deficit -3.6 -27 -24 -24 -23 -21 -20 -13 -04 -04 -03 -0.3 -2.2 -1.3
Debt Held by the Public
at the End of the Year 372 377 381 387 392 395 397 393 381 370 358 346 n.a. n.a.
Memorandum:
Gross Domestic Product 11,554 12,271 12,967 13,655 14,372 15,106 15,836 16,578 17,331 18,105 18,903 19,729 71,937 162,582

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.

largest of which is social insurance taxes, are estimated to
remain relatively stable as a share of GDP.

In CBO’s current baseline, the deficit for 2006 is $16 bil-
lion higher than estimated in March; the cumulative def-
icit for the 2006-2015 period has risen by $1.1 trillion
(see Summary Table 2). However, those changes do not
indicate a significant shift in the budgetary outlook;
rather, they result mostly from extrapolating into future
years nearly $84 billion in supplemental appropriations
enacted since March, as required under the rules govern-
ing the baseline. Changes in the economic outlook and
other (technical) estimating revisions decrease projected
deficits by only $89 billion over the 2006-2015 period,
an average of $9 billion a year.

Significant strains on the budget will begin during the
10-year period of CBO’s baseline and will intensify later
as more of the baby-boom generation reaches retirement
age (see Summary Figure 1). By CBO’s estimates, a grow-
ing elderly population and rapidly rising health care costs
will cause federal spending for Social Security, Medicare,
and Medicaid to increase from more than 8 percent of
GDP in 2005 to between 12 percent and 17 percent in
2030 and to between 13 percent and 28 percent in
2050.2 Over the long term, then, growing resource de-
mands for those programs will exert pressure

on the budget that economic growth alone will not
eliminate.

2. For a detailed discussion of the long-term pressures facing the fed-
eral budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2003), which CBO will update later
this year, and The Outlook for Social Security (June 2004).



Summary Table 2.

SUMMARY  xi

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

Since March 2005
(Billions of dollars)
Total, Total,
2006- 2006-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Total Deficit (-) or Surplus
as Projected in March 2005 365 -298 -268 -246 -219 -201 95 57 69 99 122 -1,232 980
Changes
Legislative
Revenues * * -2 -2 -2 -2 -2 -2 -1 -1 -2 -9 -18
Outlays® 34 80 93 101 108 116 124 131 140 150 160 497 1,202
Subtotal, legislative 34 -8 94 -103 -110 -118 -126 -132 -142 -151 -162 -506 -1,219
Economic
Revenues 28 21 11 8 10 13 14 15 14 13 13 62 132
Outlays® 3 * * 5 8 10 12 13 15 16 19 23 97
Subtotal, economic 25 21 11 3 2 3 2 * 3 5 40 35
Technical
Revenues 5 48 30 12 6 * 1 5 -7 9 -10 95 65
Outlays® 14 4 3 * * 1 1 -1 * 1 2 8 10
Subtotal, technical 42 43 27 12 5 * * -4 -7 <10 -12 87 54
Total Effect on the Deficit or Surplus® 33 -16 -56 -89 -103 -116 -123 -135 -149 -164 -179 -379 -1,130
Total Deficit as Projected
in August 2005 331 314 -324 335 321 317 218 -78 80 66 57 -1,612 -2110
Source: Congressional Budget Office.
Note: * = between -$500 million and $500 million.
a. Includes net interest payments.

b. Negative numbers indicate an increase in the deficit.

The Economic Outlook

CBO forecasts that the U.S. economy will continue to
expand at a healthy pace during the second half of 2005
and in 2006. Real (inflation-adjusted) GDP will grow by
3.7 percent in 2005, CBO estimates, and by 3.4 percent
in calendar year 2006 (see Summary Table 3). Investment
by businesses is likely to be the largest source of growth,
with spending for equipment, software, and structures
growing at a rate roughly double its post-World War I1
average. Strong expansion of domestic demand for goods
and services will support a steady increase in the number
of new jobs and, therefore, a rise in incomes. By contrast,
gains in net exports over the next two years are expected

to be weak, and the growth in demand for goods and ser-
vices among the United States’ trading partners is forecast
to remain below its historical trend. As a result, CBO es-
timates that the speed at which the trade balance narrows
will be slower than the agency anticipated in January,
when it last described its outlook for the economy.

Growth of real GDP over the 2007-2015 period will av-
erage 2.9 percent annually, CBO projects, reflecting
growth of 3.2 percent between 2007 and 2010, followed
by a slower pace of 2.6 percent during the 2011-2015 pe-
riod. That slowdown stems from a lower rate of growth
of the labor force that coincides with the beginning of the
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Summary Figure 1.
Spending on Social Security,
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baby boomers’ retirement. Compared with the corre-
sponding projections in its January 2005 forecast, CBO’s
current projections for the growth of real GDP are gener-
ally slightly lower.

Unchanged since January are CBO’s projections for the
2007-2015 period for inflation and unemployment. Ac-
cording to CBO’s projections, inflation will average 2.2
percent per year as measured by the consumer price index
for urban consumers and 1.8 percent as measured by the
GDP price index (which measures inflation using a dif-
ferent array of goods and services). The rate of unemploy-
ment will average 5.2 percent, as will the natural rate of

unemployment.?

By CBO’s estimates, the rate on three-month Treasury
bills will average 4.7 percent from 2007 through 2015,
and the rate on 10-year Treasury notes, 5.4 percent.
Those projections are, respectively, a tenth of a percent-
age point higher and a tenth lower than CBO’s estimates
last winter.

3. The natural rate of unemployment is the rate arising from sources
apart from fluctuations in aggregate demand, such as unemploy-
ment associated with normal turnover or mismatches between the
skills and location of available workers and vacant positions.
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Summary Table 3.

CBO’s Economic Projections for Calendar Years 2004 Through 2015

Actual Forecast Projected Annual Average

2004 2005 2006 2007-2010 2011-2015
Nominal GDP (Billions of dollars) 11,735 12,450 13,137 16,023 ° 19,946 °
Nominal GDP (Percentage change) 6.6 6.1 55 51 45
Real GDP (Percentage change) 4.4 3.7 3.4 3.2 2.6
GDP Price Index (Percentage change) 2.2 2.3 2.0 1.8 1.8
Consumer Price Index® (Percentage change) 2.7 31 2.5 2.2 2.2
Core Consumer Price Index (Percentage change) 1.8 2.3 2.3 2.2 2.2
Unemployment Rate (Percent) 55 5.2 5.2 5.2 5.2
Three-Month Treasury Bill Rate (Percent) 14 3.0 3.7 4.6 4.7
Ten-Year Treasury Note Rate (Percent) 4.3 43 4.7 54 54

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

Note: Percentage changes are year over year.

a. Levelin 2010.

b. Levelin 2015.

c. The consumer price index for all urban consumers.

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







CHAPTER

The Budget Outlook

he budget outlook for 2005 has improved notice-
ably in the five months since the Congressional Budget
Office (CBO) produced its previous set of baseline pro-
jections, but the longer-term outlook has changed little.!
In March, CBO anticipated a deficit of more than $390
billion for the current fiscal year, including proposed sup-
plemental funding, primarily for military activities in Iraq
and Afghanistan, that had not yet been enacted.?

CBO now estimates that the 2005 deficit will total $331
billion—$81 billion less than the deficit recorded for
2004 (see Table 1-1).% Relative to the size of the econ-
omy, this year’s deficit is expected to equal 2.7 percent of
gross domestic product (GDP), down from 3.6 percent
last year. Revenues are likely to be $85 billion higher this
year than CBO expected, primarily because of growth in
corporate income tax payments. Outlays from sources
other than supplemental appropriations will also be
higher, though not by nearly as much.

Beyond 2005, the budget outlook remains about the
same as described in March. If current laws and policies
did not change—the assumption that, by law, underlies
CBO’s baseline projections—the deficit would shrink
slightly over the next few years relative to the size of the
economy and then decline more sharply after 2010. That

1. Those projections were published in Congressional Budget Office,
An Analysis of the President’s Budgetary Proposals for Fiscal Year
2006 (March 2005).

2. The estimated baseline deficit for 2005 that CBO published in
March was $365 billion. That estimate did not reflect outlays
from most of the supplemental appropriations for 2005, which
had not yet been enacted. Including such outlays would have
brought the projected deficit to more than $390 billion.

3. The impact of recent legislation related to energy, veterans” health
care, and the Central American Free Trade Agreement has been
included in the current baseline, as has the impact on revenues of
recent transportation legislation.

decline reflects the tax increases scheduled to occur once
provisions of the Economic Growth and Tax Relief Rec-
onciliation Act of 2001 (EGTRRA) and the Jobs and
Growth Tax Relief Reconciliation Act of 2003
(JGTRRA) expire in 2010.% By 2015, the baseline deficit
would equal just 0.3 percent of GDP (see Figure 1-1).

Under the assumptions of the baseline, federal debt held
by the public would increase slightly relative to the size of
the economy over the next few years, from 37.7 percent
of GDP in 2005 to 39.7 percent in 2010. It would drop
thereafter, falling to 34.6 percent of GDP by 2015.

The current baseline projects slightly higher revenues
throughout the next 10 years, especially in 2006 and
2007, than CBO anticipated in March. Projected outlays
(other than those for military operations in Iraq and
Afghanistan) are also a bit higher. On average, however,
the annual deficits projected for the 2006-2015 period
(excluding the extrapolation of recent supplemental
appropriations) are essentially unchanged.’

Although CBO’s baseline does not incorporate possible
policy changes, this report shows the budgetary implica-
tions over the next 10 years of some alternative policy
assumptions. If military operations in Iraq and Afghani-

4. For revenues and mandatory spending, the Balanced Budget and
Emergency Deficit Control Act of 1985 requires that the baseline
assume that current laws continue without change. Exceptions
exist for programs established on or before the date when the Bal-
anced Budget Act of 1997 was enacted and for expiring excise
taxes that are dedicated to trust funds.

5. Rules for the baseline that are specified in law require that discre-
tionary appropriations be projected by assuming that current
funding is continued each year in the future with adjustments for
projected inflation. CBO’s baseline projections therefore include
an extrapolation of supplemental appropriations enacted in the
current fiscal year ($11.5 billion provided in October, $82.1 bil-
lion provided in May, and $1.5 billion appropriated in August).
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Table 1-1.

Projected Deficits and Surpluses in CBO’s Baseline

(Billions of dollars)

Total, Total,

Actual 2006- 2006-

2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

On-Budget Deficit -567 -507 -503 -528 -554 -556 -564 -479 -347 -355 -344 -335 -2,706 -4,565

Off-Budget Surplus® 155 176 189 203 219 234 248 261 269 275 278 279 1,094 2,456

Total Deficit -412 -331 -314 -324 -335 -321 -317 -218 ~-78 ~-80 -66 -57 -1,612 -2,110
Memorandum:

Social Security Surplus 151 173 184 198 216 231 244 257 264 270 273 273 1,073 2,410

Postal Service Outlays -4 -3 -5 -5 -4 -4 -4 -4 -5 -5 -5 -6 -21 -46
Total Deficit as a

Percentage of GDP 3.6 -27 24 24 -23 -21 -20 -13 -04 -04 -03 -03 -2.2 -1.3

Debt Held by the Public
as a Percentage of GDP 372 377 381 387 392 395 397 393 381 370 358 346 n.a. n.a.

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.

stan and other activities related to the war on terrorism
were assumed to slow gradually for the next few years—
rather than continuing at their current level, as the base-
line implicitly assumes—the cumulative deficit projected
for the 2006-2015 period would total 0.9 percent of
GDP rather than 1.3 percent. Debt held by the public
would drop to 31.0 percent of GDP by the end of 2015,
instead of 34.6 percent. Similarly, if all of the tax provi-
sions set to expire over the next 10 years (except the
higher exemption amounts for the alternative minimum
tax that expire at the end of 2005) were assumed to con-
tinue, the 10-year deficit would total 2.4 percent of GDP,
and debt held by the public at the end of 2015 would
climb to 44.0 percent of GDP®

Over the longer term, the impact of demographic
changes on current programs will put significant strains
on the federal budget. Those strains will begin within the
10-year projection period, as the first baby boomers reach
age 62 in 2008 and become eligible for early Social Secu-

6. CBO’s baseline projections incorporate the effects that raising
taxes has on the economy. By contrast, CBO’s estimate of the bud-
getary effects of extending current tax rates does not include any
macroeconomic effects (which are likely to be small relative to the
size of the economy).

rity retirement benefits, and will intensify as members of
that generation age. The number of people age 65 or
older is expected to double over the next 30 years, while
the number of adults under age 65 is projected to rise by
less than 12 percent. In addition, health care costs have
been growing more rapidly than the economy for many
years (outstripping the annual growth of GDP by an
average of more than 2.5 percentage points over the past
four decades). So far, there is no evidence that those costs
are likely to rise any less quickly in the future.

As a result, federal spending for Medicare is projected to
increase substantially throughout the 2006-2015 period,
with growth averaging about 9 percent in 2014 and
2015. Similarly, spending for Medicaid is expected to
grow by more than 8 percent a year at the end of that
period. The annual growth of Social Security spending is
expected to accelerate from around 5.2 percent in 2006
to 6.5 percent in 2015. Under the assumptions of CBO’s
baseline, those three programs will together account for
more than half of all federal spending by the end of the

projection period, up from 42 percent this year.

After 2015, as the percentage of the population age 65 or
older continues to rise (from 14 percent in 2015 to 20
percent in 2030), spending on Social Security, Medicare,



CHAPTER ONE

Figure 1-1.

THE BUDGET OUTLOOK
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and Medicaid will claim an even larger share of total out-
lays, assuming that health care costs keep growing rapidly.
In the long run, the increasing resources needed for such
programs will exert pressure on the budget that is likely to
make current fiscal policy unsustainable.”

The Outlook for 2005

If no further policy changes occur this year, the total fed-
eral budget deficit will shrink to $331 billion (2.7 percent
of GDP) in 2005 from $412 billion (3.6 percent of
GDP) in 2004, CBO estimates. Although outlays are
projected to rise by 8 percent this year, revenues are
expected to grow faster, by 14 percent.

Outlays

CBO expects total outlays to be $181 billion higher this
year than in 2004, with mandatory spending accounting
for about half of that growth (see Table 1-2). Mandatory

7. For a detailed discussion of the long-term pressures facing the
federal budget, see Congressional Budget Office, The Long-Term
Budger Outlook (December 2003), which will be updated later this
year, and The Outlook for Social Security (June 2004).

outlays (which are generally governed by eligibility rules
and benefit levels set forth in existing laws) are projected
to increase by $92 billion, or 7.4 percent. Outlays for dis-
cretionary programs (the part of the budget whose spend-
ing levels are set each year in appropriation acts) are pro-
jected to rise by $68 billion, or 7.6 percent. Net interest
(the government’s interest payments on debt held by the
public, offset by its interest income on federal loans and
investments and earnings from the National Railroad
Retirement Investment Trust) is expected to rise by $22
billion, or 13.6 percent, in 2005.

Mandatory Spending. CBO projects that mandatory
spending (excluding offsetting receipts) will increase
more quickly this year than in 2004: by 8 percent versus
5 percent. A major reason is that two of the three largest
mandatory programs—Social Security and Medicare—
will grow faster in 2005 than they did last year. Social
Security spending is projected to rise by 5.5 percent this
year (compared with 4.5 percent in 2004), primarily
because of an increase in the annual cost-of-living adjust-
ment. Federal spending for Medicare is expected to rise
by 11.8 percent (versus 8.5 percent in 2004). However,
part of that year-over-year increase occurs because the

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

Total, Total,
Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

In Billions of Dollars
Revenues
Individual income taxes 809 927 1,013 1,093 1172 1,264 135/ 1555 1,707 1808 1916 2030 5899 14,915
Corporate income taxes 189 269 258 245 245 253 257 264 273 282 293 304 1,257 2,673
Social insurance taxes 733 794 841 884 925 969 1,014 1,060 1,107 1,155 1,204 1,254 4,633 10,412

Other 148 153 169 174 183 190 189 197 226 235 248 260 905 2,071
Total 1,880 2,142 2,280 2,396 2,526 2,675 2,817 3,075 3,312 3,481 3,660 3,848 12,695 30,071
On-budget 1345 1566 1,670 1,753 1,849 1,966 2,075 2,298 2,501 2,635 2,778 2,930 9,312 22,456
Off-budget 535 576 611 643 676 709 743 776 811 846 881 918 3,382 7,615

Outlays

Discretionary spending 894 962 991 1,008 1,032 1,052 1,075 1,104 1,120 1,151 1,179 1,207 5159 10,920
Mandatory spending 1,237 1329 1,39 1476 1557 1,650 1,743 1,857 1,928 2,064 2196 2343 7,821 18,210

Net interest 160 182 208 237 271 295 316 332 341 346 351 35 1,326 3,050

Total 2,292 2473 2,595 2,721 2,860 2,997 3,134 3,293 3,390 3,561 3,726 3,905 14,306 32,180

On-budget 1913 2,073 2173 2,281 2403 2522 2,639 2,778 2,848 2990 3,122 3,266 12,018 27,021

Off-budget 380 400 422 440 457 475 495 515 542 571 603 639 2,288 5159

Deficit (-) or Surplus -412 -331 -314 -324 -335 -321 -317 -218 -78 -80 -66 -57 -1,612 -2,110

On-budget -567 -507 -503 -528 -554 -556 564 -479 -347 -355 -344 335 2,706 -4,565

Off-budget 155 176 189 203 219 234 248 261 269 275 278 279 1,094 2,456

Debt Held by the Public 429 4,621 4943 5281 5630 5964 6,292 6,520 6,605 6,691 6,762 6,820 n.a. n.a.
Memorandum:

Gross Domestic Product 11,554 12,271 12,967 13,655 14,372 15,106 15,836 16,578 17,331 18,105 18,903 19,729 71,937 162,582

As a Percentage of GDP
Revenues
Individual income taxes 7.0 7.6 7.8 8.0 8.2 8.4 8.6 9.4 9.8 10.0 10.1 10.3 8.2 9.2
Corporate income taxes 1.6 2.2 2.0 1.8 17 17 1.6 1.6 16 1.6 15 15 17 1.6

Social insurance taxes 6.3 6.5 6.5 6.5 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4 6.4
Other 13 1.2 13 13 13 13 1.2 1.2 13 13 13 13 13 13
Total 163 175 176 175 176 177 178 185 19.1 192 194 195 17.6 18.5
On-budget 11.6 12.8 12.9 12.8 12.9 13.0 13.1 13.9 14.4 14.6 14.7 14.9 12.9 13.8
Off-budget 4.6 4.7 4.7 4.7 4.7 47 4.7 4.7 47 4.7 4.7 47 4.7 47

Outlays
Discretionary spending 7.7 7.8 7.6 7.4 7.2 7.0 6.8 6.7 6.5 6.4 6.2 6.1 7.2 6.7
Mandatory spending 10.7 10.8 10.8 10.8 10.8 10.9 11.0 11.2 11.1 11.4 11.6 11.9 10.9 11.2
Net interest 14 15 16 17 19 2.0 2.0 2.0 2.0 19 19 18 18 19
Total 198 202 200 199 199 198 198 199 19.6 197 19.7 198 19.9 19.8
On-budget 16.6 16.9 16.8 16.7 16.7 16.7 16.7 16.8 16.4 16.5 16.5 16.6 16.7 16.6
Off-budget 33 33 33 3.2 3.2 31 31 31 31 3.2 3.2 3.2 3.2 3.2
Deficit (-) or Surplus -36 =-27 -24 -24 -23 -21 -20 -13 ~-04 -04 -03 ~-03 -2.2 -1.3
On-budget 4.9 4.1 3.9 3.9 3.9 3.7 3.6 2.9 -2.0 2.0 -1.8 -1.7 3.8 2.8
Off-budget 13 14 15 15 15 16 16 1.6 16 15 15 14 15 15
Debt Held by the Public 37.2 37.7 381 38.7 39.2 39.5 39.7 39.3 38.1 37.0 35.8 34.6 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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October 2005 payments to managed care providers will
be made in September, shifting them from fiscal year
2006 to fiscal year 2005.8 Adjusted for that shift in tim-
ing, Medicare outlays are projected to grow by 10.5 per-
cent in 2005—the biggest increase since 1995.

Spending for the third-largest mandatory program, Med-
icaid, will grow more slowly this year than last year: by
an estimated 4.5 percent compared with 9.7 percent in
2004. But that apparent slowdown reflects the fact that
the federal government’s share of program spending was
temporarily increased from April 2003 to June 2004, a
change not repeated in 2005. CBO estimates that the
underlying growth rate of Medicaid outlays is over

8 percent.

Spending for other federal retirement and disability pro-
grams is expected to rise from $135 billion in 2004 to al-
most $148 billion in 2005, an increase of about 9 percent
(see Table 1-3). Part of that rise reflects improved benefits
for military retirees and higher enrollment in disability-
compensation programs for veterans. In addition, the
October 2005 payments to veterans receiving disability
compensation and pension benefits will be made in Sep-
tember, shifting them into fiscal year 2005.

Outlays for various other mandatory programs will
increase as well this year. In particular, farm price- and
income-support payments administered by the Com-
modity Credit Corporation (CCC) are projected to jump
from $9 billion last year to almost $18 billion this year.
Near-record-high crop prices in 2004 caused the CCC
to pay out relatively little in federal subsidies that year.
However, crop prices have dropped significantly in 2005,
leading to a sizable increase in federal spending. Outlays
for the earned income and child tax credits are projected
to rise from $42 billion in 2004 to $49 billion in 2005,
mostly because the number of people claiming those
credits continues to grow strongly and because outlays
were reduced in 2004 by advance refunds paid in the
summer of 2003. Spending for student loans will rise
from $8 billion last year to almost $14 billion this year,
CBO estimates, and Food Stamps outlays will grow from
less than $29 billion in 2004 to almost $33 billion in
2005.

8. Such payments are ordinarily made on the first day of the month
but are made a day or two earlier when the first of the month falls
on a weekend.
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Partly offsetting those increases is a significant decline in
spending for unemployment insurance. Such spending is
expected to fall to $33 billion this year from $43 billion
last year and $55 billion in 2003, mainly because the
labor market is improving and because a temporary
increase in the availability of unemployment benefits
expired in 2004.

