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Notes

CBO’s projections were completed before the new Administration took office on January 20,
2017. They do not incorporate any effects of executive orders or other actions taken by that
Administration.

Unless otherwise indicated, all years referred to in describing the budget outlook are federal
fiscal years, which run from October 1 to September 30 and are designated by the calendar
year in which they end. Years referred to in describing the economic outlook are calendar
years.

Numbers in the text, tables, and figures may not add up to totals because of rounding. Also,
some values are expressed as fractions to indicate numbers rounded to amounts greater than a
tenth of a percentage point.

Some figures in this report contain vertical gray bars that indicate the duration of recessions.
(A recession extends from the peak of a business cycle to its trough.)

As referred to in this report, the Affordable Care Act comprises the Patient Protection and
Affordable Care Act (Public Law 111-148), the health care provisions of the Health Care
and Education Reconciliation Act of 2010 (P.L. 111-152), and the effects of subsequent
judicial decisions, statutory changes, and administrative actions.

Supplemental data for this analysis are available on CBO’s website (www.cbo.gov/publication/
52370), as is a glossary of common budgetary and economic terms (www.cbo.gov/publication/

42904).

www.cbo.gov/publication/52370
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Summary

I n fiscal year 2016, for the first time since 2009, the
federal budget deficit increased in relation to the nation’s
economic output. The Congressional Budget Office pro-
jects that over the next decade, if current laws remained
generally unchanged, budget deficits would eventually
follow an upward trajectory—the result of strong growth
in spending for retirement and health care programs tar-
geted to older people and rising interest payments on the
government’s debt, accompanied by only modest growth
in revenue collections. Those accumulating deficits
would drive debt held by the public from its already high
level up to its highest percentage of gross domestic prod-
uct (GDP) since shortly after World War II.

CBO’s estimate of the deficit for 2017 has decreased since
August 2016, when the agency issued its previous esti-
mates, primarily because mandatory spending is expected
to be lower than earlier anticipated." However, the cur-
rent projection for the cumulative deficit for the 2017-
2026 period is about the same as that reported in August.

CBO’s economic forecast—which underlies its budget
projections—indicates that under current law, economic
growth over the next two years would remain close to the
modest rate observed since the end of the recession in
2009. Nevertheless, economic growth would continue to
outpace growth in potential (maximum sustainable)
GDP and thus continue to reduce the amount of
underused resources, or slack, in the economy. The result
would be increases in hiring, employment, and wages,
along with upward pressure on inflation and interest
rates. In the later part of the 10-year projection period,
output growth would be constrained by a relatively slow
increase in the nation’s supply of labor.

1. See Congressional Budget Office, An Update to the Budger and
Economic Outlook: 2016 to 2026 (August 2016), www.cbo.gov/
publication/51908.

CBO’s current economic projections differ from those it
published in August because of revisions involving several
factors that determine potential output. The agency now
expects real (inflation-adjusted) GDP and real potential
GDP in 2026 to be modestly lower than projected in
August. It also expects interest rates to be lower in the
first half of the projection period, but it projects a higher
rate of labor force participation throughout the period
than it reported in August.

CBO’s budget and economic projections are predicated
on the assumption that current laws generally remain in
place. Budgetary and economic outcomes are difficult to
project, however, and thus rather uncertain—even if
there are no changes to the laws that govern federal taxes
and spending. The agency strives to construct 10-year
budget and economic projections that fall in the middle
of the distribution of possible outcomes, given both the
fiscal policy embodied in current law and the availability
of economic and other data.

The Budget Deficit for 2017 Is Projected to
Be Similar to Last Year’s

CBO’s baseline estimate of the 2017 deficit is $559 bil-
lion, or 2.9 percent of GDP—Iess than the $587 billion
deficit posted in 2016 (see Summary Table 1). Both
totals, however, are affected by shifts in the timing of
some payments. Outlays in 2016—and thus the deficit—
were boosted by $41 billion because certain payments
that were to be made on October 1, 2016 (the first day of
fiscal year 2017), were instead made in fiscal year 2016
because October 1 fell on a weekend.?

2. October 1 will fall on a weekend again in 2017, 2022, and 2023.
In such cases, certain payments due on October 1 are made at the
end of September and thus are recorded in the previous fiscal year.
Those shifts noticeably boosted projected spending and deficits in
fiscal year 2016 and, in CBO’s projections, increase them in 2022;
the timing shifts reduce federal spending and deficits in fiscal years
2018 and 2024.


https://www.cbo.gov/publication/51908
https://www.cbo.gov/publication/51908
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Summary Table 1.
CBO’s Baseline Budget Projections
Total
Actual, 2018 2018-

2016 2017 2018 2019 2020

2022 2023 2024 2025 2026 2027 2022 2027

In Billions of Dollars

Revenues 3,267 3,404 3,604 3,733 3,878 4,019 4,176 4,346 4,527 4,724 4,931 5140 19,410 43,078
Outlays 3,854 3,963 4,091 4,334 4562 4,816 5,135 5,346 5554 5890 6,228 6,548 22,938 52,504
Deficit 587 559 487 601 -684 959 -1,000 -1,027 -1,165 -1,297 -1,408 -3,528 9,426

Debt Held by the Public
at the End of the Year

14,168 14,838 15,416 16,092 16,845 17,704 18,721 19,776 20,858 22,078 23,430 24,893 n.a. n.a.