Discretionary Spending. Outlays for national defense
(including supplemental appropriations) will grow sub-
stantially in 2005, though more slowly than in recent
years. Budget authority for defense programs increased by
only 2.5 percent ($12 billion) in 2005, compared with
6.7 percent ($31 billion) last year and 26.1 percent ($94
billion) in 2003. As a result of those recent increases in
appropriations, outlays for national defense will total
$493 billion in 2005, CBO estimates, 8.6 percent more
than last year (see Table 1-4 on page 8). By comparison,
defense outlays grew by 12.1 percent in 2004 and 16.0
percent in 2003.

Funding provided for nondefense discretionary programs
(including budget authority for discretionary activities
other than defense and obligation limitations for certain
transportation programs) rose by 1.3 percent in 2005,
compared with 6.9 percent the previous year. Neverthe-
less, outlays for nondefense discretionary programs are
expected to grow more quickly this year than last year:
by 6.5 percent ($29 billion) versus 4.7 percent in 2004.
That rise in the rate of growth results mostly from an
increase in spending for emergency preparedness and
response activities by the Department of Homeland
Security (including spending derived from supplemental
appropriations for disaster relief in 2004 and 2005),
which is likely to grow by almost $6 billion this year. The
rise also reflects funding provided in 2003 for relief and
reconstruction activities in Iraq, which is now being spent
in significant amounts. CBO expects such outlays to
increase by about $5 billion in 2005.

Revenues

Federal revenues are projected to increase by about 14
percent, or $262 billion, this year—to a total of $2.1 tril-
lion from $1.9 trillion in 2004 (see Table 1-2). Because
that growth would far exceed the 6.2 percent growth
expected for nominal GDP, revenues as a share of GDP
are projected to rise for the first time since 2000 (when
they reached a postwar high of 20.9 percent of GDP).
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Table 1-3.

CBO’s Baseline Projections of Mandatory Spending, Including Offsetting Receipts

(Billions of dollars)

Total, Total,
Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Social Security 492 519 546 574 602 634 670 709 753 801 852 907 3,026 7,047
Medicare® 297 332 38 437 462 491 527 574 606 665 722 785 2,301 5,653
Medicaid 176 184 192 203 221 239 260 282 305 330 35/ 387 1115 2,775
Income Support Programs

Unemployment compensation 43 33 34 37 40 42 44 46 48 51 53 55 197 450
Supplemental Security Income 34 39 37 35 41 42 44 50 43 49 50 52 199 443
Earned income and child tax credits 42 49 50 51 51 52 52 52 36 36 36 36 256 451
Food Stamps 29 33 33 33 33 33 34 35 36 37 38 39 165 349
Family supportb 25 24 24 25 25 25 25 25 25 25 26 26 124 252
Child nutrition 12 13 13 14 15 15 16 17 17 18 19 19 73 162
Foster care and adoption assistance 6 6 7 7 8 8 8 9 9 9 10 10 38 84
Subtotal 191 198 199 203 212 217 222 232 214 224 231 237 1,053 2191

Other Retirement and Disability
Federal civilian® 60 64 67 70 74 77 80 83 86 90 93 9 368 816
Military 37 39 41 43 45 46 48 49 50 52 53 54 224 482
Veterans' benefits® 31 36 35 34 37 37 38 41 37 40 41 42 181 383
Other 6 8 8 8 9 9 10 11 11 11 9 9 45 96
Subtotal 135 148 152 156 164 170 176 184 184 192 196 202 817 1,776

CBO estimates that revenues will increase from 16.3 per-
cent of GDP in 2004 to 17.5 percent this year—slightly
below the postwar average of 17.9 percent.

Individual and corporate income taxes account for most
of that increase. Both revenue sources are expected to rise
by about 0.6 percentage points of GDP in 2005: individ-
ual income tax receipts from 7.0 percent to 7.6 percent,
and corporate income tax receipts from 1.6 percent to 2.2
percent. In addition, social insurance (payroll) taxes are
expected to generate slightly more revenue this year, 6.5
percent of GDP, and other receipts are projected to re-
main relatively stable at just over 1 percent of GDP.

Individual Income and Social Insurance Taxes. Receipts
from individual income taxes are projected to grow by
14.6 percent between 2004 and 2005 (from $809 billion
to $927 billion), and receipts from social insurance taxes
are projected to increase by 8.2 percent (from $733 bil-
lion to $794 billion).

Continued

Those receipts mainly come in two forms: amounts of
individual income, Social Security, and Medicare taxes
that are withheld from employees’ paychecks and sent by
employers to the Internal Revenue Service (IRS) and
amounts of those taxes that taxpayers pay directly to

(or receive back from) the IRS.? Withheld receipts for
income and payroll taxes combined are expected to grow

by 6.4 percent ($89 billion) this year.!® Such growth typ-

9. A small share of social insurance tax revenue also comes from
unemployment insurance taxes and contributions to federal retire-
ment programs other than Social Security.

10. Employers withhold both income and payroll taxes from pay-
checks and remit the combined amount to the IRS without being
required to identify the components. The Treasury Department
estimates the division between the two tax sources when it receives
withheld amounts and corrects its estimates months later when
certain data become available. Thus, when CBO analyzes recent
data on collections of withheld taxes, it considers income and pay-
roll taxes together to avoid using data for the components that
may contain measurement errors.
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Table 1-3.
Continued
Total, Total,
Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Other Programs
Commodity Credit Corporation 9 18 18 16 14 14 13 13 12 12 12 12 75 136
TRICARE For Life 5 6 7 7 8 8 9 10 10 11 12 13 39 96
Student loans 8 14 6 7 8 8 8 8 9 9 9 9 37 81
Universal Service Fund 3 6 7 7 7 7 8 8 8 8 36 75
State Children's Health Insurance 5 5 5 5 5 5 5 5 5 5 26 52
Social services 5 5 5 5 5 5 5 5 5 5 5 5 24 49
Other 22 20 19 7 18 17 7 1 17 16 16 15 88 168
Subtotal 57 74 66 64 64 65 65 65 66 67 68 68 325 658
Offsetting Receipts
Medicare premiums 32 38 -56 -63 -67 71 -78 -85 93 -102 -113 -125 336 855
Employers' share of
employee retirement -45 -46 -47 -49 51 -53 -56 -58 -61 -63 -65 -67  -256 571
Other 32 41 -40 -48 -49 -42 -43 -45 -46 -49 51 50 223 464
Subtotal -110 -125 -143 -160  -167  -167  -177  -189 200 215 230 -242 815 -1,890
Total Mandatory Spending 1,237 1,329 1,396 1,476 1,557 1,650 1,743 1,857 1,928 2,064 2,196 2,343 7,821 18,210
Memorandum:
Mandatory Spending Excluding
Offsetting Receipts 1,347 1,454 1540 1,636 1,724 1816 1,920 2,046 2,128 2,278 2,426 2,585 8,636 20,100
Medicare Spending Net of
Offsetting Receipts 265 295 329 373 395 420 449 488 513 563 609 660 1,966 4,798

Source:
Note:

a.
b.

C.
d.

Congressional Budget Office.

Excludes offsetting receipts, which are shown on the facing page.

Spending for the benefit programs shown above generally excludes administrative costs, which are discretionary.

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

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

Includes veterans’ compensation, pensions, and life insurance programs.

ically results from increases in total wage and salary in-
come in the economy; that income is expected to increase

by 7.2 percent this year.

Nonwithheld receipts of income and payroll taxes (net of
refunds) will grow even more strongly this year, CBO
estimates. Gross receipts are projected to be 28 percent
($79 billion) higher and refunds 4 percent ($7 billion)
lower than in 2004. Most of the growth in net receipts
has already occurred, coming in April and May after tax-
payers filed their returns for tax year 2004.

Some of the year-over-year growth in nonwithheld

receipts results from changes in tax law that caused a

one-time reduction in receipts in 2004. JGTRRA low-

That effect did not recur this year.

ered tax rates and made other changes that went into
effect on January 1, 2003, but changes in withholding
rates did not take effect until after the law was enacted in
late May 2003. As a result, nonwithheld tax payments
were reduced (and refunds boosted) when taxpayers filed
their 2003 returns in the spring of 2004, CBO estimates.

7
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Table 1-4.

CBO’s Baseline Projections of Discretionary Spending and
Homeland Security Spending

(Billions of dollars)

Total, Total,
Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

Total Discretionary Spending in CBO's Baseline
Budget Authority

Defense 486 498 512 523 536 549 562 575 589 604 618 634 2,681 5,701
Nondefense 421 427 436 446 456 469 478 489 500 512 524 536 2,286 4,848
Total 907 925 947 970 992 1,018 1,040 1,064 1,089 1,116 1,143 1,170 4,967 10,549
Outlays
Defense 454 493 508 514 529 541 555 572 576 595 610 625 2,647 5,626
Nondefense 440 469 483 494 503 511 521 532 544 556 569 582 2,512 5,294
Total 894 962 991 1,008 1,032 1,052 1,075 1,104 1,120 1,151 1,179 1,207 5,159 10,920

Discretionary Spending Classified as Homeland Security Spending?
Budget Authority

Defense 9 12 13 13 13 14 14 14 15 15 16 16 67 142
Nondefense® 27 31 29 30 30 33 32 33 33 34 35 36 155 326
Total 3 43 42 43 44 47 46 47 48 49 51 52 221 469
Outlays
Defense 7 12 12 13 13 13 14 14 15 15 15 16 65 140
Nondefense 23 27 29 31 31 31 32 33 33 34 35 36 155 325
Total 30 38 41 43 44 45 46 47 48 49 50 51 220 466

Source: Congressional Budget Office.

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

Projected budget authority and outlays are the current (2005) levels adjusted for projected inflation using the inflators specified in the
Balanced Budget and Emergency Deficit Control Act of 1985: the GDP deflator and the employment cost index for wages and salaries.

a. The amounts shown here reflect net spending for homeland security activities (about $3 billion to $4 billion in spending each year is off-
set by fees and other receipts). CBO’s classification of homeland security spending is based on designations established by the Adminis-
tration. Those designations are not limited to the activities of the Department of Homeland Security. In fact, some activities of the
department (such as disaster relief) are not included in the definition, whereas nondepartmental activities (such as some defense-related
programs and some funding for the National Institutes of Health) fall within the Administration’s definition of homeland security. About
half of all spending considered to be for homeland security is for activities outside the Department of Homeland Security.

b. The path of projected nondefense discretionary budget authority is affected by funding for Project BioShield, an initiative to expand the
government’s arsenal of counter-bioterrorism agents. The program has appropriations for 2004, 2005, and 2009; the budget authority
projected for all other years is zero.
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Strong growth in 2004 in personal income other than
from wages and salaries probably also contributed to the
growth this year of nonwithheld receipts, particularly of
final payments with tax returns. CBO estimates that
income from capital gains, investments in S corporations,
activity in sole proprietorships and partnerships, and
distributions from pensions and individual retirement
accounts all rose more quickly than wage income in
2004. If taxpayers with such income did not make suffi-
cient quarterly estimated payments to the Treasury in an-
ticipation of their resulting tax liability, they would have
been required to make up the difference when filing their
tax returns earlier this year.

Corporate Income Taxes. CBO estimates that revenues
from corporate income taxes will jump by 42 percent this
year: to $269 billion from $189 billion in 2004. After a
similar percentage rise last year, corporate receipts are ex-
pected to be more than double their 2003 level this year.

The strength of corporate receipts in fiscal year 2005
reflects activity in both calendar years 2004 and 2005.
Receipts through April 2005 generally reflect economic
activity in 2004, whereas receipts since then (mainly from
quarterly estimated payments) mostly reflect firms activ-
ity in 2005. Corporate tax payments from October
through April of fiscal year 2005 were 48 percent higher
than in the same period last year, and payments in June
2005 were 27 percent larger than in June 2004.

Corporations” book profits, as measured in the national
income and product accounts (NIPAs), grew by about
13 percent in calendar year 2004—much less than the
increase in corporate tax receipts. Growth in receipts can
deviate from growth in profits for numerous reasons, but
it is also possible that the NIPA numbers will be revised
upward next year when the first tax-return data from
2004 become available.!! Those data should allow CBO
to better determine the sources of the strong growth in
tax receipts from 2004 activity.

Recent changes in tax law have also played a role in this
year’s growth of corporate receipts. Most important, laws

11. Such an upward revision would be in addition to those made in
the July 2005 revisions to NIPA data, which raised the estimate of
book profits for calendar year 2003 by $63 billion and for 2004
by $74 billion. Those revisions, which incorporated new informa-
tion from 2003 tax returns and other sources, were in large part
anticipated by CBO (see Box 2-1 on page 28).
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enacted in 2002 and 2003 gave firms additional first-year
depreciation deductions of up to 50 percent of the
amount of investment in equipment. Because those
“partial-expensing” provisions permit greater up-front
deductions for depreciation but do not increase the total
amount that can be deducted over the life of the equip-
ment, they delay tax liability but do not reduce it. The
partial-expensing provisions expired at the end of calen-
dar year 2004, resulting in additional tax liability in 2005
and 2006 and (to a lesser extent) for several years there-
after. Largely because of the expiration of partial expens-
ing, CBO expects book profits to increase by 33 percent
in calendar year 2005. Because of the difference between
fiscal and calendar years and the normal delay in payment
of corporate income taxes, CBO expects that some of the
higher liability in 2005 will be paid in fiscal year 2006.
Other recent tax-law changes, such as those in the Ameri-
can Jobs Creation Act of 2004, have had much smaller
effects on corporate receipts in 2005.

Net Interest

The government’s net interest costs will reach $182 bil-
lion this year, CBO estimates, an increase of $22 billion
from 2004. That rise reflects higher interest rates paid on
Treasury bills, growth in the outstanding amount of fed-
eral debt held by the public, the effects of higher inflation
on the Treasury’s inflation-protected securities, and other
factors.

Baseline Budget Projections for
2006 Through 2015

CBO projects that if current laws and policies remain the
same, the annual budget deficit will drop to 2.4 percent
of GDP in 2006 and then decline gradually, reaching 2.0
percent in 2010 (see Table 1-2 on page 4). After that, pri-
marily as a result of increased revenues from the sched-
uled expiration of some provisions of EGTRRA, the
baseline deficit drops considerably: to 0.3 percent of
GDP in 2014 and 2015.

Because CBO’s baseline projections must estimate the
future paths of spending and revenues under current laws
and policies (according to the provisions of the Balanced
Budget and Emergency Deficit Control Act of 1985), the
baseline is not intended to be a prediction of future bud-
getary 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 taxes.



10

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

Outlays

Under current laws and policies, total outlays are pro-
jected to remain steady at roughly 20 percent of GDP
over the next 10 years. Mandatory spending grows
approximately 1 percentage point faster each year in
CBO’s baseline than nominal GDP does, but discretion-
ary spending is assumed to increase at the rate of infla-
tion, which is about half of the rate that CBO projects for
the growth of GDP. Net interest spending is projected to
increase as a percentage of GDP through 2010 because
of continued deficits and rising interest rates. After that,
as baseline deficits shrink and debt held by the public
declines as a share of the economy, net interest spending
diminishes slightly as a percentage of GDP.

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. CBO estimates that under current law,
those outlays will grow at an average rate of 6 percent a
year through 2015. That growth is fueled primarily by
spending for Social Security, Medicare, and Medicaid,
which together account for more than three-quarters of
mandatory outlays (see Table 1-3 on page 6).

Ten-year averages, however, do not fully reveal the long-
term trends propelling the growth of outlays for those
programs. As baby boomers begin to qualify for Social
Security and Medicare in the second half of this decade,
the underlying growth of spending for those programs
will accelerate. For example, outlays for Social Security
are projected to grow by about 5.2 percent in 2006, but
that growth rate will rise to 6.5 percent by 2015. In the
case of Medicare, the introduction of a prescription drug
benefit in 2006 is projected to help boost that program’s
federal spending by 31 percent between 2005 and 2007.
Medicare spending will continue growing at an average
annual rate of 7.6 percent over the following eight years,
CBO projects, driven by increases in enrollment and in
utilization of medical services.

Spending for Medicaid, whose annual growth rate is pro-
jected to drop from roughly 10 percent in 2004 to less
than 5 percent in 2005, is anticipated to increase by just
4 percent in 2006. The slowdown in growth in 2006
occurs because Medicaid will begin to realize substantial
savings as Medicare assumes the cost of prescription
drugs for people who are eligible for both programs.
However, CBO projects that Medicaid’s growth rate will

return to previous levels and average 8.4 percent annually
during the last eight years of the projection period.

Offsetting receipts—which mainly consist of premiums
paid by Medicare beneficiaries and intragovernmental
payments made by agencies to finance their employees’
benefits—are expected to increase rapidly over the next
few years: from $125 billion in 2005 to $160 billion in
2007, or by nearly 28 percent. Most of that projected
increase stems from two factors. The first is the introduc-
tion of the Medicare prescription drug benefit next year.
(Premiums paid by enrollees in the prescription drug pro-
gram and amounts withheld from Medicaid payments to
states and transferred to Medicare will be offsetting re-
ceipts.) The second is projected receipts from auctioning
spectrum licenses in 2007 and 2008. In the second half of
the projection period, offsetting receipts return to more-
typical growth rates, ranging from 5.5 percent to 7.5 per-
cent a year.

Relative to the size of the economy, overall mandatory
outlays will rise from 10.8 percent of GDP in 2006 to
11.9 percent in 2015 under current law, CBO projects.
Spending for Social Security, Medicare, and Medicaid
combined is projected to grow from 8.7 percent of GDP
in 2006 to 10.5 percent in 2015, at which point those
three programs will account for more than half of all fed-
eral spending. Other mandatory programs, taken as a
whole, are projected to decline as a share of GDP.

Discretionary Spending. According to the Deficit Con-
trol Act, CBO’s baseline must assume that discretionary
spending will continue at the level of the most recent
appropriations (in this case, those for 2005), with annual
increases based on two projected rates of inflation: the
GDP deflator (which covers price changes for all of the
goods and services that contribute to GDP) and the
employment cost index for wages and salaries.

The base level of funding for 2005 was provided through
three supplemental appropriation acts in addition to the
regular appropriation acts. The 2005 Military Construc-
tion Appropriations and Emergency Hurricane Supple-
mental Appropriations Act, enacted in October 2004,
provided $11.5 billion in budget authority, primarily for
hurricane relief. The 2005 Emergency Supplemental Ap-
propriations Act for Defense, the Global War on Terror,
and Tsunami Relief, enacted in May, provided $82.1 bil-
lion in budget authority, mostly for military operations in
Iraq and other activities associated with the war on terror-
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ism. In August, the Congress provided an additional $1.5
billion in budget authority for veterans’ health care.

All three supplemental appropriations (a total of $95.1
billion in budget authority) have been included in CBO’s
baseline and extrapolated through 2015, in accordance
with the rules governing the baseline. As a result, discre-
tionary outlays are projected to increase from $962 bil-
lion this year to $1.2 trillion in 2015—an average annual
rate of 2.3 percent (see Table 1-4 on page 8). Relative to
GDP, however, discretionary outlays fall from 7.8 percent
in 2005 to 6.1 percent in 2015 under the assumptions of
the baseline, CBO projects. (The budgetary effects of
alternative assumptions about the growth of discretionary
spending are discussed later in this chapter.)

The Administration has identified spending that it con-
siders related to homeland security. Using the Adminis-
tration’s classification, net discretionary budget authority
for homeland security is estimated to total about $43 bil-
lion this year: $12 billion for defense and $31 billion for
nondefense programs.!? The discretionary outlays result-
ing from that, as well as from prior years’ budget author-
ity, will total $38 billion this year, CBO estimates. (In
addition, an average of less than $1 billion per year in net
outlays for homeland security are classified as mandatory
spending.) Over the 2006-2015 period, discretionary
outlays for homeland security average slightly less than
0.3 percent of GDP in CBO’s baseline.

Revenues

Under the assumptions of the baseline, total revenues as a
share of GDP will rise slightly in 2006 (to 17.6 percent),
remain virtually steady through 2008, and then rise each
year thereafter (reaching 19.5 percent in 2015), CBO
projects. Over the next three years, projected increases in
individual income tax receipts as a percentage of GDP are
largely offset by reductions in corporate income tax
receipts. Beyond 2008, increases in individual income
taxes dominate, and total revenues rise as a share of GDP.
Over the 10-year projection period, receipts from corpo-
rate income taxes, social insurance taxes, and excise taxes
all tend to decline relative to GDP.

Individual Income Taxes. Under the assumption that tax
law remains the same (except for currently scheduled

12. For more information about homeland security spending, see
Congressional Budget Office, Federal Funding for Homeland Secu-
rity: An Update (July 20, 2005).
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changes and expirations), CBO projects that receipts
from individual income taxes will rise each year as a
percentage of GDP, from 7.6 percent in 2005 to 10.3
percent in 2015. That increase results from several fac-
tors. First, scheduled changes in tax law—mainly those
enacted in EGTRRA and JGTRRA—have the net effect
of boosting individual income tax receipts as a percentage
of GDP during the projection period. Exemption
amounts for the alternative minimum tax (AMT) are set
to decline in tax year 2006 from the amounts in place for
tax years 2003 through 2005, causing projected receipts
to rise in fiscal years 2006 and 2007. In 2009, tax rates on
dividends and capital gains are scheduled to increase and
thus boost receipts. Most important, a host of changes are
scheduled to occur in 2011—statutory tax rates will rise,
the amount of the child tax credit will decline, and tax
brackets for joint filers will narrow, among other
changes—which together will sharply increase individual
income tax receipts.

Second, several characteristics inherent in the structure of
the tax code cause effective tax rates (the ratio of taxes
paid to adjusted gross income) to increase over time and
lead federal revenues to grow more quickly than total
income. The rise in effective tax rates stems in part from
the phenomenon known as real bracket creep, in which
the overall growth of real (inflation-adjusted) income
causes more income to be taxed in higher tax brackets.

In addition, the AMT, which is not indexed for inflation,
will affect an increasing number of taxpayers and growing
amounts of income in future years. Also, taxable distribu-
tions from tax-deferred retirement accounts, such as indi-
vidual retirement accounts and 401(k) plans, are expected
to grow more quickly than other income as the popula-
tion ages.

Corporate Income Taxes. After rising sharply for the past
two years, revenues from corporate income taxes are pro-
jected to decline gradually as a share of GDP over the
projection period, from 2.2 percent this year to 1.5 per-
cent in 2014 and 2015.

Increased contributions by corporations to defined-
benefit pension plans play an important role in CBO’s
baseline projection of corporate tax receipts. At the end
of 2005, provisions of law are scheduled to expire that
have allowed firms to make smaller contributions to their
underfunded plans, which means that they will have to
contribute more (see Box 2-2 on page 32). Partly as a re-
sult, CBO projects that book profits, as measured in the

11
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NIPAs, will drop by about 11 percent in calendar 2006:
from 10.5 percent of GDP this year to 8.8 percent. After
2006, firms will need to make up less of a shortfall in
their defined-benefit plans, and the effect on profits will
wane over the projection period, CBO estimates. Profits
are projected to equal 8.2 percent to 8.5 percent of GDP
between 2007 and 2015.

A second factor in CBO’s projection of corporate tax rev-
enues is its appraisal of why those revenues have increased
to a greater extent than total corporate profits would indi-
cate. In January, CBO projected that corporate tax
receipts would grow by 14 percent this year; now, it esti-
mates that they will grow by about 42 percent, exceeding
the previous projection by about $53 billion. As noted
above, receipts in fiscal year 2005 reflect economic activ-
ity in both calendar years 2004 and 2005. However, book
profits grew by about 13 percent in 2004 and are pro-
jected to rise by 33 percent in 2005, both of which are
lower rates than the anticipated growth of receipts in fis-
cal year 2005. Data on profit growth in 2004 and CBO’s
outlook for growth in 2005 have not changed much since
January, so very little of the unexpected revenue can be
attributed to changes in the economic projection.

The future path of corporate tax receipts depends on
what is causing their current strength relative to profits.
Those causes cannot be known until data from tax
returns become available. (Such data for calendar year
2004 should begin to be available in about a year, and
data for 2005 about a year after that.) Until those data are
released, CBO must identify the probable sources of the
additional receipts and must decide whether, on balance,
they are likely to be temporary, permanent, or some com-
bination of the two. The unexpected strength in pro-
jected receipts could come from four general sources: the
recent history and near-term projections of book profits;
the distribution of profits between profitable and unprof-
itable firms; recent changes in tax law; and differences
between book profits and the profits on which firms cal-
culate their tax liability (or the timing of the correspond-
ing payment of that liability). On the basis of its analysis
of those possible sources, CBO is treating most of the un-
explained strength in receipts as temporary.

The Amount of Book Profits. CBO’s projections of corpo-
rate tax receipts are based on historical values for book
profits (as measured in the NIPAs) that are subject to
later revision. In the absence of data from corporate tax
returns, the current NIPA estimates of book profits in

2004 are generally based on data from financial state-
ments, which can deviate from tax-return data in unex-
pected ways. One possible source of the unanticipated tax
receipts, therefore, is that profits have actually been
higher than current historical data indicate and that the
NIPA measures of profits in 2004 will be revised upward
in July 2006. Profits may also be higher this year than
CBO now projects.

If book profits are higher as a percentage of GDP than
currently believed, that most likely represents a tempo-
rary rather than a permanent shift in profits relative to
GDP In its economic projections, CBO assumes that the
shares of national income that are allocated to labor and
capital will, over time, move toward their postwar aver-

ages (see Chapter 2).

The Distribution of Book Profits. Higher corporate tax
receipts may also have resulted from unexpected changes
in the distribution of profits among firms. Only profit-
able corporations pay taxes, but the NIPA measure of
book profits includes the profits of profitable firms (gross
profits) net of the losses of unprofitable firms. If both
gross profits and losses were greater than CBO expected
for a given level of book profits, that could also explain
stronger-than-anticipated corporate tax receipts.13

From 2000 through 2003, the ratio of gross profits to net
profits was higher than CBO had expected on the basis of
its modeling. More-recent data from financial statements
suggest that the distribution of profits in 2004 may have
been roughly in line with CBO’s expectations. On the
basis of experience since 2000, CBO has raised its 10-
year projection of gross profits relative to net profits—in
effect, making about one-quarter of this year’s increase in
corporate tax receipts permanent.

Legislative Changes. Recent changes in tax law have had
important effects on corporate profits and receipts, but
there is no evidence now that they have contributed to
the unexpected growth of receipts this year. In January,
CBO projected that receipts in fiscal year 2005 would be
boosted by the lower depreciation deductions that re-

13. That effect is reduced to the degree that firms can carry their cur-
rent losses backward to be netted against income in previous years
and thus receive refunds of previous taxes paid. The “carryback”
period is limited to two years, and many firms are unable to use
their losses in that way. (Firms may also carry their losses forward
up to 20 years to reduce taxable income.)
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sulted from the expiration of partial-expensing provisions
at the end of calendar year 2004. A one-year reduced rate
of taxation applied to certain repatriated foreign-earned
dividends was also expected to boost receipts modestly
this year. If those effects have in fact contributed to the
unanticipated receipts, they will be temporary.

Other Possible Explanations. Finally, profits as measured in
the NIPAs differ in numerous ways from the profits on
which corporations pay income taxes. Unexpected perfor-
mance by factors excluded from the NIPA measure but
included in the tax base (or vice versa) could also have
contributed to the additional receipts in 2005. For exam-
ple, corporations’ capital gains could be larger than
expected. In addition, corporations may have reduced
their use of aggressive tax-minimizing strategies as a result
of accounting abuses uncovered in recent years and subse-
quent legislation. Also, the timing of when corporations
make their payments of tax liability could have played a
role. On balance, however, CBO views those possible
explanations for the recent strength of receipts as tempo-
rary.

Social Insurance and Other Taxes. Social insurance
receipts are expected to grow slightly less quickly than
GDP over the next 10 years. As a result, in CBO’s base-
line, those receipts decline from 6.5 percent of GDP in
2005 to 6.4 percent in 2008 and remain at that level
through 2015. The small decline is caused partly by a
slightly lower projection for total wages and salaries as a
percentage of GDP and partly by projections of relatively
slower growth in receipts from unemployment taxes,
declines in the share of earnings below the taxable maxi-
mum for Social Security taxes, and decreases in revenues
for other federal retirement programs.

Taken together, revenues from sources other than income
or payroll taxes are projected to remain at about 1.3 per-
cent of GDP throughout most of the projection period
(despite dipping to about 1.2 percent in 2010 and 2011).
Receipts from estate and gift taxes are projected to fall
from 0.2 percent of GDP this year to 0.1 percent in 2010
and 2011 as the estate tax is reduced and then repealed in
2010 under EGTRRA. However, the estate tax is sched-
uled to be reinstated in 2011, and estate tax receipts are
projected to rebound to 0.3 percent of GDP from 2012
through 2015. Earnings of the Federal Reserve System,
which are largely generated from interest on its holdings
of Treasury securities, are projected to increase gradually,
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from 0.2 percent of GDP this year 0.3 percent by 2010,
mainly because CBO is projecting a rise in interest rates
over the next several years.

Receipts from excise taxes are projected to decline very
gradually over the next 10 years: from 0.6 percent of
GDP this year to 0.5 percent from 2009 through 2015.
Most excise taxes are assessed on the quantity of a good
produced or consumed rather than on its price. There-
fore, they are projected to grow more slowly than GDP,
which includes price increases. Customs duties and other
miscellaneous receipts are projected to be roughly stable
relative to GDP over the next 10 years: customs duties at
0.2 percent of GDP and other miscellaneous receipts at
0.1 percent.

Net Interest

Under the assumptions of the baseline, interest costs—
mainly on accumulated federal debt—will account for
between 7 percent and 10 percent of annual outlays over
the next decade, CBO estimates. Net interest costs
reached a nadir in 2003, but they are projected to grow
steadily over the next 10 years: from $208 billion in 2006
to $355 billion in 2015 (see Table 1-5). That rise reflects
projected increases both in interest rates and in federal
borrowing. Relative to GDP, however, net interest will
peak at 2.0 percent from 2009 through 2012 and decline
thereafter.

The baseline assumes that the statutory limit on federal
borrowing is raised as necessary to cover projected defi-
cits. That limit, which currently stands at $8.184 trillion,
will be reached sometime between January and March
2006, CBO projects.

Uncertainty and Baseline Projections
Actual budgetary outcomes are highly sensitive to the
performance of the economy and to the many ways in
which tax and spending policies affect that performance.
Uncertainty about the future of those factors translates
into uncertainty about the outlook for the budget.
Because of that uncertainty, it is informative to character-
ize the budget outlook not as a single row of numbers but
as a range of possible outcomes centered around those
numbers.

Using the difference between past CBO baselines and
actual budgetary results as a guide, Figure 1-2 shows a
range of possible outcomes for the total deficit or surplus
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Table 1-5.

CBO’s Baseline Projections of Federal Interest and Debt

(Billions of dollars)

Total, Total,

Actual 2006- 2006-
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Net Interest Outlays
Interest on Public Debt
(Gross interest)® 322 352 385 426 479 521 561 597 627 652 678 703 2,373 5,629
Interest Received by Trust Funds
Social Security -86 93 97 -104 -114 -126 -138 -152 -166 -180 -195 -210 -580 -1,483
Other trust funds® -68 -69 -70 73 -79 -83 87 91 -94 98 -102 -105 391  -880
Subtotal -154 -162 -167 177 <193 209 225 242 260 -279  -297 315 971 -2,364
Other Interest® -4 5 -10 -11 -14 -16 -19 -22 -24 -26 -29 32 70 -203
Other Investment Income® -3 3 -1 -1 -1 -1 -1 -1 -1 -1 -1 -1 -6 -12
Total (Net interest) 160 182 208 237 271 295 316 332 341 346 351 355 1,326 3,050
Federal Debt (At end of year)
Debt Held by the Public 4296 4,621 4,943 5281 5,630 5964 6,292 6,520 6,605 6,691 6,762 6,820 n.a. n.a.
Debt Held by Government Accounts
Social Security 1,635 1,808 1,993 2191 2407 2,637 2,881 3,138 3,402 3,672 3,945 4,218 n.a. n.a.
Other government accounts® 1,424 1515 1,615 1,713 1,818 1,927 2,041 2,154 2,283 2408 2,534 2,661 n.a. n.a.
Total 3,059 3,323 3,608 3,904 4,225 4564 4923 5292 5,685 6,079 6,479 6,879 n.a. n.a.
Gross Federal Debt 7,355 7,944 8551 9,185 9,854 10,528 11,214 11,812 12,291 12,771 13,240 13,699 n.a. n.a.
Debt Subject to Limit® 7,333 7,909 8517 9,151 9,821 10,496 11,183 11,781 12,260 12,741 13,211 13,671 n.a. n.a.
Memorandum:
Debt Held by the Public
as a Percentage of GDP 372 377 381 387 392 395 397 393 381 370 358 346 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.

Excludes interest costs of debt issued by agencies other than the Treasury (primarily the Tennessee Valley Authority).

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

c. Primarily interest on loans to the public.

d. Earnings on private investments made by the National Railroad Retirement Investment Trust.

e. Differs from gross federal debt primarily because most debt issued by agencies other than the Treasury is excluded from the debt limit.

The current debt limit is $8,184 billion.
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Figure 1-2.
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Uncertainty of CBO’s Projections of the Budget Deficit or Surplus

Under Current Policies

(Deficit or surplus as a percentage of GDP)
4 —

-8 | ! !
1989 1992 1995 1998

Source: Congressional Budget Office.

2001 2004 2007 2010

Notes: This figure, calculated on the basis of CBO’s forecasting track record, shows the estimated likelihood of alternative projections of the

budget deficit or surplus under current policies. The baseline projections described in this chapter fall in the middle of the darkest area
of the figure. Under the assumption that tax and spending policies will not change, the probability is 10 percent that actual deficits or
surpluses will fall in the darkest area and 90 percent that they will fall within the whole shaded area.

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

For an explanation of how CBO typically calculates the probability distribution underlying figures such as this one, see Congressional
Budget Office, The Uncertainty of Budget Projections: A Discussion of Data and Methods (February 2005).

under current laws and policies. The current baseline pro-
jection of the deficit falls in the middle of the highest-
probability area, shown as the darkest part of the figure.
But nearby projections—other paths in the darkest part
of the figure—have nearly the same probability of occur-
ring as the baseline projection does.

Projections that are increasingly different from the base-
line are shown in lighter areas, but they also have a signif-
icant probability of coming to pass. For example, CBO
projects a baseline deficit for 2010 of 2.0 percent of
GDP; however, under current law, there is roughly a 10
percent chance that the actual outcome that year will be a
deficit greater than 5.9 percent of GDP. Alternatively, if

policymakers leave current law unchanged, there is about

a 25 percent chance that the budget will be in balance or
show a surplus in 2010.

Budget Projections Under
Alternative Scenarios

Policy developments will have a significant impact on the
actual path of future budget deficits or surpluses. To illus-
trate the potential effects of possible legislative actions,
CBO has estimated the budgetary impact of some broad
alternative scenarios (see Table 1-6). Although the discus-
sion below focuses on the direct effects of those scenarios
on revenues and outlays, their full impact would include
their effect on debt-service costs—that is, changes in pro-
jected interest payments resulting from changes in the
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Table 1-6.
The Budgetary Effects of Selected Policy Alternatives Not Included in
CBO’s Baseline
(Billions of dollars)
Total, Total,
2006- 2006-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015
Policy Alternatives That Primarily Affect Discretionary Spending
for Activities in Iraq and Afghanistan
Remove the Extension of Supplemental
Appropriations from the Baseline
After 2005°
Total discretionary outlays 962 943 929 940 955 975 999 1,014 1,041 1,066 1,091 4,741 9,952
Effect on the deficit 0 49 79 92 98 101 105 107 110 113 115 418 968
Debt service 0 1 4 9 14 20 27 33 41 49 57 48 254
Assume Phasedown of Such Activities
Instead of Extending 2005 Supplemental
Appropriationsb
Total discretionary outlays 962 993 994 1,000 1,000 1,005 1,024 1,040 1,068 1,093 1,119 4,991 10,335
Effect on the deficit 0 -1 14 32 53 71 80 81 83 86 87 168 585
Debt service 0 * * 1 4 7 11 16 21 27 32 13 120
Other Policy Alternatives That Affect Discretionary Spending
Increase Discretionary Appropriations
(Except supplementals) at the Growth
Rate of Nominal GDP*
Total discretionary outlays 962 1,006 1,047 1,099 1,148 1,201 1,259 1,305 1,366 1,425 1,486 5,501 12,341
Effect on the deficit 0 -15 -39 -67 -96 -125 -155 ~-184 -215 -246 -279 -341 -1421
Debt service 0 * -2 -4 9 -15 -23 -33 45 59 -76 30 -266
Freeze Total Discretionary Appropriations
at the Level Provided for 2005
Total discretionary outlays 962 975 971 973 969 967 969 962 965 964 963 4,854 9,677
Effect on the deficit 0 16 37 60 83 108 135 159 187 215 243 305 1,243
Debt service 0 * 2 4 8 14 21 29 40 52 66 28 235
Continued

government’s projected borrowing needs (shown sepa-
rately in Table 1-6).

As noted above, CBO’s baseline inflates budget authority
for discretionary programs—including supplemental ap-

propriations—from the 2005 level and thus projects total
discretionary outlays of $10.9 trillion for the 2006-2015

period. Different assumptions about spending for opera-

tions in Iraq and Afghanistan or about the growth rate of
regular discretionary appropriations would produce a dif-
ferent total. For example, if the $95 billion in supplemen-
tal appropriations enacted in 2005 (primarily for military
operations in Iraq and Afghanistan and the war on terror-

ism) was excluded from the amount extrapolated for
future years, total discretionary outlays over the next 10
years would be $968 billion lower than in the baseline.

Alternatively, activities associated with the war on terror-
ism (including operations in Iraq and Afghanistan) could
be assumed to slow gradually instead of continuing at
their current level through 2015. Such a slowdown might
involve keeping the number of U.S. troops involved in
operations in Iraq or other aspects of the war on terrorism
at about the 2004 and 2005 level through fiscal year
2006 and then gradually reducing it over several years.
For example, the Department of Defense might continue
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Table 1-6.
Continued

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

Policy Alternatives That Affect the Tax Code
Extend Expiring Tax Provisions®
Effect on the deficit

EGTRRA and JGTRRA 0 -2 -4 -10 -22 -17 -155 -260 -270 -284 -295 -54 -1,318

Other 0 -2 -1 -18 -23 -29 36 -4 -45 -50 -53 -83  -308

Total 0 -4 -14 -29 -45 46 -191 -301 -315 -333 -349 -138 -1,626
0 *

Debt service -1 -2 -4 -6 -13 -26 -43 -62 -83 -12 -238

Reform the Alternative Minimum Tax®
Effect on the deficit

o
f
—
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~
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—

-0 -60 -50 -27 -33 -40 -47 -198 -395

Debt service 0 * -1 -3 -6 9 -12 -15 -17 -20 -23 -20  -109
Memorandum:
Total Discretionary Outlays in
CBO's Baseline 962 991 1,008 1,032 1,052 1,075 1,104 1,120 1,151 1,179 1,207 5,159 10,920
Total Deficit in CBO's Baseline -331 -314 -324 -335 -321 -317 -218 -78 -80 -66 -57 -1,612 -2,110

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: * = between -$500 million and $500 million; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; JGTRRA = Jobs
and Growth Tax Relief Reconciliation Act of 2003.

Positive numbers indicate a reduction in the projected deficit. “Debt service” refers to changes in interest payments on federal debt
resulting from changes in the government’s borrowing needs.

a. This alternative does not extrapolate the $95 billion in supplemental appropriations enacted during fiscal year 2005 ($11.5 billion in Octo-
ber, $82.1 billion in May, and $1.5 billion in August) into future years.

b. This alternative does not extend the $95 billion in supplemental appropriations enacted during 2005; however, it assumes that about $85
billion in budget authority will be needed in 2006 to maintain activities related to Iraq, Afghanistan, and the war on terrorism. Such bud-
get authority is projected to decline to $65 billion in 2007, $50 billion in 2008, $35 billion in 2009, and about $25 billion per year there-
after (a total of $393 billion over the 10-year period).

c. This alternative assumes that the supplemental appropriations enacted during 2005 are projected at baseline levels (that is, increased at
the rate of inflation).

d. This alternative does not include the effects of extending the increased exemption amount for the alternative minimum tax (AMT), which
expires in 2005. The effects of that alternative are shown separately.

e. This alternative assumes that the exemption amount for the AMT (which was increased through December 2005 in the Working Families
Tax Relief Act of 2004) is extended at its higher level and, together with the AMT tax brackets, is indexed for inflation after 2005. If this
alternative was enacted jointly with the extension of expiring tax provisions, an interactive effect would occur that would make the com-
bined revenue loss greater than the sum of the two separate estimates by about $247 billion (plus $24 billion in debt-service costs) over
the 2006—2015 period.
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to deploy about 200,000 active-duty, Reserve, and
National Guard personnel overseas to support those oper-
ations through 2006, but over the longer term, U.S. in-
volvement would shrink to about four brigades (40,000
troops) and domestic military operations for homeland
security would diminish. That scenario would increase
baseline discretionary outlays by about $1 billion in 2006
but reduce them by about $585 billion over the 2006-
2015 period. Under that scenario, funding for operations
related to the war on terrorism would ultimately drop to
less than $30 billion annually. Many other outcomes—
some costing more and some costing less—are also possi-
ble for those operations.

In addition, alternative assumptions could be made about
discretionary spending as a whole. For example, if current
appropriations (other than supplementals) were assumed
to grow at the same rate as nominal GDP through 2015
instead of at the rate of inflation, total projected discre-
tionary spending would be $1.4 trillion higher over 10
years. In the other direction, if lawmakers did not in-
crease appropriations after 2005 to account for inflation,
discretionary outlays would be $1.2 trillion lower over
the 2006-2015 period.

As described above, three mandatory programs—Social
Security, Medicare, and Medicaid—dominate federal
spending. Outlays for those programs are projected to
double from $1 trillion (excluding offsetting receipts) this
year to $2 trillion in 2015. Legislation could affect those
large programs in significant ways. For example, the Ad-
ministration is advocating broad changes to Social Secu-
rity, including allowing workers to divert part of their tax
payments into private investments. Likewise, changes in
the laws that set payment rates, eligibility, and other crite-
ria for Medicare and Medicaid are proposed and consid-
ered every year. Further changes to any of those programs
could significantly affect outlays over the next 10 years.

For revenues, CBO’s baseline projections rest on the
assumption that current tax laws do not change. Conse-
quently, the baseline envisions that major provisions of
EGTRRA (such as the introduction of the 10 percent tax
bracket, increases in the child tax credit, and the repeal of
the estate tax) will expire as scheduled at the end of 2010.
On balance, the tax provisions that are set to expire dur-
ing the projection period reduce revenues; thus, if they
were assumed to be extended, projected revenues would

be lower than in the baseline.'® If all expiring tax provi-
sions except those related to the exemption amount for
the alternative minimum tax were extended, total reve-
nues over the 2006-2015 period would be $1.6 trillion
lower, CBO and the Joint Committee on Taxation (JCT)
estimate.

Another policy change that would affect revenues in-
volves modifying the AMT, which many observers believe
cannot be maintained in its current form. The AMT’s
exemption amount and brackets are not indexed for infla-
tion, which means that the impact of the tax will grow in
coming years as more taxpayers become subject to it. If
the AMT was indexed for inflation after 2005, federal
revenues would be $395 billion lower over the next 10
years, according to JCT and CBO.

Changes in the Budget Outlook
Since March

Compared with its previous baseline projections, which
were published in March, CBO has reduced its estimate
of the deficit for 2005 by $33 billion (from $365 billion
to $331 billion).!” Significantly higher revenues have
been partially offset by higher spending from supplemen-
tal appropriations provided in May, mostly for military
operations in Iraq and Afghanistan.

CBO’s current baseline has increased the projected deficit
for 2006 by $16 billion and the cumulative deficit for the
10-year projection period by $1.1 trillion (see Table 1-7
on page 20). However, those changes do not indicate a
significant shift in the budget outlook; rather, they result
mainly from extrapolating nearly $84 billion in supple-
mental appropriations enacted since March.

When CBO periodically updates its 10-year baseline pro-
jections, it generally divides the changes into three cate-
gories according to their source: recently enacted legisla-
tion, changes to CBO’s outlook for the economy, and

14. In the years before 2011, the largest sources of revenue reductions
from extending those provisions would be continuation of the
research and experimentation tax credit and the current tax rates
on dividends and capital gains.

15. The $365 billion estimate did not reflect outlays from most of the
supplemental appropriations for 2005, which had not yet been
enacted. Including such outlays would have brought the projected
deficit in the March baseline to more than $390 billion.
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other, so-called technical factors that affect the budget.16
Legislative changes have increased the 2005 deficit by
$34 billion, CBO estimates, and worsened the baseline
budget outlook for the 2006-2015 period by roughly
$1.2 trillion (almost entirely reflecting the extrapolation
of recent supplemental appropriations). Together,
changes in economic assumptions and technical estimat-
ing revisions have reduced the 2005 deficit by $67 bil-
lion, more than offsetting the effects of recent legislation.
For the 2006-2015 period, however, economic and tech-
nical changes have reduced projected deficits by a total of
only $89 billion, or an average of $9 billion a year.

CBO now estimates that revenues will be $85 billion
higher this year and $179 billion (0.6 percent) higher
over the 2006-2015 period than projected in March.
Changes to the economic outlook have increased pro-
jected revenues by $28 billion in 2005 and $132 billion
over the 10-year period. Technical changes have also
raised revenue projections, by $56 billion in 2005 and
$65 billion from 2006 through 2015. Recently enacted
laws are projected to reduce revenues by $18 billion over
the 2006-2015 period.

Outlays in the current baseline are $51 billion higher for
2005 and $1.3 trillion (4.2 percent) higher for the fol-
lowing 10 years (including debt-service costs) than in
CBO’s March projections. Nearly all of that increase
stems from newly enacted legislation—principally, from
extrapolating 2005 supplemental appropriations for mili-
tary operations in Iraq and Afghanistan. Changes in
CBO’s economic assumptions have boosted the 10-year
outlay projection by $97 billion (0.3 percent), generally
for programs sensitive to changes in inflation (such as
benefit programs subject to cost-of-living adjustments).
Technical changes have had a relatively minor impact on
projected spending through 2015.

16. The categorization of revisions should be interpreted with cau-
tion. For example, legislative changes represent CBO’s best esti-
mates of the future effects of laws enacted since the previous
baseline. If a new law proves to have different effects from the ones
in CBO?s initial estimate, the differences will appear as technical
reestimates in later revisions to the baseline. The distinction
between economic and technical revisions is similarly imprecise.
CBO classifies economic changes as those resulting directly from
changes in the components of CBO’s economic forecast (interest
rates, inflation, GDP growth, and so on). Changes in other factors
related to the performance of the economy (such as the amount of
capital gains realizations) are shown as technical revisions.
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The Effects of Recent Legislation

Laws enacted in the past five months have increased this
year’s deficit by $34 billion and the cumulative deficit for
the 2006-2015 period by more than $1.2 trillion, under
the assumptions of the baseline. Virtually all of that 10-
year change comes from revisions to the projections of
outlays.

Mandatory Spending. On the whole, legislation enacted
since March has made little difference to the outlook for
mandatory programs, lowering mandatory spending over
the projection period by a total of less than $500 mil-
lion.!” The Energy Policy Act of 2005 is expected to
increase payments to states for conservation and restora-
tion of coastal resources, efforts to enhance the reliability
of electricity-transmission systems, and other programs
related to energy research and development. CBO esti-
mates that the law will also result in savings in farm
income-support programs because it will boost demand
for ethanol and other renewable fuels.

Other new laws will increase mandatory spending slightly
over the 2006-2015 period. The Dominican Republic—
Central America—United States Free Trade Agreement
Implementation Act (Public Law 109-53), known as
CAFTA-DR, will lead to a very small rise in payments to
sugar producers over that period. The extension of the
Temporary Assistance to Needy Families program (PL.
109-19) is expected to increase outlays for that program,
as well as for Medicaid and other programs, from 2006
through 2009. In addition, the Bankruptcy Abuse Pre-
vention and Consumer Protection Act (PL. 109-8) is
expected to raise spending for federal judicial activities
through 2015.

Discretionary Spending. Recent laws have added $33 bil-
lion to discretionary outlays this year—mostly additional
spending for military activities in Iraq and Afghanistan.
Under the rules governing the baseline, CBO assumes
that appropriations will continue in the future at the cur-
rent level, adjusted for the projected rate of inflation.

17. The current baseline does not incorporate new spending resulting
from the Safe, Accountable, Flexible, and Efficient Transportation
Equity Act—A Legacy for Users. At the time the baseline was
finalized, CBO had not completed its estimate of the new law’s
effects on mandatory spending. However, those effects are not
expected to have a significant impact on the budget outlook. Most
spending authorized by the transportation law will be determined
by future appropriation acts. CBO has incorporated the effects of
the law into its revenue projections.
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Table 1-7.
Changes in CBO’s Baseline Projections of the Deficit or Surplus Since March 2005

(Billions of dollars)

Total, Total,
2006- 2006-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

Total Deficit (-) or Surplus

as Projected in March 2005 365 298 268 246 -219 -201 95 57 69 99 122 -1,232 -980
Changes to Revenue Projections
Legislative * * -2 -2 2 2 2 2 -1 -1 2 9 -18
Economic 28 21 11 8 10 13 14 15 14 13 13 62 132
Technical 56 48 30 12 6 * 1 5 -7 9 -10 95 65
Total Revenue Changes 85 68 39 18 13 10 13 9 6 3 1 148 179
Changes to Outlay Projections
Legislative
Discretionary
Defense 32 69 77 80 82 84 86 86 89 91 93 392 836
Nondefense 2 7 8 8 8 8 8 8 9 9 9 39 82
Subtotal, discretionary 33 76 85 88 90 92 94 95 97 100 102 431 919
Mandatory 1 * * * * * * * * * 2 *
Net interest (Debt service) * 3 7 12 18 24 30 37 43 51 59 64 283
Subtotal, legislative 34 80 93 101 108 116 124 131 140 150 160 497 1,202
Economic
Discretionary * 1 3 3 4 4 4 4 4 4 4 16 36
Mandatory
Social Security 0 4 8 9 9 10 10 11 12 13 37 94
Medicare 1 3 2 3 4 4 5 6 11 34
Other -1 3 - - -1 - -1 -1 -1 2 -2 -8 -15
Subtotal, mandatory -1 2 8 10 10 10 12 13 14 16 18 40 113

Net interest

Debt service * -1 2 - -3 -3 - -3 -3 -3 -3 -12 29
Rate effect/inflation 4 2 9 S5 3 2 1 * x *x  x 2  -B
Subtotal, net interest 4 -3 -12 -8 -6 5 -4 -3 -4 -4 -3 -33 -52
Subtotal, economic 3 * * 5 8 10 12 13 15 16 19 23 97
___________________________________________________________ Continued
Therefore, CBO projects that legislative changes since estimates that DoD will spend about $32 billion of that
March will increase discretionary spending by a total of budget authority in 2005, with more than half of it ($17
$919 billion over the 2006-2015 period. billion) going for military pay. Other day-to-day operat-
ing expenses—such as for transportation, base support,
Defense. The 2005 Emergency Supplemental Appropria- and maintenance and repair of equipment—account for
tions Act for Defense, the Global War on Terror, and most of the rest of the $32 billion. Including the supple-
Tsunami Relief (P.L. 109-13) provided $76 billion to the ~ mental appropriations for 2005 and extrapolating them
Department of Defense (DoD), primarily to cover costs into future years increase projected defense outlays by

associated with operations in Iraq and Afghanistan. CBO  $8306 billion over the 2006-2015 period.
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Table 1-7.

Continued
Total, Total,
2006- 2006-
2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2010 2015

Technical
Discretionary -1 -1 -1 * -1 -1 -1 * * * * 4 4
Mandatory

Medicare? 5 1 3 2 3 3 3 3 4 4 4 12 30
Medicaid 1 1 1 1 * * 0 0 0 0 0 3 3
Earned income and child tax credits 2 3 4 4 4 4 4 2 2 2 2 18 30
Other 6 3 3 1 2 2 2 2 2 3 3 11 23
Subtotal, mandatory 14 9 11 8 9 9 9 7 8 9 9 44 86

Net interest
Debt service * 3 -5 -6 -7 -7 -7 -7 -7 -6 -6 -27 -60
Other 2 * 2 2 -1 -1 * -1 -1 -1 -1 -6 -11
Subtotal, net interest 1 3 -7 -8 -7 -7 -7 -8 8 -8 -7 33 71
Subtotal, technical 14 4 3 * * 1 1 -1 * 1 2 8 10
Total Outlay Changes 51 84 95 106 116 126 136 144 155 167 180 527 1,309
Total Impact on the Deficit or Surplus® 33 -16 -56 -89 -103 -116 -123 -135 -149 -164 -179 -379 -1,130
Total Deficit as Projected in August 2005 331 314 324 335 321 317 218 -78 -80 -66 57 -1,612 -2,110

Memorandum:

Total Legislative Changes 34 -80 94  -103 -110 -118 -126 -132 -142 -151 -162 506 -1,219
Total Economic Changes 25 21 11 3 2 3 3 2 * -3 -5 40 35
Total Technical Changes 42 43 27 12 5 * * -4 -7 -10 -12 87 54

Source: Congressional Budget Office.

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

a. Includes offsetting receipts.

b. Negative numbers indicate an increase in the projected deficit.

Nondefense. P.L. 109-13 also provided $6 billion in bud-
get authority for nondefense activities—largely for recov-
ery and reconstruction related to the December tsunami
and for other international assistance. Under the assump-

tions of the baseline, that additional funding raises non-

defense discretionary outlays by $64 billion over the 10-

year projection period, CBO estimates.

In addition, CBQO’s baseline includes the effects of a $1.5

billion supplemental appropriation provided recently to

cover the rising costs of health care for veterans. Although

that funding is available on enactment, CBO assumes
that most of it will be spent in 2006, since little time

remains in the current fiscal year. Extrapolating that

funding over the 10-year projection period increases non-
defense discretionary outlays by roughly $18 billion.

Revenues. Legislation enacted since March has had a
much smaller impact on CBO’s revenue projections than
have revised economic assumptions and technical factors
(which are described below). CBO and the Joint Com-
mittee on Taxation estimate that recently enacted laws
will increase revenues by $80 million this year but reduce
them by nearly $500 million in 2006 and $18 billion
over the 2006-2015 period.

Almost all of those changes come from three pieces of leg-
islation that the Congress passed just before the August
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recess: the Energy Policy Act, CAFTA-DR, and the Safe,
Accountable, Flexible, and Efficient Transportation
Equity Act—A Legacy for Users (SAFETEA-LU). The
energy law creates or expands credits for energy-efficient
technologies, alternative motor vehicles and fuels, and
renewable electricity, nuclear power, clean coal, and other
types of fuel. It also mandates the increased use of
ethanol-blended motor fuels, which are taxed at a lower
rate than gasoline. CBO and JCT estimate that the law
will add $40 million to revenues in 2005 but lower reve-
nues by $588 million in 2006 and $12.3 billion over the
next 10 years.

Tariff reductions included in CAFTA-DR will reduce rev-
enues by $15 million between 2006 and 2008 and by
$4.4 billion between 2009 and 2015, CBO estimates.
The revenue effects begin mainly after 2008 because most
imports from the affected countries currently enter the
United States duty-free as a result of the Caribbean Basin
Initiative, which is scheduled to expire in 2008.

SAFETEA-LU, which reauthorizes highway programs,
includes provisions to repeal taxes on producers and mar-
keters of alcoholic beverages that are based on the num-
ber of locations they operate and to modify the tax treat-
ment of kerosene fuel for aviation in order to reduce
fraud. Altogether, SAFETEA-LU’s provisions are esti-
mated to decrease revenues by $1.1 billion over the 2006-
2015 period. The law also extends gasoline and other
taxes that finance the Highway Trust Fund for six years
beyond their September 30, 2005, expiration. However,
those extensions are estimated to have no budgetary effect
relative to CBO’s baseline, because by law the baseline is
required to assume that excise taxes dedicated to trust
funds do not expire.

Net Interest. In all, legislation enacted in the past five
months will increase the cumulative deficit for the 2006-
2015 period by $936 billion under the assumptions of
CBO’s baseline. That increase adds another $283 billion
to projected debt-service costs over those 10 years (for a
total legislative impact of more than $1.2 trillion).

The Effects of Economic Changes

Changes to the economic outlook have had little net
effect on the budgetary picture for the next decade. Since
January, when CBO last updated its economic projec-
tions, such changes have trimmed $25 billion off the def-
icit for 2005 and $35 billion off the cumulative deficit for
the 2006-2015 period (with most of that change occur-

ring in 2006 and 2007). Mainly because of higher projec-
tions of nominal GDP and wages throughout the 10-year
period, CBO has increased its revenue projections by $28
billion for this year and by $132 billion for the 2006-
2015 period. Much of that increase is offset by higher
outlay projections, the result of an increase in projected
inflation over the next few years. (CBO’s new economic
forecast and projections are discussed in Chapter 2.)

Mandatory Spending. Revisions to CBO’s economic fore-
cast since January have added $113 billion (0.6 percent)
to projected mandatory outlays for the 2006-2015
period. The bulk of those revisions are reflected in the
two largest mandatory programs, Social Security and
Medicare. Higher projected inflation—as measured by
the consumer price index for urban wage earners—has
boosted the anticipated cost-of-living adjustment for
Social Security by 1.1 percentage points in 2006 and by
0.3 percentage points in 2007, thus raising projected
payments to beneficiaries each year. Those adjustments,
coupled with higher growth in Social Security’s national
average wage index (which increases future benefit pay-
ments), have boosted projected outlays for Social Security
by $94 billion over the 2006-2015 period. Increases in
Medicare’s payment rates, based on updated projections
of inflation, have raised projected outlays for that pro-
gram by a total of $34 billion from the March baseline.

Other economic changes to mandatory spending are
dominated by rising energy prices, which increase min-
eral royalties to the government from onshore and off-
shore leases by a total of $26 billion over the 2006-2015
period.!8 Those receipts are displayed in the budget as
negative outlays. They more than offset increases in
spending for benefit programs (such as civil service retire-
ment, military retirement, and veterans’ compensation)
that, like Social Security, are affected by increases in
cost-of-living adjustments.

Discretionary Spending. By law, CBO must project dis-
cretionary budget authority using two measures of infla-
tion: the GDP deflator and the employment cost index

for wages and salaries. CBO’s forecast of the GDP defla-

18. Higher energy prices affect the federal budget in many ways. Some
effects, such as increased royalty receipts from oil and gas leases,
are directly reflected in budgetary accounts. Indirect effects, such
as the impact of energy prices on agencies’ operating costs and on
inflationary measures such as the consumer price index, are spread
throughout the budget.
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tor has risen for 2006 and 2007, but its projection of
growth in the employment cost index for wages and sala-
ries during those years has declined. The combined effect
of those changes is a $36 billion increase in projected dis-
cretionary outlays over the 2006-2015 period.

Revenues. As a result of its new economic forecast, CBO
has increased its projection of revenues by $28 billion for
2005 and $132 billion for 2006 through 2015. Those
increases largely reflect higher projections of GDP and
wage and salary disbursements, which affect receipts from
individual income and social insurance taxes. Since Janu-
ary, CBO has raised its estimate of wages and salaries by
$84 billion for 2005 and by smaller amounts for later
years, for a total increase of $512 billion (0.7 percent)
over the 2006-2015 period. Those changes have led CBO
to increase its projection of individual income and social
insurance tax receipts by $26 billion for 2005 and $139
billion for the 10-year projection period.

Other changes to revenue projections because of the
updated economic outlook are relatively minor. Lower
projections of profits result in smaller projected receipts
from corporate income taxes, and lower projected growth
of real GDP and higher oil prices reduce projected excise
tax receipts. In the other direction, higher projections for
imports and interest rates increase projected receipts from
customs duties and Federal Reserve earnings, respectively.
All told, such changes increase revenues by $2 billion in
2005 and lower them by a total of $7 billion from 2006
through 2015.

Net Interest. Economic revisions to projections of net
interest spending have two parts: the effects of changes in
projected interest rates and inflation, and the effects of
additional (or reduced) debt service. In 2005, short-term
interest rates and inflation have increased faster than
CBO had expected and thus have boosted interest paid
on Treasury bills and inflation-protected securities by
about $4 billion. However, for 2006 and 2007, CBO’s
current forecast of three-month and 10-year interest rates
is lower than the January forecast by an average of 0.25
percentage points and 0.5 percentage points, respectively.
As aresult, projected interest outlays are $21 billion lower
for the 2006-2010 period. In addition, CBO projects
that debt-service savings associated with economic
changes to revenue and outlay projections total $29 bil-
lion over the 10-year period.
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The Effects of Technical Changes

Technical changes represent all other revisions to the
baseline that are not directly attributable to newly
enacted laws or to changes in the economic outlook.
Buoyed by upward revisions to revenue estimates in the
near term, such changes have reduced the projected defi-
cit by $42 billion in 2005 and by $87 billion from 2006
through 2009. Beginning in 2010, however, technical
changes are projected to have the opposite effect, slightly
increasing deficits through the rest of the projection
period. Overall, technical changes have reduced the base-
line deficit for the entire 10-year period by $54 billion.

Mandatory Spending. Technical adjustments have raised
CBO’s estimate of mandatory outlays for each year from
2005 through 2015, adding $14 billion for this year and
$86 billion (0.5 percent) for the 2006-2015 period.

About one-third of those technical revisions involve
Medicare spending. Outlays for that program are turning
out to be higher in 2005 than anticipated. In addition,
recent announcements by the Centers for Medicare &
Medicaid Services indicate that payment rates for Medi-
care Advantage plans and for skilled nursing services will
be higher than CBO assumed in its March baseline. Like-
wise, the Medicare Boards of Trustees have indicated that
premiums for Part B of Medicare for the next few years
will be higher than CBO estimated. Those premiums are
considered offsetting receipts (negative outlays) in the
federal budget. As a result of all of those developments,
CBO has raised its estimates of Medicare outlays by $5
billion for this year and $30 billion (0.6 percent) for the
2006-2015 period.

The other major health care program, Medicaid, has also
experienced higher-than-expected growth so far this year.
Consequently, CBO has added $1 billion to its projec-
tion of Medicaid outlays for 2005 and $3 billion for the
2006-2015 period.

CBO has also made technical adjustments to reflect
increased numbers of people claiming the earned income
and child tax credits. Estimates of outlays for the refund-
able portion of those credits have risen by $2 billion for
2005 and by $30 billion for the following 10 years.

Technical revisions for all other mandatory programs
increase projected outlays by $6 billion this year and by
$23 billion over the 2006-2015 period. Those changes
include an added $2 billion in Social Security outlays in
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2005 and $11 billion thereafter, primarily reflecting a
small increase in the projected number of beneficiaries. In
addition, CBO has raised its estimate of outlays for the
student loan program in 2005 by $4 billion on the basis
of spending so far this year.

In the other direction, the estimate of spending by the
Commodity Credit Corporation this year has declined by
$3 billion (although the agency’s overall spending in
2005 is still significantly higher than it was in 2004).

Discretionary Spending. Technical revisions to projec-
tions of discretionary spending largely offset one another
and therefore have little impact on the projected deficit.
For example, spending on defense programs is about $3
billion lower than expected this year, but that decline is
offset by spending on disaster-relief activities and on relief
and reconstruction in Iraq, which is estimated to be $3
billion higher in 2005 than previously projected. For the
2006-2015 period, technical adjustments reduce pro-
jected discretionary outlays by just $4 billion.

Revenues. CBO has increased its revenue projections by
$56 billion for 2005, $48 billion for 2006, and a total of
$48 billion for 2007 through 2011 for reasons other than
the new economic outlook or recent laws. For years after
2011, such technical factors have led CBO to reduce its
projections of revenues by $31 billion.

The main factor behind the increases through 2011 is the
recent unanticipated strength in tax collections, especially
from the corporate income tax. CBO now expects that
when all revenues for 2005 are tabulated, corporate tax
receipts will exceed its March projection by $53 billion.
Only $1 billion of that difference can be attributed to the
revised economic outlook.

As explained above, the sources of the current strength
in corporate tax receipts will not be known until informa-
tion from tax returns becomes available in future years,
but CBO anticipates that most of that strength will be
temporary. However, CBO has raised its projection of

corporate receipts over the 2006-2015 period to reflect
new estimates of the distribution of profits between prof-
itable and unprofitable firms. Those technical reesti-
mates—which add $177 billion to baseline revenues over
the 2006-2015 period—decline from $52 billion for
2005 to an average of $14 billion per year between 2009
and 2015.

Technical revisions add about $10 billion to projections
of individual income tax receipts for this year and sub-
tract $106 billion for the following 10 years. CBO sees
the 2005 increase as temporary and generally phases it
out over the next five years in the baseline. In addition,
CBO has made some technical changes to its modeling
of distributions from pensions and individual retirement
accounts (IRAs), reducing the anticipated rate of return
on assets in those tax-deferred accounts to make it more
consistent with overall rates of return in the economic
projections. That change, plus some other minor revi-
sions to pension and IRA distributions, have caused CBO
to lower its projections of revenues from retirement-
account income by amounts growing to almost $20 bil-
lion in 2015, or slightly more than $90 billion over the
10-year projection period.

Technical reestimates to other sources of tax revenues are
smaller. CBO has reduced its projections of excise tax
receipts by $19 billion for the 2006-2015 period, mainly
to reflect lower anticipated receipts from motor fuel and
telecommunications taxes. Projections of social insurance
tax receipts have been lowered by $14 billion for the same
period to reflect new modeling. Projections of customs
duties have been raised by $19 billion for the 10-year
period to reflect higher recent collections and an antici-
pated higher average duty rate.

Net Interest. Technical revisions lower projected outlays
for net interest by a total of $71 billion over the 2006-
2015 period. Those revisions are mostly attributable to
lower debt-service costs, which reflect technical changes
to revenue and outlay projections that, taken together,
improve the budget outlook through 2008.
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The Economic Outlook

I he Congressional Budget Office forecasts that

the U.S. economy will continue to expand at a healthy
pace during the second half of 2005 and in 2006. Real
(inflation-adjusted) gross domestic product will grow by
3.7 percent in 2005, CBO estimates, and by 3.4 percent
in 2006 (see Table 2-1). CBO anticipates that investment
by businesses will be the largest source of growth, with
spending for equipment, software, and structures grow-
ing at a rate roughly double its post-World War II aver-
age. Strong growth of domestic demand for goods and
services will support a solid rate of job creation and there-
fore a rise in incomes. By contrast, CBO expects that over
the forecast period (2005 and 2006), growth of demand
for goods and services among the United States” trading
partners will remain below its historical trend.

The rate of unemployment will change little over the next
two years, in CBO’s estimation, averaging 5.2 percent
during the 2005-2006 period (and thereafter). CBO ex-
pects that inflation will be slightly higher in 2005 than it
was in 2004, largely because of higher energy prices. As
measured by the consumer price index for urban consum-
ers (CPI-U), inflation will average 3.1 percent in 2005,
CBO forecasts, as compared with 2.7 percent in 2004.
However, CBO expects that in 20006, the rise in energy
prices will ease and CPI-U inflation in turn will dip, to
2.5 percent. Over the following nine years (2007 through
2015), CPI-U inflation will average 2.2 percent, CBO
projects. Core inflation (a measure of underlying infla-
tion that excludes prices for food and energy) will also
ease, slipping from an average annual rate of 2.3 percent
during 2005 and 2006 to 2.2 percent during the 2007-
2015 period.

Interest rates will rise over the next two years, CBO esti-
mates, as the Federal Reserve continues to raise its target
for the federal funds rate (the interest rate that financial

institutions charge each other for overnight loans of their

monetary reserves). The interest rate on three-month
Treasury bills is forecast to average 3.0 percent in 2005
and 3.7 percent in 2006; during the 2007-2015 period, it
will average 4.7 percent. The rate on 10-year Treasury
notes is also projected to rise but by less: in CBO’s esti-
mation, it will average 4.3 percent in 2005, 4.7 percent in
2006, and 5.4 percent over the medium term.

Growth of real GDP over the 2007-2015 period will av-
erage 2.9 percent annually, CBO projects. From 2007 to
2010, growth will average 3.2 percent, followed by a
slower pace of 2.6 percent during the 2011-2015 period.
The slowdown stems from a lower rate of labor force
growth that coincides with the beginning of the retire-
ment of the baby boomers.

One key to understanding the recent performance of the
U.S. economy is the influence of foreign economic devel-
opments. The past two years have been unusual in a
number of ways: long-term interest rates and underlying
core inflation have been much lower than might have
been expected, given the strong growth of demand; the
rate of housing construction and the level of housing
prices have been higher than forecast; the growth of em-
ployment has been less than expected; and the trade bal-
ance did not improve as analysts had anticipated. Many
of those anomalies appear to be related to the willingness
of foreign investors and governments to purchase dollar-
denominated assets, which in turn is related to the high
levels of foreign saving relative to foreign investment. Al-
though the unique characteristics of this expansion can-
not all be attributed to that single cause, it is apparent
that foreign economic developments in recent years have
had a notable influence on the U.S. economy.

As always, the accuracy of CBO’s outlook is vulnerable to
risks arising from a number of factors. Among them are



26

THE BUDGET AND ECONOMIC OUTLOOK: AN UPDATE

Table 2-1.

CBO’s Economic Projections for Calendar Years 2005 Through 2015

Actual Forecast Projected Annual Average
2004 2005 2006 2007 to 2010 2011 to 2015
Nominal GDP (Billions of dollars) 11,735 12,450 13,137 16,023 @ 19,946 °
Nominal GDP (Percentage change) 6.6 6.1 5.5 51 45
Real GDP (Percentage change) 44 3.7 34 3.2 2.6
GDP Price Index (Percentage change) 2.2 2.3 2.0 1.8 1.8
Consumer Price Index® (Percentage change) 2.7 31 2.5 2.2 2.2
Core Consumer Price Index® (Percentage change) 18 23 23 2.2 2.2
Unemployment Rate (Percent) 5.5 5.2 5.2 5.2 5.2
Three-Month Treasury Bill Rate (Percent) 14 3.0 3.7 4.6 4.7
Ten-Year Treasury Note Rate (Percent) 43 43 4.7 54 54
Tax Bases (Percentage of GDP)
Corporate book profits 8.4 10.5 8.8 8.4 8.3
Wages and salaries 45.8 46.2 46.1 46.0 45.9
Tax Bases (Billions of dollars)
Corporate book profits 985 1,308 1,158 1,334 ° 1,655 °
Wages and salaries 5,373 5,749 6,055 7,367 2 9,132°

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

Statistics; Federal Reserve Board.
Note: Percentage changes are year over year.
a. Levelin 2010.
b. Levelin 2015.
c. The consumer price index for all urban consumers.

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

the risks that surround the economy’s response to terror-
ism, developments in Iraq and Afghanistan, and other
events around the world. In addition, many risks derive
from the present international economic environment.
Changes in production or demand in other countries, for
example, could affect the demand for U.S. exports as well
as the level of commodity prices, including prices for en-
ergy. Moreover, some analysts are concerned that contin-
ued financing of the large deficit in the U.S. current ac-
count will require a lower exchange value of the dollar,
higher domestic interest rates, or both.! Investors may
decide to reduce the share of dollar-denominated assets in
their portfolios; if their desire to hold dollars abates sud-
denly and substantially, the result could be a disruptive

drop in the dollar’s value and a rise in interest rates in the
United States. That rise in turn could slow consumer
spending, business investment, and activity in the hous-
ing market, thereby dampening the growth of GDP.

The Outlook for 2005 and 2006

In CBO’s estimation, the economy will continue to grow
at a solid rate during the remainder of 2005 and through

1. The current account is a broad measure of U.S. transactions with
the rest of the world. It includes not only the trade balance but
also net investment income and net unilateral transfers, which are
international payments that are not made in exchange for goods or
services.
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2006. Overall demand will keep climbing, and businesses
are likely to respond by boosting their capital purchases
and their hiring. International trade will be a drag on the
growth of GDP, CBO estimates, and weak demand
among the United States” trading partners is expected to
contribute to a widening of the trade deficit through the
end of 2006. At the same time, inflation will moderate,
and interest rates will gradually rise.

The Business Sector

Among the many decisions made by businesses, decisions
about investment spending for equipment, software,
structures, and inventories directly affect the growth of
demand in the economy. Although such investment
makes up a small share of GDP (roughly 11 percent in
recent years), historically, that share has been quite vola-
tile. Therefore, it disproportionately affects changes in
GDP growth.

CBO forecasts that investment by businesses will con-
tinue to play a major role in sustaining economic growth
during the 2005-2006 period. Recent revisions to the
federal government’s official economic data—specifically,
the national income and product accounts—have low-
ered estimates of demand growth slightly over the past
two years (see Box 2-1). Nevertheless, estimates of the
growth of real final sales are still strong, and that growth
has outstripped businesses” ability to meet that demand
solely through increased productivity, as they did in 2002
and early 2003. As a result, firms are likely to expand
their capacity by investing in equipment, software, and
structures (business fixed investment) and by hiring more
workers.

Business fixed investment has been robust during the past
two years: since the first quarter of 2003, real business
fixed investment has expanded at an average annual rate
of nearly 11 percent—a pace that far exceeds such invest-
ment’s long-run average and is about the same as the aver-
age rate of growth during the investment boom of the late
1990s. In particular, real spending for equipment and
software has been quite vigorous, climbing at an average
annual rate of more than 13 percent since the beginning
of 2003. Despite that rapid growth, however, real fixed
investment spending by businesses in mid-2004 had only
just reached the level it had attained prior to the 2001 re-
cession. And nominal investment, when measured as a
share of potential GDP, was well below the level it had
attained before the business-cycle peak in 2001 (see
Figure 2-1).2 As a result, CBO estimates that during
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Figure 2-1.
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis.

the remainder of 2005 and through 2006, the pace of
growth of business fixed investment will remain rapid.

Several developments support the view that businesses’
investment spending will continue to rise at a healthy
rate. First, new orders for nondefense capital goods have
been quite strong in recent months, which suggests that
firms will continue to invest during the remainder of
2005 and in 2006 to meet demand. Second, according to
surveys by the Business Roundtable and the Conference
Board, business executives remain confident about their
economic prospects in the coming months. Third, the
healthy level of business fixed investment has not kept the
rate of capacity utilization in manufacturing from rising
(from less than 73 percent at the end of 2001 to 78 per-
cent in the second quarter of 2005), signaling that further
growth of business investment is likely. (Rising rates of
capacity utilization suggest that several manufacturing in-
dustries have worked off the overcapacity that developed
in the wake of the late 1990s investment boom.)

2. Potential GDP is the level of real gross domestic product that cor-
responds to a high level of resource (labor and capital) use.
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Box 2-1.

The Recent Revisions to the National Income and Product Accounts

The Commerce Department’s Bureau of Economic
Analysis (BEA) is the federal agency responsible for
maintaining the national income and product ac-
counts (NIPAs), a key element of the nation’s official
economic data. BEA regularly updates the NIPAs,
and it released its latest revised estimates of gross
domestic product (GDP) as well as other data on
July 29, 2005." (The revisions affected data for
2002 through the first quarter of 2005.) Those
changes came too late to be incorporated in the Con-
gressional Budget Office’s (CBO’s) current economic
forecast; however, CBO’s preliminary assessment in-
dicates that the revised data would have had little ef-
fect on the major aspects of its forecast or, in turn, on
its baseline budget projections.

BEA now estimates that growth of real (inflation-
adjusted) GDP for the years 2002 through 2004
was 2.8 percent, down from its previous estimate of
3.1 percent. The primary reasons for that reduction

1. BEA will publish details of the July 29 revisions in the
August edition of Survey of Current Business, available at
www.bea.gov.

are lower estimates for business fixed investment (in-
cluding a downward revision to spending for com-
puters and communications equipment) and a re-
duction in personal consumption expenditures for
services (primarily housing services). Because of the
slower growth of real GDP, growth of labor produc-
tivity in the nonfarm business sector (which is calcu-
lated by the Bureau of Labor Statistics) was revised
downward for all three years. Productivity growth for
2004 is now estimated to be 3.4 percent instead of
the previously published figure of 4.0 percent.

BEA revised upward (from 1.9 percent to 2.1 per-
cent) its estimate for growth of the GDP price index
over the 2002-2004 period. That revision occurred
primarily because of higher estimates of changes in
the prices of commercial and residential structures
and in personal consumption expenditures for
services.

For some categories of income, BEA’s revisions were
significant, but the effects of its revisions to the data
for taxable labor income were small. BEA altered its
estimates of labor compensation for all three years

A fourth factor underlying CBO’s forecast of strong levels
of business fixed investment is that today’s financial con-
ditions are favorable for firms that seek to invest. Both
corporate profits and retained earnings (the portion of
profits not paid to shareholders as dividends) have been at
high levels since the end of the recession (see Figure 2-2);
that strength has permitted businesses to finance their in-
vestments with their own funds. And profits may have
been even more robust during the past few quarters than
current estimates show. Corporate income tax receipts
ran ahead of expectations during late 2004 and the first
half of 2005 (see Chapter 1); that unanticipated rise sug-
gests that the NIPAs may be revised in July 2006 to show
an even bigger hike in profits in 2004 than they now
record. In addition, gains in the stock market since early
in 2003 suggest that the cost of equity financing has de-
clined (so it is easier for firms to pay for investment by

issuing stock). Moreover, because long-term interest rates
have remained low, the cost of firms” borrowing has not
increased.

CBO expects that those conditions will allow business
fixed investment to continue to grow at a healthy rate in
2005 and 2006. In CBO’s forecast, real spending for pro-
ducers’ durable equipment and software rises at an aver-
age annual rate of 12 percent in those years, a pace that
roughly equals the average rate during the late 1990s. In
addition, businesses” spending for nonresidential struc-
tures is expected to grow at an average annual rate of
more than 3 percent, which is faster than the long-run
average pace for that type of spending.

Despite the signs that businesses’ spending for investment
will continue to rise rapidly in 2005 and 2006, the pre-
cise path of those expenditures depends on many factors.
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(in 2004, for example, by $37 billion). That upward
revision stemmed mostly from new estimates of the
employer’s share of the cost of employees’ health care
coverage, which are excluded from the tax base.
BEA’s revised estimate for wages and salaries consti-
tuted a small upward change; for proprietors’ in-
come, the data were revised downward.

The revised data for profits are more consistent with
the recent strength in corporate tax receipts. Eco-
nomic profits for 2004 were revised downward, by
$20 billion, but book profits (the measure that ap-
proximates the tax base) were revised upward, by
$74 billion.2 The revision in book profits stems from
BEA’s reduction of its estimates of the amount of de-
preciation that corporations claimed in 2004 in re-
sponse to changes in tax law in 2002 and 2003.

2. Economic profits are the profits of corporations, adjusted to
incorporate more-accurate depreciation allowances than
those specified in the tax rules and to exclude the effect of
inflation on the value of inventories. Economic profits are a
better measure of profits from current production than are
book profits, which are calculated using book (or tax) depre-
ciation and standard accounting conventions for inventories.

Reducing depreciation deductions caused book prof-
its to increase even though economic profits were re-
vised downward. CBO had anticipated much of the
upward revision to book profits from that source;
thus, its projections of corporate tax receipts for its
forecast were generally consistent with the revised
data.

The revisions to the NIPAs may affect CBO’s out-
look slightly when complete information on them—
including the revisions to capital stocks—is available
and CBO has had time to analyze their implications.
For example, the trend growth in potential GDP
may be revised downward marginally because of the
downward revision to productivity growth in recent
years. However, to date, there is no information to
indicate that the revisions will significantly change
CBO’s view of the economy or its projections. Simi-
larly, CBO’s baseline budget projections are little af-
fected by the revisions—wage and salary disburse-
ments, the primary income category for CBO’s
revenue forecasting, were virtually unchanged, and
the projections anticipated the revised estimate of
book profits.

If, for example, the growth of productivity picked up,
firms might be able to meet more of the expected future
increases in demand with existing capacity and thus
would not need to boost investment by as much as CBO
has envisioned. Alternatively, other components of de-
mand (such as consumer or government spending) could
grow more or less vigorously than CBO has forecast,
which could lead to a correspondingly stronger or weaker
course for business investment.

The Household Sector

During the first half of 2005, real consumer spending
continued to grow at a solid average annual rate of 3.4
percent, or very close to its average rate since 1960 of 3.6
percent. Growth of real residential investment was also
substantial, rising during the first two quarters of 2005 at
a rate well above its long-run average. Several fundamen-

tal elements—in particular, the rate of growth of incomes
and households’ current state of financial health—suggest
that spending by the household sector will continue to
bolster the expansion of GDP during the next two years.
Nevertheless, rising interest rates are likely to cause some
consumers to moderate their spending and may also help
cool the pace of housing construction, an outcome that
many observers are anticipating. Real consumer spending
during the 2005-2006 period will rise at an average an-
nual pace of 3.4 percent, CBO forecasts, whereas growth
of real housing investment will decline during the re-
mainder of that span.

The primary risk to the accuracy of CBO’s outlook for
healthy consumer spending is slowing growth of employ-
ment and incomes, which could weaken the outlook
markedly. But there are other potential risks as well. One
would be a further increase in the price of oil, which
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Figure 2-2.
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Note: Economic profits are taxable profits adjusted to remove dis-
tortions in depreciation allowances caused by tax rules and

to exclude the effect of inflation on the value of inventories.

could boost consumers’ energy costs more than CBO has
forecast and displace a modest amount of spending for
other goods and services. A second would be a decline in
the prices of houses, which could result in a lower level of
household wealth and lead consumers to curtail their
spending. Indeed, any effort on the part of consumers to
build up their wealth and raise their saving rate, even in
the absence of a softening of housing prices, would slow
consumer spending, relative to CBO’s forecast.

Employment and Incomes. After a slow start during the
recovery from the 2001 recession, hiring picked up in
2004: the economy added more than 2 million jobs, as
measured by the Bureau of Labor Statistics’ payroll survey
(see Figure 2-3). That pace continued in early 2005—
gains in the number of jobs averaged about 190,000 per
month during the first half of the year—and CBO fore-
casts that employment will continue to expand at a solid
rate through the end of 2006.

The upturn in employment growth over the past two
years is reflected in the unemployment rate, which de-

clined from 6.1 percent in mid-2003 to 5.4 percent at the
end of 2004 and 5.0 percent in July 2005. That rate is
slightly below CBO’s estimate of the natural rate of un-
employment, a situation that typically would imply a
fairly tight labor market.> However, the unemployment
rate may understate the current degree of slack in the
market because the rate of labor force participation—the
share of the civilian population aged 16 and older who
are either employed or looking for work—has been de-
clining since 2000. It is unclear how much of that drop in
participation results from business-cycle factors and how
much reflects changes in the underlying trends of labor
force participation. CBO believes that a steady pace of
job creation during the next two years will induce a re-
bound in labor force participation rates. However, if the
participation rate does not bounce back, the unemploy-
ment rate could drop even further.

The gains in employment of the past two years are mir-
rored in the growth of labor compensation. Real labor
compensation—which is measured in the NIPAs as
wages and salaries plus fringe benefits—rose by more
than 4 percent (measured as an annual rate) during 2004
and the first half of 2005. Because other indicators, such
as the employment cost index, suggest that labor com-
pensation grew at a modest pace during late 2004 and
early 2005, it seems likely that part of the recent increase
seen in the NIPA measure stems from onetime payments,
such as bonuses and realizations of stock options. CBO
forecasts that the rate of growth of labor compensation
will ease slightly during the second half of 2005 before
rising quickly in 2006, when current law requires em-
ployers to increase, by a significant amount, their con-
tributions to their defined-benefit pension plans (see
Box 2-2).

Consumers energy costs surged during 2004 and early
2005, spurred by increases in the prices of oil and natural
gas. (For example, the price of West Texas Intermediate
crude oil rose from $32 per barrel at the end of 2003 to
$56 per barrel in mid-2005.) Those increases raised en-
ergy expenditures for consumers in mid-2005 to almost
$500 billion (measured at an annual rate), compared with
expenditures of less than $400 billion during 2003. CBO

3. The natural rate of unemployment is the rate arising from sources
apart from fluctuations in aggregate demand, such as unemploy-
ment associated with normal turnover or mismatches between the
skills and location of available workers and vacant positions.
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Figure 2-3.
Nonfarm Payroll Employment
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forecasts that the cost of oil will fall slightly by the end of
2006—although it is not expected to decline by as much
as CBO anticipated last January.

Households’ Financial Health. The financial condition of
the household sector is generally strong and is not ex-
pected to noticeably restrain consumers’ spending. Early
in 2005, gains in the value of homes raised households’
wealth, despite a flat stock market and a personal saving
rate that continued to hover at a very low level. That in-
creased wealth, CBO forecasts, will continue to support
growth in spending by consumers.

CBO’s outlook is bolstered by various indicators of finan-
cial stress, which do not suggest that consumers will re-
trench during the remainder of 2005 and in 2006. Delin-
quency rates on all types of consumer loans (including
credit card balances and real estate loans) have been de-
clining since the end of the 2001 recession. Moreover,
households’ financial obligations, including debt-service
payments, auto lease payments, rent payments, home-
owner’s insurance premiums, and property taxes, are
slightly lower as a share of disposable personal income
than they were in late 2001, largely because interest rates,
especially mortgage rates, have been unusually low.

THE ECONOMIC OUTLOOK

Housing. The housing sector has been a key source of
strength for the economy over the past few years. Since
the middle of 2003, residential investment has grown at
an average annual rate of nearly 10 percent (which is well
above its long-run rate of growth) and during that same
period has contributed roughly 0.5 percentage points to
the annual growth of real GDP. However, CBO expects
that the housing market will cool somewhat during the
next year and a half—housing starts in late 2006 will be
more than 10 percent below their current levels, CBO
estimates. That pullback will come as interest rates rise
along with the transition of monetary policy toward a
more neutral stance.

Uncertainties abound, however, in considering the out-
look for housing. Some analysts believe that the construc-
tion of new homes will slacken to a greater extent than
CBO has anticipated. They point out that speculative
motives appear to have driven a substantial proportion of
recent purchases of houses, that investment in housing
currently accounts for an unusually large share of GDP,
and that housing prices—especially in many metropoli-
tan areas—are high relative to the general level of prices
(see Figure 2-4 on page 34). According to such analysts,
even a moderate rise in mortgage rates will lead to a sub-
stantial decline in speculative buying over the next two
years. Inflation in housing prices nationwide will slow
substantially, they further maintain, and prices will actu-
ally fall in some regions of the country. In addition, those
factors may lead to disproportionate rates of default on
more-risky mortgage loans.

By contrast, other analysts argue that housing construc-
tion will not contract over the next two years, even if the
growth of prices slows, because the general economic out-
look calls for a steady rise in households” incomes and be-
cause mortgage rates, though rising, will still be quite low.
Those analysts believe that housing starts can remain near
their current levels as long as households’ incomes experi-
ence no large negative shock.

Imports, Exports, and the Exchange Value of the
Dollar

CBO’s current outlook for the contribution of interna-
tional trade to GDP growth is less favorable than its out-
look in January. CBO anticipates that during the two-
year forecast period, the trade deficit will continue to
widen. At the end of 20006, it will be about $100 bil-
lion larger than CBO forecast last winter. That outlook
reflects the impact of the higher energy prices of the past
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Box 2-2.

Employers’ Contributions to Defined-Benefit Pension Plans

According to the national income and product
accounts (NIPAs), employers” contributions to
defined-benefit pension plans have substantially
increased in recent years, more than doubling from
2001 ($36.0 billion) to 2002 ($77.2 billion) and
then jumping again in 2003 ($102.8 billion). That
growth in contributions occurred because many
plans had become underfunded, in some cases by
substantial amounts. (Being underfunded means that
the value of the plans’ assets is currently insufficient
to meet the plans’ projected liabilities—the pensions
owed to current workers and retirees and their survi-
vors.) The plans’ underfunding contrasted with their
circumstances during the late 1990s, when many
plans were well funded because of the boom in the
stock market. In that instance, not only were firms
not required to contribute to defined-benefit plans
but they were discouraged from doing so by limits on
the tax deductibility of contributions to overfunded
plans. When stock prices declined between 2000 and
2002, the value of the plans’ assets fell, and many of
them abruptly became underfunded.

A pension plan’s projected liabilities depend on the
stream of payments that it expects to make, after its
rules and actuarial assumptions about mortality are
taken into account. A further, critical element is the
interest rate, or discount rate, used to compute the
present value—the value in today’s dollars—of future
payments. The lower the discount rate, the higher
the value of future payments in today’s dollars. Under
the Employment Retirement Income Security Act of
1974, which sets minimum standards for the funding
of pension plans in private industry, the discount rate
must be no more than 105 percent of a weighted av-
erage of interest rates on 30-year Treasury securities
over the previous four-year period. The 2000-2002
decline in stock prices coincided with a sharp fall in

long-term interest rates—which exacerbated plans’
emerging underfunding.

Policymakers granted firms some temporary relief
from falling interest rates with the enactment of the
Job Creation and Worker Assistance Act of 2002
(JCWAA) and the Pension Funding Equity Act of
2004. JCWAA allowed plans to set a discount rate
equal to 120 percent of the weighted-average 30-year
Treasury rate in 2002 and 2003; the pension funding
act stipulated that for 2004 and 2005, the maximum
applicable rate would be a weighted average of rates
on amounts “conservatively invested in long-term
corporate bonds.” As a result, the maximum applica-
ble rate for most plans was 6.65 percent in 2003,
6.55 percent in 2004, and 6.10 percent in 2005.
(Without the legislation, it would have been about
5.8 percent in 2003, about 5.6 percent in 2004, and
5.5 percent in 2005.) One consequence of that
temporary relief is that the value of the assets of
defined-benefit pension plans is now further out of
line with the value of their liabilities than it would
otherwise have been—which means that future con-
tributions will probably have to be larger.

The Congressional Budget Office (CBO) estimates
that contributions in 2004 to private defined-benefit
plans totaled about $125 billion. That figure is about
$50 billion higher than CBO’s January 2005 esti-
mate of such contributions and roughly $30 billion
below what contributions would have been without
the temporary relief provided by the Pension Fund-
ing Equity Act. For 2005, those contributions will
edge up to $129 billion, CBO projects, despite last
year’s larger-than-expected total, reflecting the de-
cline in the maximum interest rate applicable to most
plans. Under current law, contributions in 2006 are
projected to surge by more than two-and-a-half
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times, to about $335 billion, as the temporary relief
measures expire and the maximum applicable interest
rate falls—to about 5.2 percent, CBO estimates (on
the basis of its interest rate forecast). For 2007, the
level of contributions will remain elevated, at $319
billion. But as those years’ contributions diminish the
funding gap and the maximum applicable interest
rate moves toward its estimated long-run average of
6.1 percent, contributions will fall, in CBO’s estima-
tion, to about $250 billion for 2008, about $230 bil-
lion for 2009, and roughly $200 billion annually
through 2015.

The required catch-up contributions, however, could
be either larger or smaller than CBO is forecasting,
for several reasons:

B CBO’s estimates reflect the best available informa-
tion about the current funding status of defined-
benefit plans, but complete and accurate data on
past contributions and current funding become
available only after a lag of several years. Thus, if
the current level of underfunding has been over-
stated, the estimated level of required contribu-
tions will be too high (and vice versa).

B Actual contributions will be affected by the per-
formance of the stock market. Several years of ris-
ing stock prices could increase the value of plans’
assets by enough to eliminate the underfunding in
many plans. Conversely, falling stock prices over
the next several years could drive some of the
most distressed plans into default, shifting the
burden of payments from the plans’ sponsors to
the federal Pension Benefit Guaranty Corpora-
tion. (A weak stock market would probably also
substantially increase the contributions required
for defined-benefit plans that remained in exis-
tence.) Although CBO does not attempt to fore-

cast stock prices, it does take their variability into
account in projecting defined-benefit contribu-
tions (in part because bigger ups and downs in
stock prices raise the probability that any given
defined-benefit plan will go into default).

B CBO assumed in its forecast that existing plans
would continue to operate unless they were forced
to default. However, some sponsors might choose
instead to “freeze” their plans so that no further li-
abilities were accrued.

B CBO’s estimates of required contributions might
be too high or too low if the future path of inter-
est rates differed significantly from CBO’s
forecast.

CBO’s current estimate of contributions to defined-
benefit plans differs from its January estimate in sev-
eral respects. First, the level of contributions that
CBO is now projecting for 2005 is about $15 billion
lower than the level in its previous forecast (because
of the larger-than-anticipated actual contributions in
2004, which slightly reduced the year-end gap be-
tween plans’ assets and liabilities). Second, because
the projected maximum applicable interest rate has
been reduced since CBO prepared its previous esti-
mates, projected contributions are now higher by
about $35 billion for 2006, $70 billion for 2007,
and $50 billion for 2008. Those estimates reflect
both lower yields on10-year Treasury notes and a
smaller assumed “spread” (or difference) between the
yields on 10-year and 30-year Treasury securities. By
2015, estimated contributions in CBO’s current
forecast are about $100 billion higher per year than
they were in its January forecast. Most of that differ-
ence is attributable to improvements in CBO’s meth-
ods for estimating the probability of a plan’s default.
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Figure 2-4.
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year and a half and CBO’s view that the fundamental fac-
tors underlying the increase in the trade deficit—includ-

ing the weak growth of demand among the United States’
trading partners and the demand for dollar assets by for-

eign investors—will dissipate only slowly.

Economic Conditions Abroad. Since CBO’s forecast last
winter, economic conditions abroad have deteriorated
slightly, and although the overseas economic recovery is
expected to continue, it appears to have slowed. Consensus
Forecasts, a survey of financial and economic forecasters,
reports that since January, private forecasters have down-
graded their outlook for economic growth during 2005
among countries that use the euro, cutting their estimates
from an average of 1.7 percent to 1.3 percent.4 For 2000,
forecasts have been cut from 2.0 percent to 1.7 percent.
Growth among the Asian economies in 2005 and 2006 is

4. Consensus Economics, Inc., Consensus Forecasts: A Digest of Inter-
national Forecasts (London: Consensus Economics, Inc., July 11,

2005).

expected to slow to about 3 percent, on average (down
from 4.2 percent in 2004), according to Consensus Fore-
casts. Japan is expected to continue to struggle with sag-
ging demand—although growth picked up slightly dur-
ing the first half of 2005—as well as with deflation and
slow expansion of incomes.” Among major emerging
economies in Asia (such as those of China and Malaysia),
analysts expect growth to slow from its fast pace in 2004
to more sustainable rates in 2005 and 2006. The econo-
mies of several Central and South American countries
(including Mexico’s, Brazil’s, and Argentina’s) grew rap-
idly in 2004. However, they are expected to grow more
slowly in 2005 and 2006 because interest rates in those
countries have risen during the first half of 2005 to
counter inflationary pressures.

China’s economy has continued to expand rapidly: out-
put has risen by more than 9 percent (measured as an an-
nual rate) over the past six months, despite its govern-
ment’s attempt to restrain investment spending. Most
private forecasters predict that economic growth in China
will remain strong in the near term (2005 and 2006), av-
eraging about 8 percent annually. That robust outlook is
unlikely to be affected by China’s recent announcement
that it will no longer peg its currency, the yuan, strictly to
the dollar and will thus allow market forces to play a
larger, though still limited, role in determining the yuan’s
exchange value.

The Current Account and the Exchange Value of the
Dollar. During the first half of 2005, the exchange value
of the dollar, which had been declining since 2002, rose,
and the current-account deficit continued to mount, at
midyear reaching $800 billion, or about 6%2 percent of
GDP (see Figures 2-5 and 2-6). CBO estimates that the
value of the dollar will resume its decline during the next
year and a half. However, it does not expect that drop to
offset the effect on the current account of stronger growth
in the United States relative to growth abroad. Thus, in
CBOQO’s estimation, the current-account deficit will remain
above $800 billion in 2005 and will top $850 billion in
2006.

A deficit in the current account implies that the amount
of capital flowing into the United States exceeds the
amount of capital flowing out of it; it is therefore a mea-

5. Deflation is a drop in prices so broadly based that general indexes
of prices, such as the consumer price index, register continuing
declines.
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ments are denominated in the relevant local currency, but
almost all of the United States’ liabilities to foreigners are
denominated in dollars. As a result, when the dollar de-
clines, the foreign-currency value of those net liabilities to
foreigners tends to shrink, thus relieving some of the
pressure for further depreciation. Fourth, because the
dollar’s depreciation makes U.S. goods cheaper abroad, it
tends to boost U.S. exports and economic growth and
thus improve the outlook for the current-account deficit.

International Developments and Their Influence on the
Domestic Economy. Some of the unusual aspects of the
U.S. economy’s recent performance (including low infla-
tion, low long-term interest rates, and a stronger-than-
expected exchange value of the dollar) may stem from the
influence that foreign economic developments have on
the United States. Robust demand for dollar-denomi-
nated assets in particular has buoyed the exchange value
of the dollar since the end of the 2001 recession, prevent-
ing it from declining as much as might be expected, given
the size of the U.S. current-account deficit. In addition,
the demand among foreign investors for dollar assets has
promoted lower interest rates in the United States, which

Figure 2-6.
The Current-Account Balance

sure of the growth of the United States’ net foreign liabil-
ities. Persistent current-account deficits since the early
1990s have led to a sizable increase in such liabilities—
which stood at $2.5 trillion at the end of 2004—prompt-
ing concerns about an abrupt fall in the demand for
dollar-denominated assets and, in turn, in the exchange
value of the dollar.

CBO expects that over the near term, the dollar will de-
cline at a moderate pace rather than fall sharply—a view
based on four reasons. First, investments in the United
States are expected to be more attractive than those avail-
able in other industrialized countries, primarily because
the outlook for U.S. economic growth is brighter. Sec-
ond, countries that export goods and services to the
United States will have an incentive to curb the decline in
the dollar’s value because it may hamper their sales in
U.S. markets and lower the value of their holdings of for-
eign exchange, which are primarily dollars. Third, a de-
cline in the dollar will be partly self-limiting. Most for-
eign assets owned by U.S. citizens, firms, and govern-
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have supported domestic demand and aided the boom in
residential investment.

The vigorous growth of U.S. demand for goods and ser-
vices has obvious benefits for the nation’s trading part-
ners, providing them with markets abroad for their goods
at a time when demand at home is weak. Indeed, the
United States has bolstered growth in the world economy
at a time when few other countries could do so, thus
helping in recent years to avert a possible global slow-
down. However, U.S. demand for foreign goods has also
resulted in larger current-account deficits.

Why dollars have been in such great demand abroad is
not fully understood, but a number of interrelated devel-
opments have encouraged the growth of saving relative to
investment in the rest of the world at the same time that
investment relative to saving has expanded in the United
States. (That shift in positions has led to capital flows
into the United States that are the counterpart of the in-
creasing current-account deficit.) Those developments
include the desire by many governments after the cur-
rency crises of the late 1990s to maintain large foreign
exchange balances in dollars; persistently slow growth in
domestic demand in a number of foreign economies;
consumer spending growth in China that lags behind
the rapid expansion of production and incomes; and,
more recently, the sharp increase in the price of oil. (See
Box 2-3 for more discussion of global saving, investment,
and capital flows.)

Economic activity in the rest of the world may also have
affected the U.S. economy through competitive pressures
and commodity prices. With few exceptions, domestic
demand has been growing slowly in economies around
the world during the past few years. At the same time,
though, production has been growing rapidly in many
countries, as firms in those nations focused on increasing
output for export. That added production of low-priced
goods for export—particularly goods from Asian coun-
tries—may have spurred increases in productivity among
U.S. manufacturers and dampened inflationary pressures
in the United States. It has also stimulated demand for
raw materials, which in turn has contributed to the recent
strength in the demand for petroleum.

Monetary Policy and Financial Market Conditions

During the next two years, the Federal Reserve will con-
tinue to move away from the accommodative stance that
it maintained from 2001 until the middle of 2004, CBO

forecasts, and will continue to raise its target for the fed-
eral funds rate, its primary policy instrument. CBO ex-
pects the central bank to increase the target rate at a mea-
sured pace until it reaches a neutral level that will support
sustainable growth yet maintain low inflation. Private
forecasters’ estimates of that neutral level vary with their
interpretation of underlying economic conditions but
generally range between 4 percent and 5 percent. As of
this writing, the target federal funds rate stands at 3.5
percent (compared with 1 percent in mid-2004); by early
next year, financial market participants expect the rate to
reach 4 percent.

Despite the increases that have occurred in the target rate,
conditions in the financial markets still favor the growth
of demand, according to an index of monetary and finan-
cial conditions compiled by the consulting firm Macro-
economic Advisers (see Figure 2-7). The index shows that
financial conditions are supporting demand through low
rates of interest on loans to businesses and households,
high levels of household wealth, and the expectation of
further declines in the exchange value of the dollar. Mon-
etary policy is expected to avert a sharp reversal of those
favorable financial conditions by continuing—as CBO’s
forecast assumes—the measured pace of increases in the
target federal funds rate.

In CBO’s estimation, the rate on three-month Treasury
bills will mirror the ascent of the target rate during the
near term. The rate on three-month bills, which stood at
2.5 percent early in 2005, is projected to average 3 per-
cent for 2005 and 3.7 percent for 2000.

The rate on 10-year Treasury notes will also rise, in
CBO’s estimation. The rate stood at 4.2 percent early this
year; CBO expects it to average 4.3 percent for all of
2005 and 4.7 percent for 2006. CBO’s estimates of the
rate for 2005 and 2006 are about 0.5 and 0.7 percentage
points lower, respectively, than its estimates last January.

Long-term rates have remained surprisingly low in re-
cent months despite an increase in short-term rates (see
Box 2-4 on page 40). Although the reasons for that stabil-
ity are not completely understood, strong foreign de-
mand for dollar-denominated assets has certainly helped
keep rates low. As a result, CBO’s forecast for long-term
rates is subject to an unusual degree of uncertainty: a shift
in the preferences of foreign investors could cause interest
rates to differ markedly from CBO’s estimates.
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Figure 2-7.
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Note: This index indicates the contributions of financial markets to
the rate of growth of real (inflation-adjusted) GDP It draws
on statistical relationships between real GDP and financial
variables such as interest rates, exchange rates, and equity
values. When the index is positive, overall conditions in the
financial markets are conducive to the growth of real GDP
When it is negative, overall financial market conditions are a
drag on growth.

Government Spending

The growth of real consumption plus spending for invest-
ment by all levels of government combined has slowed in
each of the past two years, and CBO expects it to remain
at roughly 2 percent for 2005 (essentially the same pace
as in 2004). Continued slow growth of purchases of
goods and services by state and local governments are the
main reason for the persistent sluggishness in public
spending. By contrast, federal consumption plus invest-
ment will remain solid in 2005, CBO estimates, buoyed
by the supplemental appropriations for activities in Iraq
and Afghanistan, which had not been enacted when
CBO prepared its winter forecast.
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CBO’s procedures for projecting discretionary spending
in its baseline call for extrapolating the growth of budget
authority at the projected rate of inflation. CBO forecasts
that under those procedures, real federal spending will
show essentially no growth in calendar year 2006. By
contrast, the rate of growth of real consumption plus in-
vestment spending by states and localities will rise—but
not by enough to offset the slowdown in federal spend-
ing, in CBO’s estimation. As state and local revenues con-
tinue to pick up, those governments are likely to boost
their purchases modestly; however, a portion of the in-
creased revenues will probably be devoted to higher
spending for benefit programs, such as Medicaid, rather
than to direct purchases of goods and services.

Inflation

Consumer price inflation advanced more quickly during
the first half of 2005 than CBO and many other analysts
had anticipated, largely because energy prices remained
high but also because core inflation (which excludes food
and energy prices) grew faster than analysts had expected.
Despite those developments, however, CBO does not be-
lieve that the recent increases in prices will persist. Thus,
according to CBO’s forecast, oil prices will ease and,
helped by excess productive capacity worldwide, will
cause inflation to moderate in 2006 and thereafter.
Growth in the consumer price index, in CBO’s estima-
tion, will equal 3.1 percent between the fourth quarter of
2004 and the fourth quarter of 2005 and 2.1 percent
during 2006.

Energy and Food Prices. The price of oil early in 2005
remained higher than analysts expected, as robust eco-
nomic growth, especially in China and North America,
spurred a rising global demand for oil. The price of West
Texas Intermediate crude oil, for example, climbed to
about $48 per barrel in late 2004 and then rose further,
by mid-2005, to $56 per barrel (see Figure 2-8 on

page 42). Growth of the world’s oil supply was con-
strained by production capacity among members of the
Organization of the Petroleum Exporting Countries
(OPEC) and the dampening of private incentives to de-
velop oil reserves in Russia. CBO anticipates that oil
prices will stop rising during 2005 and 2006, as new in-
vestment in Saudi Arabia and oil from new sources out-
side of OPEC raise the global supply. However, CBO no
longer forecasts, as it did last winter, that oil prices will
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Box 2-3.

Global Saving and Investment

During the past decade in the United States, a fall in
the rate of saving and a rise in the rate of investment
produced a dramatic decline in the current-account
balance, from a deficit of 1.6 percent of gross domes-
tic product (GDP) in 1996 to a record deficit of over
6 percent early this year.! Such a large decline in the
balance that summarizes the United States’ transac-
tions with the rest of the world would not have been
possible without the willingness of foreigners to fi-
nance that deficit by buying U.S. dollar-denomi-
nated assets. The financing provided by all advanced
economies (excluding the United States’), as mea-
sured by their collective current-account balance,
rose from $82 billion a year, on average, during the
1990-1996 period to $338 billion in 2004 (see the
table at the right). Developing countries as a group
also provided a significant share of financing, as their
collective current-account balance rose from an aver-
age annual deficit of $87 billion during the 1990-
1996 period to a surplus of $247 billion last year.

The sources of the financing for the U.S. current-
account deficit arose from different developments in
different regions of the world. In the other advanced
economies, both the saving and investment rates fell,
with the rate of investment falling by more than the
rate of saving (see the table on the next page).

B In the Eurozone (comprising countries that use
the euro as their currency), weak economic activ-
ity depressed investment between 2000 and 2005.

B In Japan, the recession that began in 1992 turned
into a prolonged period of stagnation, further
weakening investment in that country over the
past decade.

1. The saving rate is national saving as a percentage of GDP;
the investment rate is business fixed investment plus inven-
tories as a percentage of GDP.

The Current-Account Balance in
Selected Countries and Areas

(Billions of dollars)

Average,
1990-
1996 2004 Change
United States -79.0  -665.9 -586.9
Other Advanced Economies 81.6 338.1 256.6
Eurozone 47°% 356 30.9
Japan 94.9 171.8 76.9
Newly industrialized
Asian economies 10.7 89.6 78.9
Other -28.7 41.1 69.8
Emerging/Developing Economies -86.5 246.6 3331
Middle East -15.4 112.5 127.9
Developing Asia -24.1 103.3 127.4
China 5.2 70.0 64.8
Other -47.0 30.8 77.8

Sources: Congressional Budget Office; International Monetary
Fund; Organization for Economic Cooperation and
Development; China’s National Bureau of Statistics.

Note: The categories in which the various economies are
grouped come from the International Monetary Fund,
World Economic Outlook: Globalization and External
Imbalance (Washington, D.C.: International Monetary
Fund, April 2005).

a. Data for the Eurozone begin in 1991, so the average is for
1991 to 1996.

B In the newly industrialized Asian economies
(those of Taiwan, Hong Kong, South Korea and
Singapore), the investment rate dropped even
more sharply than in Japan and the Eurozone.
That drop may be partly a cooling from their un-
sustainably strong investment growth in the early
1990s and partly a result of a shift of their invest-
ment funds to China in search of better opportu-
nities for profits.
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Box 2-3.

Continued

By contrast, for the emerging or developing econo-
mies taken as a whole, the rates of saving and invest-
ment rose, but the saving rate rose by a greater
amount.

m In the Middle East, the rate of saving rose sharply
with the rise in oil revenues, especially with the
increase in oil prices after 2001, whereas the in-
vestment rate barely changed. (Saving rates in
other oil-exporting nations in the emerging and
developing world, notably Russia, Nigeria, and
Venezuela, also rose relative to investment.)

B In countries affected by the series of financial cri-
ses in the late 1990s and early 2000s—the Asian
crisis of 1997-1998, Russia’s debt default in 1998,
the Brazilian real crisis of 1999, and the Argentin-
ian peso crisis of 2002—saving rates also rose.
Those countries may have been unable to avoid
or dampen the severity of those crises because
they did not hold enough foreign exchange re-
serves to fend off the attacks on their currencies.
Consequently, those and other emerging and de-
veloping countries (such as China) have adopted
economic policies to shift their current-account
balances toward greater surpluses in an attempt to
accumulate reserves and reduce their exposure to
the risk of crisis.

m For China, globalization and a shift from a state-
oriented economy to a more market-oriented one
may also have spurred increases in the rates of in-
vestment and saving. Chinese businesses and
foreign firms have boosted their investment in
an attempt to capitalize on the country’s fast-
growing economy. Furthermore, facing under-
developed financial markets, Chinese businesses
have retained their growing revenues to finance
further investment, while Chinese workers also
have increased their saving.

Saving and Investment in Selected
Countries and Areas

(Percentage of GDP)
Average,
1990-
1996 2004 Change
World
Saving 22.9 24.9 2.0
Investment 24.0 24.6 0.6
United States
Saving 15.6 13.6 -2.0
Investment 18.1 19.6 15
Other Advanced Economies
Saving 2.7 22.7 -1.0
Investment 23.6 21.3 2.3
Eurozone
Saving 21.4°% 209 0.5
Investment 21.3°%  20.2 11
Japan
Saving 32.4 27.6 4.8
Investment 30.2 23.9 -6.3
Newly industrialized
Asian economies
Saving 34.1 313 2.8
Investment 32.6 249 -7.7
Emerging/Developing Economies
Saving 25.2 3L5 6.3
Investment 27.5 29.2 17
Middle East
Saving 22.4 32.0 9.6
Investment 25.8 25.4 0.4
Developing Asia
Saving 30.7 38.2 7.5
Investment 32.8 35.5 2.7
China
Saving 40.6 46.4 5.8
Investment 38.8 43.9 51

Sources: Congressional Budget Office; International Monetary
Fund; Organization for Economic Cooperation and
Development; China’s National Bureau of Statistics.

a. Data for the Eurozone begin in 1991, so the average is for
1991 to 1996.
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Box 2-4.

The Spread Between Long-Term and Short-Term Interest Rates

Between mid-2004 and August 2005, the Federal
Reserve boosted its target for the federal funds rate
(the interest rate that financial institutions charge
each other for overnight loans of their monetary re-
serves) from 1 percent to 3.5 percent in 10 carefully
prepared steps that for the most part market partici-
pants were able to anticipate. Further increases are
widely expected over the balance of 2005.

Under such circumstances, the rate on 10-year Trea-
sury notes would typically increase as well. Eco-
nomic analysis indicates that the long-term rate
should in part reflect the average of the current
short-term rate and the sequence of short-term rates
expected to prevail over the 10-year span of the long-
term note. The other component of the long-term
rate is a risk premium. Holders of long-term Trea-
sury notes cannot rule out the possibility that infla-
tion might be higher than they expect—which
would result in an unanticipated loss of purchasing
power from the stream of interest payments that the
notes provide and the principal that is returned when
the note matures. To cover that risky contingency,
the long-term rate would be expected to include an

extra margin above the average of current and ex-
pected short-term rates. Instead, between mid-2004
and August 2005, the rate on 10-year Treasury notes
failed to rise as sharply as in past instances of in-
creases in the federal funds rate.

What accounts for that surprising relationship of
long-term rates to actual and expected increases in
short-term rates? Analysts have offered a number of
explanations, and the factors they have suggested
may all have played some role. One such factor may
be that market participants expected U.S. economic
growth to slow as a result of higher oil prices, which
are siphoning off demand and sending it abroad.
Typically, long-term rates fall relative to short-term
rates when the economy is expected to weaken. But
the low long-term rates have been a global phenome-
non, which suggests that other influences besides oil
prices are operating.

A second factor may be the growing need of pension
funds to add more long-term, investment-grade se-
curities (such as Treasury notes) to their stock of as-
sets to shore up underfunded plans. Pension funds

retreat to their pre-2004 values. Nevertheless, the halt in
the ascent of prices will be enough to considerably slow

inflation in consumer energy prices during the remainder
of 2005 and in 2006.

After surging in 2004, inflation in food prices moderated
in early 2005 and is expected to decline during the re-
mainder of this year and throughout 2006. Prices for
food and beverages, as measured by the CPI-U, climbed
by 3.4 percent in 2004, largely because of an unexpected
spike in the price of beef. CBO forecasts that food prices
will grow by a modest 2.5 percent in 2005 and by 2.4
percent in 20006.

Core Inflation. Core inflation stepped up slightly in early
2005, rising at an annual rate of 2.3 percent during the

first half of this year, compared with 2.1 percent in 2004.
Most of the hike in core inflation can be traced to a jump

in growth of the CPI-U for core commodities—itself the
result of a sharp increase in used car prices as well as
higher prices for new vehicles, apparel, and household
furnishings (see Figure 2-9 on page 42). Some of those
categories appear to be rebounding from unusually small
price rises during the 2002-2004 period; if that is indeed
the case, those categories are unlikely to push up core in-
flation further. Apparently, however, the spike in energy
prices since 2003 has temporarily fed into the core rate’s
upturn, although it is difficult to calculate the impact
with precision. CBO estimates that faster energy price in-
flation has contributed more than a quarter of a percent-
age point to growth in the core CPI-U during the first
half of 2005.

In CBO’s forecast, the core CPI-U grows by 2.4 percent
during 2005 (measured fourth quarter over fourth quar-
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Continued

may have turned to the government’s 10-year notes
because the financial markets in recent years have
downgraded bonds from companies such as Ford
and General Motors, and as a result, the supply of
investment-grade securities has shrunk. (Some ana-
lysts maintain that this effect can be no more than a
very small part of the explanation.)

A third factor is the large purchases of Treasury secu-
rities by the central banks of other nations. Yet ac-
cording to Federal Reserve Chairman Greenspan,
“given the depth of the market for long-term Trea-
sury instruments, the Federal Reserve Board staff es-
timates that the effect of foreign official purchases
has been modest. Furthermore, such purchases seem
an implausible explanation of why yields on long-
term 7on-U.S. sovereign debt instruments are so

low.”!

1. Alan Greenspan, “Remarks by Chairman Alan Greenspan
[at] the International Monetary Conference, Beijing, Peo-
ple’s Republic of China” (June 6, 2005), available at www.
federalreserve.gov/boarddocs/speeches/2005/20050606/
default.hem.

A fourth factor in the decline of long-term rates in
the face of an expected path of higher short-term
rates could be the addition of China, India, and
countries of the former Soviet Union to the global
marketplace. That development has had several im-
portant effects: it has increased the world’s produc-
tive capacity, supplied new saving, contributed to
low inflation, and reduced inflation risk premi-
ums—thus helping narrow the spread between
long-term and short-term interest rates. However,
whether that development has affected interest rates
only in the past year and not earlier is an open
question.

In the Congressional Budget Office’s (CBO’s) view,
some of those factors are likely to persist during the
next 10 years. Consequently, CBO’s medium-term
projection incorporates a spread between the three-
month Treasury bill rate and the 10-year Treasury
note rate of 0.7 percentage points, on average, dur-
ing the 2007-2015 period—which is about two-
tenths of a percentage point smaller than the spread
in last winter’s forecast.

ter) and then climbs by 2.2 percent in 2006. The slowing
of core inflation reflected in that second estimate is based
on CBO’s view that excess capacity apparently exists both
in the United States and abroad. For the United States,
CBO’s estimates imply a sizable output gap (the differ-
ence between GDP and potential GDP) during the first
half of 2005. Hence, there is room for the growth of real
GDP to outpace that of potential GDP before the na-
tion’s productive capacity begins to feel some strain.

The Economic Outlook Through 2015
CBO projects that over the medium term (2007 through
2015), growth of real GDP will average 2.9 percent, a
pace just slightly faster than the average annual rate of
growth it projects for potential GDP (2.8 percent). In
CBO’s forecast for real GDP during 2005 and 2006, the
gap that exists between actual and potential output does

not completely close; rather, at the end of 2006, actual
GDP is slightly lower than potential GDP. Hence, real
GDP is projected to grow a bit faster than potential dur-
ing the medium term to bring the gap between actual and
potential output back to zero. CBO’s current projections
for the growth of real and potential GDP are both slightly
below the corresponding projections in its January 2005
forecast.

Unchanged since last winter are CBO’s medium-term
projections for inflation and unemployment. Inflation,
CBO projects, will average 2.2 percent annually as mea-
sured by the CPI-U and 1.8 percent as measured by the
GDP price index (which measures inflation by using a
different array of goods and services). The rate of unem-
ployment will average 5.2 percent, in CBO’s estimation,
which is the same as its forecast of the natural rate of un-
employment.
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Figure 2-8.
The Price of Crude Oil
(Dollars per barrel)
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Bureau of Labor Statistics.

Prices are for West Texas Intermediate crude oil. The aster-
isk denotes the nominal price on August 5, 2005.

Note:

a. Real prices, which are expressed in 2004 dollars, were com-
puted using the research series of the consumer price index.

CBO estimates that during the 2007-2015 period, the
rate on three-month Treasury bills will average 4.7 per-
cent and the rate on 10-year Treasury notes, 5.4 percent.
For the three-month rate, CBO’s projection is a tenth of a
percentage point higher than last winter’s estimate; for
the 10-year rate, its projection is a tenth of a percentage
point lower.

In developing its medium-term projections, CBO consid-
ers the factors that underlie estimates of potential GDP,
such as growth of the labor force, of capital services (the
productive services provided by the economy’s capital
stock), and of productivity. In doing so, CBO takes into
account the potential effects of current fiscal policy on
those factors, but it does not attempt to forecast business-
cycle fluctuations beyond the next two years.

Potential Qutput
CBO estimates that during the 2005-2015 period, poten-
tial output will grow at an average annual rate of 2.9 per-

cent (see Table 2-2). That rate of growth matches CBO’s
January estimate; however, the current projection incor-
porates small changes in the expected paths of some un-
derlying variables that largely offset one another. In par-
ticular, CBO’s estimate of the labor input (hours worked)
reflects slower growth than that in last winter’s projection,
whereas CBO’s current projections for the growth of cap-
ital services and total factor productivity, by comparison
with January’s, have been revised upward.

CBO projects that growth of the potential labor force will
average 0.8 percent annually during the 2005-2015 pe-
riod, down slightly from last winter’s estimate. That revi-
sion is based on new data in the sample used to estimate
the historical trend in that factor and on CBO’s reassess-
ment of trends in labor force participation rates. Until
now, CBO had assumed that the very low rates of labor
force participation since the 2001 recession were largely a
cyclical phenomenon and that those rates would recover
as the demand for labor picked up. But despite a more ro-
bust labor market since mid-2003, the participation rate
has not markedly risen. Hence, CBO’s current projection
relative to last January’s includes a smaller rebound in

Figure 2-9.
Core Consumer Price Index
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prices.
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Table 2-2.
Key Assumptions in CBO’s Projection of Potential Output

(By calendar year, in percent)

Projected Average

Average Annual Growth Annual Growth
Total, Total,
1950- 1974- 1982- 1991- 1996- 1950- 2005- 2011- 2005-
1973 1981 1990 1995 2004 2004 2010 2015 2015

Overall Economy

Potential OQutput 3.9 33 3.0 2.7 34 3.5 31 2.6 2.9
Potential Labor Force 1.6 2.5 1.6 1.2 1.2 1.6 1.0 0.5 0.8
Potential Labor Force Productivity® 23 0.8 14 1.5 2.2 1.8 2.1 2.1 2.1
Nonfarm Business Sector
Potential OQutput 4.0 3.6 31 31 3.9 3.7 35 3.0 33
Potential Hours Worked 14 2.4 15 13 1.3 1.5 11 0.6 0.8
Capital Input 3.8 43 41 2.7 4.6 3.9 4.5 3.6 41
Potential Total Factor Productivity 1.9 0.7 0.9 13 1.6 14 14 14 14
Potential TFP excluding adjustments 1.9 0.7 0.9 13 13 14 1.3 13 13
TFP adjustments 0 0 0 * 0.3 * 0.1 0.1 0.1
Price measurement” 0 0 0 * 0.1 * 0.1 0.1 0.1
Temporarily faster growth® 0 0 0 0 0.2 * 0 0 0

Contributions to Growth of Potential
Output (Percentage points)

Potential hours worked 1.0 1.7 1.0 0.9 0.9 1.1 0.7 0.4 0.6
Capital input 1.1 1.3 1.2 0.8 14 1.2 14 11 1.2
Potential TFP 1.9 0.7 0.9 13 1.6 14 14 14 14
Total Contributions 4.0 3.7 31 3.0 3.9 3.7 3.6 2.9 33
Memorandum:
Potential Labor Productivityd 2.6 1.2 1.7 18 2.6 2.2 2.4 2.4 2.4

Source: Congressional Budget Office.

Note: * = between zero and 0.05 percent.

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

b. An adjustment for a conceptual change in the official measure of the GDP price index.
c. An adjustment for the unusually rapid growth between 2001 and 2003.

d. The estimated trend in the ratio of output to hours worked in the nonfarm business sector.

participation rates, particularly for women ages 25 to 54, scheme used for different types of capital should give
and slower growth of the potential labor force (thatis, the =~ more prominence to faster-growing components of the
labor force adjusted for business-cycle effects). capital stock (especially communications equipment)
both in recent history and in CBO’s projection of their
CBO’s projection for the growth of capital services dur- future growth. In addition, as a result of adding new data
ing the 2005-2015 period is now nearly one-tenth of a for late 2004 and early 2005, CBO has revised its projec-
percentage point faster than it was in January. CBO tion for the rate of growth of potential total factor pro-
made that change largely because revisions in the data ductivity—growth is now estimated to be a shade faster

underlying its estimate have indicated that the weighting ~ than it was in last winter’s projection.
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Inflation, Unemployment, and Interest Rates

CBO’s outlook for inflation and unemployment during
the 2007-2015 period has not changed since January. In-
flation as measured by the CPI-U is expected to average
2.2 percent over the medium term, and growth of the
GDP price index is projected to average 1.8 percent.
CBO projects that the unemployment rate will average
5.2 percent between 2006 and 2015.

CBO projects interest rates over the medium term by
adding its projection for CPI-U inflation to its projec-
tions for real interest rates. Its current estimate of interest
rates during the 2007-2015 period differs slightly from
its projection last January as a result of its reevaluation of
both the level of real long-term rates over the medium
term and the spread between long- and short-term rates.
Over the 2007-2015 period, the interest rate on 10-year
Treasury notes will be 5.4 percent, CBO estimates, a fig-
ure that consists of an inflation projection of 2.2 percent
(unchanged since January) and a real rate of 3.2 percent
(which is 0.1 percentage points lower than January’s esti-
mate). That lower real rate reflects CBO’s revised projec-
tion for some of the components that determine the re-
turn to capital, including a modestly lower assumption
about the rate of depreciation relative to the one CBO
used for last January’s estimate.®

The rate on three-month Treasury bills (4.7 percent) in
CBO’s current medium-term projection is 0.1 percentage
point higher than its estimate last January. CBO raised
the rate to narrow the projected spread between long- and
short-term interest rates and thus to better align its pro-
jection with the difference between those rates in recent
years. Observers have attributed that historical narrowing
of the spread to structural factors, including the possibil-
ity that investors have increased confidence in the ability
of the Federal Reserve to keep inflation low during the
medium term. If that explanation is correct, then the de-
mand by investors for government securities could shift
away from short-term bills and toward longer-term notes.
(The more uncertain investors are about future inflation,
the more they tend to hold short-term bills to guard
against an unexpected loss of purchasing power.)

6. For more details, see Angelo Mascaro, Using the Natural Rate Con-
cept 1o Assess the Consistency of Projections Ten Years Abead for Real
Interest Rates and Inflation, Technical Paper No. 2004-5 (March
2004), available at www.cbo.gov.

An additional structural factor that may be moderating
markets’ expectations about inflation is the integration of
China, India, and the economies of the former Soviet
Union into world markets. That expansion of global eco-
nomic linkages has increased the world’s productive ca-
pacity and boosted global saving. In turn, by lessening
worries about inflation, those developments have proba-
bly reduced the risk premium on the returns that inves-
tors have required to protect themselves against inflation.

Incomes

The portions of CBO’s economic forecast that most di-
rectly affect its outlook for revenues are the projections
for various categories of income—specifically, book prof-
its, wages and salaries, proprietors’ income, and personal
interest and dividend income.” For example, CBO’s esti-
mates of revenues from Social Security taxes, which are
levied on wages and salaries, are based largely on its esti-
mates of wages and salaries. In fact, because wages are also
the major determinant of future personal income tax
revenues, CBO’s projection for wages and salaries is the
forecast’s single most important element for estimating
revenues.

CBO’s estimate of wages and salaries over the medium
term is based on the assumption that the GDP share of
labor compensation will move toward its post-World
War II average. Broadly speaking, GDP can be divided
into a share that goes to labor and a share that goes to
capital. Labor’s share includes wages and salaries, pay-
ments made on behalf of workers by employers (such as
their share of health insurance premiums, contributions
to pension funds, and payments for Social Security and
Medicare), and about 70 percent of proprietors’ income.®
The rest of GDP is attributed to capital. Although the
two shares have varied over the postwar period, labor’s
share has averaged 63 percent of GDP and capital’s, 37
percent (see Figure 2-10). Under the assumption that la-
bor compensation overall will maintain its postwar aver-

7. Proprietors’ income includes the income of self-employed workers
and income from partnerships.

8. The fraction of proprietors’ income that should be considered
labor income—as opposed to the part that is a return to capital
(the depreciation, rent, interest payments, and profits that can be
attributed to the fixed assets that proprietors use)—is not clear,
but a figure of 70 percent is generally accepted.
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Figure 2-10.

Labor Income and Wages and Salaries

(Percentage of GDP)
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Sources: Congressional Budget Office; Department of Commerce,
Bureau of Economic Analysis.

age share of GDP, CBO forecasts a slight decline over the
medium term in the share of compensation accounted for
by wages and salaries. That estimated decline is consistent
with the stability of labor’s overall GDP share over the
period because employers” payments for pensions and
health insurance premiums are assumed to rise slightly
relative to GDP during those years.

A component of that increase during the medium term is
a near-term surge that CBO expects in employers’ pay-
ments for defined-benefit pensions (see Box 2-2 on page
32). That surge will temporarily raise the share of income
going to labor. Because many defined-benefit plans are
underfunded (that is, their obligations exceed their
present assets and expected future income), current law
implies that employers will have to make large contribu-
tions in 2006. Those contributions will reduce employ-
ers’ profits. Policymakers have provided firms with tem-
porary relief from some of their funding requirements,
but those provisions expire at the end of this year. Al-
though the law may change and the large jump in contri-
butions may not occur, CBO’s forecast for profits relies
on an assumption that current laws and policies remain
in place.” Consequently, CBO estimates that as a result of
employers required contributions to defined-benefit
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plans, profits measured as a share of GDP will fall in
2006 and remain lower in 2007 and subsequent years
than would otherwise be the case.

Nevertheless, CBO does not project that profits as a share
of GDP will be extraordinarily low after 2007; in CBO’s
estimation, profits will average 8.3 percent of GDP dur-
ing the 2008-2015 period, a share slightly larger than
their average of the past 30 years. One reason that CBO
projects relatively high profits for the medium term is
that firms’ interest payments, which reduce profits, are
expected to be low relative to payments in the past—
largely because interest rates are low relative to those of
the past 30 years.

Changes in the Economic Outlook

Since January

CBO’s current outlook for the economy differs slightly
from its January 2005 outlook (see Table 2-3). For exam-
ple, in CBO’s current forecast, growth of real GDP is
slightly lower for 2005 and 2006 by comparison with
January’s estimates; thereafter, it is about the same in both
projections, averaging 2.9 percent between 2006 and
2015. CBO’s estimate of the unemployment rate is also
largely unchanged since last January.

The biggest difference between the current forecast and
last January’s is in the near-term outlook for inflation.
Prices for energy-related goods and services rose more
rapidly during the first half of 2005 than CBO had antic-
ipated, and CBO no longer assumes that oil prices will be
significantly lower in 2006. As a result, it has raised its
forecast for consumer price inflation by 0.6 percentage
points, on average, for 2005 and 20006. Its forecast for
growth in the GDP price index has been revised by a
slightly smaller amount, 0.5 percentage points for 2005
and 20006.

CBO’s current outlook for interest rates also differs from
last January’s, especially during the medium term. CBO
now projects that the rate on three-month Treasury bills
will average 4.7 percent during the 2007-2015 period, or
about a tenth of a percentage point higher than it pro-
jected in January; the rate on 10-year Treasury notes will

9. For a general description of the use of that assumption in CBO’s
economic forecast, see Congressional Budget Office, Whar Is a
Current-Law Economic Baseline? (June 2, 2005).
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Table 2-3.

CBO’s Current and Previous Economic Projections for Calendar Years 2004
Through 2015

Actual Forecast Projected Annual Average
2004 2005 2006 2007 to 2010 2011 to 2015
Nominal GDP (Billions of dollars)
August 2005 11,735 12,450 13,137 16,023 ® 19,946 °
January 2005 11,730 12,396 13,059 15,940 @ 19,861 °
Nominal GDP (Percentage change)
August 2005 6.6 6.1 5.5 51 45
January 2005 6.6 5.7 53 51 45
Real GDP (Percentage change)
August 2005 44 3.7 34 3.2 2.6
January 2005 4.4 3.8 3.7 3.3 2.7
GDP Price Index (Percentage change)
August 2005 2.2 2.3 2.0 1.8 1.8
January 2005 2.1 1.8 1.5 1.8 1.8
Consumer Price Index® (Percentage change)
August 2005 2.7 31 2.5 2.2 2.2
January 2005 2.7 2.4 1.9 2.2 2.2
Unemployment Rate (Percent)
August 2005 5.5 5.2 5.2 5.2 5.2
January 2005 5.5 5.2 5.2 5.2 5.2
Three-Month Treasury Bill Rate (Percent)
August 2005 14 3.0 3.7 4.6 4.7
January 2005 1.4 2.8 4.0 4.6 4.6
Ten-Year Treasury Note Rate (Percent)
August 2005 43 43 4.7 5.4 5.4
January 2005 43 4.8 5.4 55 55
Tax Bases (Billions of dollars)
Corporate book profits
August 2005 985 1,308 1,158 1,334°2 1,655 °
January 2005 984 1,331 1,222 1,349 2 1,635°
Wages and salaries
August 2005 5,373 5,749 6,055 7,367 2 9,132 °
January 2005 5,346 5,665 5,979 7,317 2 9,096 "
Tax Bases (Percentage of GDP)
Corporate hook profits
August 2005 8.4 10.5 8.8 8.4 8.3
January 2005 8.4 10.7 9.4 8.7 8.3
Wages and salaries
August 2005 458 46.2 46.1 46.0 45.9
January 2005 45.6 45.7 458 459 45.9
Memorandum:
Real Potential GDP (Percentage change)
August 2005 31 3.2 3.3 31 2.6
January 2005 3.2 3.2 3.3 3.1 2.7

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

a. Levelin 2010.
b. Levelin 2015.

c. The consumer price index for all urban consumers.
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average 5.4 percent during the period, or a tenth of a per-
centage point lower than in the previous forecast. The
implied narrowing of the spread between the two rates re-
flects the view that investors will shift their focus away
from short-term debt and toward interest-bearing assets
with longer maturities.

Comparison of Forecasts

CBO’s economic forecast is, broadly speaking, quite simi-
lar to those of the Administration and the Blue Chip con-
sensus, which is an average of the forecasts of about 50
private-sector forecasters (see Table 2-4). CBO’s estimates
of real growth in 2005 and 2006, for example, are within
a tenth of a percentage point of the Administration’s and
the Blue Chip’s forecasts for that period; in addition,
CBO and the private consensus foresee a slowing of
growth in 2006. The three forecasts for the unemploy-
ment rate over the near term are almost identical.

Nevertheless, there are some differences, notably in the
forecasts for inflation and short-term interest rates. CBO
predicts slightly higher inflation for 2005 than the other
forecasters do, but its estimate for 2006 is lower than
theirs. For 2005, its forecast for growth in the CPI-U is
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two-tenths of a percentage point above the Administra-
tion’s and about a tenth of a percentage point higher than
that of the Blue Chip consensus. For 2006, however,
CBO’s forecast for CPI-U inflation is 0.3 percentage
points below the Administration’s and 0.4 percentage
points below the Blue Chip’s. CBO’s outlook for short-
term interest rates is below that of the consensus for 2005
and 20006, equal to that of the Administration for 2005,
and above that of the Administration for 2006.

For the medium term (in this case, the 2007-2010 period
that the Administration’s projections cover), CBO’s and
the Administration’s outlooks are similar. (There is no re-
cent Blue Chip consensus survey of medium-term projec-
tions.) In both forecasts, the growth of real GDP averages
3.2 percent; however, the Administration forecasts higher
inflation than CBO expects as well as a slightly lower rate
of unemployment. The two projections for long-term in-
terest rates are identical: both expect the rate on 10-year
notes to average 5.4 percent from 2007 through 2010.
However, forecasts of short-term interest rates are the ex-
ception—CBO projects a significantly higher rate on
three-month Treasury bills during that period than the
rate the Administration anticipates.
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Table 2-4.

Comparison of CBO, Blue Chip, and Administration Forecasts for
Calendar Years 2004 Through 2010

Actual Forecast Projected Annual Average,
2004 2005 2006 2007 to 2010
Fourth Quarter to Fourth Quarter (Percentage Change)
Nominal GDP
Blue Chip consensus 6.4 6.1 54 n.a.
CBO 6.4 6.0 53 5.0
Administration 6.4 5.9 55 54
Real GDP
Blue Chip consensus 3.9 3.6 3.2 n.a.
CBO 3.9 35 34 3.2
Administration 3.9 3.4 3.4 3.2
GDP Price Index
Blue Chip consensus 2.4 2.4 2.1 n.a.
CBO 2.4 2.3 1.8 1.8
Administration 2.4 2.3 2.1 2.1

Consumer Price Index®

Blue Chip consensus 34 2.9 23 n.a.
CBO 34 31 2.1 2.2
Administration 34 2.9 2.4 2.4

Calendar Year Average
Unemployment Rate (Percent)

Blue Chip consensus 5.5 51 5.0 n.a.
CBO 5.5 5.2 5.2 5.2
Administration 5.5 5.2 51 5.0

Three-Month Treasury Bill Rate (Percent)

Blue Chip consensus 14 3.2 41 n.a.

CBO 1.4 3.0 3.7 4.6

Administration 14 3.0 34 3.7
Ten-Year Treasury Note Rate (Percent)

Blue Chip consensus 43 43 49 n.a.

CBO 43 43 4.7 54

Administration 43 43 4.8 54

Sources: Congressional Budget Office; Department of Labor, Bureau of Labor Statistics; Federal Reserve Board; Aspen Publishers, Inc., Blue
Chip Economic Indicators (August 10, 2005); Office of Management and Budget, Mid-Session Review: Fiscal Year 2006 (July 13,
2005).

Note: n.a. = not applicable.

a. The consumer price index for all urban consumers.




APPENDIX

A

Comparison of CBO’s and OMB’s Baselines

I he Administration’s Office of Management and

Budget (OMB) published its annual Mid-Session Review
of the President’s budget on July 13, 2005. In that report,
OMB updated its baseline (and policy) budget projec-
tions and its economic assumptions through 2010. This
appendix compares OMB’s baseline projections—also re-
ferred to as its “current-services” baseline projections—

with those of the Congressional Budget Office (CBO).

In the past, OMB and CBO constructed their baselines
using similar concepts derived from the Balanced Budget
and Emergency Deficit Control Act of 1985. Conse-
quently, discrepancies between the agencies” estimates
were attributable to differences in their respective techni-
cal and economic assumptions. This year, however, some
differences between CBO’s and OMB’s baselines result
from differing conceptual approaches and a difference in
when the estimates were prepared.

The Administration has deviated from the statutory base-
line concepts in two significant areas. First, OMB’s cur-
rent-services baseline assumes that most major provisions
of the Economic Growth and Tax Relief Reconciliation
Act of 2001 (EGTRRA) and the Jobs and Growth Tax
Relief Reconciliation Act of 2003 (JGTRRA) will be ex-
tended, although under statutory baseline rules they
should be assumed to expire as scheduled. The bulk of
those tax provisions are slated to expire at the end of De-
cember 2010—just beyond the five-year time horizon
discussed in this appendix—Dbut some of them expire
prior to that.

Second, the Administration has not assumed future-year
appropriations equal to the inflated value of supplemen-
tal appropriations enacted in October 2004 ($11.5 bil-
lion for disaster relief, primarily in response to hurricane
damage) and in May 2005 ($82.1 billion, primarily for

military activities in Iraq and Afghanistan). Another $1.5
billion in supplemental funding was enacted for veterans’
medical programs after OMB published its current-ser-
vices baseline in July and is likewise not included in
OMB’s projections.

In addition to those relatively large conceptual adjust-
ments, OMB made two small changes in the way it ac-
counts for increases in pay and administrative expenses
when projecting discretionary spending, which results in
lower spending relative to CBO’s estimates. Finally, be-
cause OMB’s estimates were prepared earlier than
CBO’s, OMB’s baseline estimates do not include the ef-
fects of legislation enacted since mid-July—such as the
Energy Policy Act of 2005 and the Dominican Republic-
Central America-United States Free Trade Agreement
Implementation Act.

For 2005, CBO anticipates a deficit of $331 billion—the
same as OMB’s current-services estimate for the year.!
For each of the following five years, the gap between
CBO’s estimate of the deficit and that of OMB grows
progressively larger. In total, CBO’s projection of the def-
icit is $1.6 trillion for the 2006-2010 period, as com-
pared with OMB’s current-services projection of under
$1.0 trillion (see Table A-1).

Most of the divergence stems from the differing concep-
tual approaches. If OMB had followed the conventions
specified in the Deficit Control Act (and had known
about subsequent legislation), CBO estimates that the
gap would shrink to roughly $210 billion, occurring

1. This is slightly lower than the $333 billion deficit the Administra-
tion projected assuming enactment of supplemental funding for
veterans” health care, student loan reforms (which have not been
enacted), and a few other proposals.
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Table A-1.

Comparison of CBO’s August 2005 Baseline and OMB’s July 2005
Current-Services Baseline

(Billions of dollars)

Total,

2006-

2005 2006 2007 2008 2009 2010 2010

CBO's August 2005 Baseline

Revenues 2,142 2,280 2,396 2,526 2,675 2,817 12,695

On-budget 1,566 1,670 1,753 1,849 1,966 2,075 9,312

Off-budget 576 611 643 676 709 743 3,382
Outlays

Discretionary 962 991 1,008 1,032 1,052 1,075 5,159

Mandatory 1,329 1,396 1,476 1,557 1,650 1,743 7,821

Net interest 182 208 237 271 295 316 1,326

Total 2,473 2,595 2,721 2,860 2,997 3,134 14,306

On-budget 2,073 2,173 2,281 2,403 2,522 2,639 12,018

Off-budget 400 422 440 457 475 495 2,288

Surplus or Deficit (-) -331 -314 -324 -335 -321 -317 -1,612

On-budget -507 -503 -528 -554 -556 -564 -2,706

Off-budget 176 189 203 219 234 248 1,094

OMB's July 2005 Current-Services Baseline

Revenues 2,140 2,273 2,429 2,598 2,744 2,914 12,958

On-budget 1,564 1,651 1,781 1,913 2,023 2,150 9,519

Off-budget 576 622 648 685 721 763 3,439
Outlays

Discretionary 960 945 940 947 964 987 4,783

Mandatory 1,329 1,422 1,500 1,575 1,658 1,766 7,921

Net interest 183 204 226 245 262 278 1,215

Total 2,471 2,571 2,666 2,767 2,884 3,031 13,919

On-budget 2,071 2,148 2,226 2,311 2,408 2,533 11,626

Off-budget 400 424 440 456 476 498 2,293

Surplus or Deficit (-) -331 -299 -237 -169 -140 -117 -961

On-budget -507 -497 -445 -398 -385 -382 -2,107

Off-budget 176 198 208 229 246 265 1,146

Continued

largely in fiscal years 2008-2010.% Adjusted for the con- lays are also slightly lower—by roughly $90 billion, or
ceptual and timing differences described above, CBO’s 0.6 percent—over the five-year period.

revenue projections are lower than OMB’s—by about
$300 billion, or 2.3 percent—but CBO’s projected out-

Outlays
CBO expects total outlays in 2005 to be $2 billion higher
2. OMB has not published complete details on the impact of its than OMB’s current-services projections, with the largest
conceptual adjustments to the baseline. CBO used its own calcu- differences attributable to defense 8pending, Medicare,

lations to estimate the effect of such differences. and Medicaid. For the 2006-2010 period, CBO projects
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Table A-1.

Continued

Total,

2006-

2005 2006 2007 2008 2009 2010 2010
Difference (CBO's Baseline Minus OMB's)

Revenues 2 8 -33 -72 -69 -96 -263
On-budget 2 19 -29 -64 -57 -76 -207
Off-budget * -11 -4 -9 -12 -20 -57

Outlays
Discretionary 3 46 68 85 88 88 376
Mandatory * -26 -25 -17 -8 -23 -99
Net interest -1 4 11 25 32 38 110

Total 2 23 54 94 113 103 387
On-budget 2 25 54 93 114 106 392
Off-budget * -2 * 1 -1 -3 -5

Surplus or Deficit (-)? * -16 -87 -166 -182 -200 -650
On-budget * -7 -83 -156 -171 -182 -599
Off-budget * -9 -5 -10 -11 -18 -52

Sources: Congressional Budget Office; Office of Management and Budget.

Notes: OMB’s baseline deviates from the concepts delineated in the Balanced Budget and Emergency Deficit Control Act of 1985 in two signif-
icant ways: it assumes that most tax provisions enacted in 2001 and 2003 will be extended, and it does not extrapolate supplemental
appropriations provided for 2005 into future years. Also, CBO’s baseline includes the effects of recent legislation, such as the Energy
Policy Act of 2005 and the Dominican Republic-Central America-United States Free Trade Agreement Implementation Act, which were

enacted after OMB’s baseline had been published.

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

a. Negative numbers denote that the Administration’s deficit estimate is lower than CBO’s.

$387 billion more in total outlays than OMB does in its
current-services baseline. Conceptual (and timing) differ-
ences boost CBO’s estimate of outlays over OMB’s by
about $480 billion over the five-year period; underlying
economic and technical assumptions cause CBO’s outlay
projections to be roughly $90 billion lower than OMB’s
current-services estimates. Such underlying differences
mostly stem from estimates of mandatory spending—
chiefly for the Medicare program.

Mandatory Spending

In total, CBO’s estimate for mandatory outlays in 2005 is
very close to OMB’s. Although CBO estimates $4 billion
in higher outlays for Medicare, that difference is mostly
offset by estimates of lower outlays for Medicaid ($2 bil-
lion lower than OMB’s estimates) and civil service retire-

ment programs and the Commodity Credit Corpora-
tion—each $1 billion lower than OMB anticipates for
2005.

Over the 2006-2010 period, CBO projects about $99
billion (or 1.3 percent) less in mandatory outlays than
OMB does. The bulk of that difference ($72 billion) is
related to Medicare spending and results from OMB’s
higher estimates of spending for the prescription drug
benefit and Medicare Advantage programs. OMB also
projects higher spending for veterans’ and civil service re-
tirement programs and Social Security—driven by higher
projected cost-of-living adjustments. Those differences
are partly offset by OMB’s larger estimates of future re-
ceipts from auctions of portions of the electromagnetic
spectrum, which reduce net outlays.
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Discretionary Spending

CBO estimates that outlays for defense in 2005 will total
about $493 billion—slightly higher than OMB’s estimate
of $490 billion. For the 2006-2010 period, CBO’s pro-
jections for defense outlays exceed OMB’s by $336 bil-
lion. Much of that difference results from the fact that
OMB does not include and inflate in future years $77.3
billion in supplemental funding provided in October
2004 and May 2005 for defense programs, which adds
$355 billion to CBO’s baseline outlays for the five-year
period. Excluding the extrapolated supplemental spend-
ing, CBO’s defense discretionary outlays are slightly
lower than OMB’s—mostly because the Administration
assumes higher inflation over the five-year period.

For nondefense discretionary spending, CBO’s 2005 esti-
mate of $469 billion is identical to OMB’s total. For the
2006-2010 period, CBO projects that nondefense discre-
tionary outlays will exceed OMB’s estimate by $40 bil-
lion under baseline assumptions. Again, much of that dif-
ference stems from supplemental budget authority ($17.8
billion in nondefense discretionary budget authority) that
CBO extrapolates in its baseline, thereby adding $63 bil-
lion in outlays over the five-year period. Excluding the
extension of the supplemental funding from CBO’s
numbers, the Administration’s higher inflation projec-
tion causes OMB’s estimate of nondefense outlays to be

slightly higher than CBO’s.

Net Interest

CBO’s and OMB’s estimates for net interest in 2005 are
very close, reflecting the fact that the 2005 deficit esti-
mates are the same. For the 2006-2010 period, however,
CBO’s estimate of net interest exceeds OMB’s by $110
billion. The Administration’s shorter-term interest rates
are lower than those in CBO’s economic projection,
which accounts for about $71 billion of the difference.
CBO projects higher baseline deficits than OMB does,
accounting for another $48 billion of the difference.
Technical differences reduce the gap by about $10 bil-
lion.

Revenues

CBO projects revenues that are higher than OMB’s cur-
rent-services baseline by $2 billion in 2005 and $8 billion
in 2006—relatively small differences. Over the 2006-
2010 period, however, CBO’s revenue estimates are a net

$263 billion lower than OMB’s—$303 billion lower for
economic and technical reasons, $9 billion lower because
CBO incorporated later-enacted legislation, and about
$49 billion higher for conceptual reasons.

Differences in the two agencies’ economic projections,
especially for wage and salary disbursements, explain
most of the economic and technical differences. First,
CBO and OMB assume about the same growth in real
gross domestic product (GDP), but CBO anticipates
slightly slower increases in prices. As a result, CBO
projects lower levels of nominal GDP growth and corre-
sponding taxable incomes, especially wage and salary
disbursements.

That difference in the two agencies” projections for wage
and salary disbursements is accentuated by CBO’s as-
sumption that a lower share of GDP will accrue to wages
and salaries than OMB assumes. CBO anticipates that
the wage and salary share of GDP will decline slightly
from 46.2 percent in calendar year 2005 to 46.0 percent
by 2010, whereas OMB anticipates that the share will rise
to 47.0 percent by 2010. In total, CBO projects that
wages and salaries will be lower than OMB projects over
the 2006-2010 period by about $750 billion, which re-
duces CBO’s estimate of individual income and social in-
surance revenues relative to OMB’s estimate.

Legislation enacted after the Administration published its
current-services baseline lowers CBO’s baseline revenue
estimates relative to OMB’s estimates. The Energy Policy
Act of 2005 and the Dominican Republic-Central
America-United States Free Trade Agreement Implemen-
tation Act together lower revenues by roughly $9 billion
over the 2006-2010 period.

The conceptual differences derive from OMB’s inclusion
of the effects of making permanent certain elements of
the tax provisions enacted in 2001 and 2003. Most of the
effects occur in 2008 and beyond, when the Administra-
tion’s proposals would extend the expiring tax cuts on
dividends, capital gains, and immediate deduction (“ex-
pensing”) of certain investments by small businesses.
CBO and the Joint Committee on Taxation estimate that
extending those elements of the tax laws would reduce
revenues by about $49 billion over the 2006-2010
period.
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CBO’s Economic Projections for 2005 Through 2015

' ear-by-year economic projections for 2005 to0 2015

are shown in the accompanying tables (by calendar year
in Table B-1 and by fiscal year in Table B-2). The Con-
gressional Budget Office did not try to explicitly incorpo-
rate cyclical fluctuations into its projections for years after

2006. Instead, the projected values shown in the tables
for 2007 through 2015 reflect CBO’s assessment of aver-
age values for that period—which take into account the
potential ups and downs of the business cycle.
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Table B-1.

CBO’s Year-by-Year Forecast and Projections for Calendar Years
2005 Through 2015

Actual Forecast Projected
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Nominal GDP
(Billions of dollars) 11,735 12,450 13,137 13,832 14,556 15,290 16,023 16,768 17,527 18,306 19,112 19,946
Nominal GDP
(Percentage change) 6.6 6.1 55 53 5.2 5.0 4.8 4.6 4.5 44 4.4 4.4
Real GDP
(Percentage change) 4.4 3.7 3.4 3.4 3.4 3.2 2.9 2.8 2.7 2.6 2.6 2.5
GDP Price Index
(Percentage change) 2.2 2.3 2.0 1.8 1.8 1.8 1.8 1.8 1.8 18 1.8 1.8
Consumer Price Index®
(Percentage change) 2.7 31 2.5 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Core Consumer Price Index”
(Percentage change) 1.8 2.3 2.3 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Employment Cost Index*
(Percentage change) 2.5 2.5 3.1 3.2 3.3 33 33 33 3.3 33 33 3.3
Unemployment Rate
(Percent) 5.5 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 1.4 3.0 3.7 4.4 4.7 4.7 4.7 4.7 4.7 4.7 4.7 4.7
Ten-Year Treasury
Note Rate (Percent) 43 43 4.7 5.3 5.4 54 54 54 5.4 54 54 54
Tax Bases
(Billions of dollars)

Corporate book profits 985 1,308 1,158 1,181 1,217 1,277 1334 1,389 1,448 1510 1,579 1,655

Wages and salaries 5,373 5,749 6,055 6,366 6,698 7,033 7367 7,705 8,047 8398 8,759 9,132
Tax Bases
(Percentage of GDP)

Corporate book profits 8.4 10.5 8.8 8.5 8.4 8.3 8.3 8.3 8.3 8.2 8.3 8.3

Wages and salaries 458 46.2 46.1 46.0 46.0 46.0 46.0 46.0 459 459 458 4538

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

Note: Percentage change is year over year.
a. The consumer price index for all urban consumers.
b. The consumer price index for all urban consumers, excluding food and energy prices.

c. The employment cost index for wages and salaries only, private-industry workers.
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Table B-2.
CBO’s Year-by-Year Forecast and Projections for Fiscal Years
2005 Through 2015
Actual Forecast Projected
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015

Nominal GDP
(Billions of dollars) 11,554 12,271 12,967 13,655 14,373 15,108 15,839 16,581 17,335 18,109 18,908 19,734
Nominal GDP
(Percentage change) 6.6 6.2 5.7 53 53 51 4.8 4.7 45 45 4.4 4.4
Real GDP
(Percentage change) 4.6 3.8 3.5 3.4 3.4 3.3 3.0 2.8 2.7 2.6 2.6 2.5
GDP Price Index
(Percentage change) 2.0 2.3 2.1 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8 1.8
Consumer Price Index®
(Percentage change) 2.3 3.2 2.7 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Core Consumer Price Index
(Percentage change) 15 2.3 2.3 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2 2.2
Employment Cost Index*
(Percentage change) 2.7 2.4 3.0 3.2 3.3 3.3 3.3 3.3 3.3 3.3 33 33
Unemployment Rate
(Percent) 5.6 5.3 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2 5.2
Three-Month Treasury
Bill Rate (Percent) 1.1 2.7 3.6 4.2 4.7 47 4.7 4.7 4.7 4.7 4.7 4.7
Ten-Year Treasury
Note Rate (Percent) 43 4.2 4.6 5.2 5.4 5.4 5.4 5.4 5.4 5.4 5.4 5.4
Tax Bases
(Billions of dollars)

Corporate book profits 962 1,250 1,190 1,172 1,203 1,262 1,322 1,374 1,433 1,495 1562 1,634

Wages and salaries 5,286 5,668 5,980 6,286 6,614 6,950 7,283 7,620 7,961 8,309 8,667 9,037
Tax Bases
(Percentage of GDP)

Corporate book profits 8.3 10.2 9.2 8.6 8.4 8.4 8.3 8.3 8.3 8.3 8.3 8.3

Wages and salaries 45.8 46.2  46.1 46.0 46.0 46.0 46.0 46.0 459 459 458 458

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

Note: Percentage change is year over year.
a. The consumer price index for all urban consumers.
b. The consumer price index for all urban consumers, excluding food and energy prices.

c. The employment cost index for wages and salaries only, private-industry workers.
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Contributors to the Revenue

and Spending Projections

I he following Congressional Budget Office analysts prepared the revenue and spending projections in this report:

Revenue Projections

Annabelle Bartsch
Mark Booth

Paul Burnham
Barbara Edwards
Pamela Greene
Laura Hanlon

Ed Harris

Larry Ozanne
Monisha Primlani
Emily Schlect
Kurt Seibert
David Weiner

Spending Projections

Customs duties, miscellaneous receipts
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