As a Percentage of Gross Domestic Product

Revenues 178 17.8 181 181 18.1 181 181 182 182 183 184 18.1 18.2
Outlays 209 207 205 210 213 223 223 223 228 231 234 21.4 22.2
Deficit 32 29 24 29 32 42 42 41 45 48 50 -3.3 -4.0

Debt Held by the Public
at the End of the Year 770 775 774 779 788

81.3 826 838 853 87.0 889 n.a. n.a.

Source: Congressional Budget Office.

n.a. = not applicable.

For 2017, the net effect of those timing shifts and similar
shifts in spending from fiscal year 2018 into fiscal year
2017 is to increase outlays by $4 billion. If not for those
shifts, the deficit in 2016 would have been $546 billion
(3.0 percent of GDP), and the deficit projected for 2017
would be $555 billion (2.9 percent of GDP).

If there are no further legislative changes, both revenues
and outlays (adjusted to eliminate the timing shifts) are
projected to rise by about 4 percent this year. Higher
receipts from individual income taxes would be respon-
sible for much of the projected revenue increase, and
net interest payments would be the fastest-growing
component of the increase in spending.

Outlays (if not for the timing shifts) and revenues would
both rise at about the same rate as GDP, CBO estimates,
so they would be roughly the same relative to the size of
the economy in 2016 and 2017: 20.7 percent for outlays
and 17.8 percent for revenues. Debt held by the public is
projected to rise slightly relative to GDP.

Growing Deficits Through 2027
Are Projected to Drive Up Federal Debt

In CBO’s baseline projections, budget deficits remain
below 3.0 percent of GDP through 2019. But sub-
sequently, continued growth in spending—particularly

for Social Security, Medicare, and net interest—would
outstrip growth in revenues, resulting in larger deficits
and increasing debt. By 2027, the deficit would reach

5.0 percent of GDP—$1.4 trillion.

Revenues

If current laws generally remained unchanged, revenues
would rise from 17.8 percent of GDP in 2017 to

18.4 percent by 2027. They have averaged 17.4 percent
of GDP over the past 50 years.

Only revenues from individual income taxes would grow
faster than the economy over the course of the decade.
CBO’s baseline includes the following projections:

B Receipts from individual income taxes increase by a
total of 1.1 percentage points of GDP over the 10-year
period as a result of several factors, including real
bracket creep (the process by which, as income rises
faster than prices, an ever-larger proportion of income
becomes subject to higher tax rates), rising distribu-
tions from tax-deferred retirement accounts, and an
increase in the share of wages and salaries earned by
higher-income taxpayers.

B Remittances from the Federal Reserve, which have
been unusually high since 2010, drop by 0.2 percent-
age points of GDP to return to more typical amounts.
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Federal Debt Held by the Public
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B Payroll tax receipts decline by 0.1 percentage point of
GDP, primarily because of the expected increase in the
share of wages going to higher-income taxpayers.

B Corporate income tax receipts as a share of GDP also
fall by 0.1 percentage point between 2017 and 2027.

Outlays

In CBO’s projections, outlays remain near 21 percent of
GDP for the next few years, which is higher than their
average of 20.3 percent over the past 50 years. Later in
the coming decade, the growth in outlays would exceed
growth in the economy, and, by 2027, outlays would rise
to 23.4 percent of GDP. That increase reflects significant
growth in mandatory spending and interest payments,
which is offset somewhat by a decline in discretionary
spending as a share of GDP. More specifically, CBO’s
baseline includes the following projections:

B Outlays for mandatory programs increase as a share of
GDP by 2.4 percentage points from 2017 to 2027—
mainly because of the aging of the population and
rising per capita health care costs. Social Security
and Medicare account for nearly all of that increase.

B Because of rising interest rates and, to a lesser extent,
growing federal debt held by the public, the govern-
ment’s interest payments on that debt rise sharply over
the next 10 years—nearly tripling in nominal terms
and almost doubling relative to GDP.
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B Discretionary spending drops from 6.3 percent of
GDP in 2017 to 5.3 percent in 2027—a smaller
percentage relative to the size of the economy than
in any year since 1962 (the first year for which
comparable data are available).

Debt Held by the Public

As deficits accumulate in CBO’s baseline, debt held by
the public rises from 77 percent of GDP ($15 trillion) at
the end of 2017 to 89 percent of GDP ($25 trillion) by
2027. At that level, debt held by the public would be the
largest since 1947 and more than twice the average over
the past five decades in relation to GDP (see Summary
Figure 1).

Beyond the 10-year period, if current laws remained in
place, the pressures that contributed to rising deficits
during the baseline period would accelerate and push
debt up even more sharply. Three decades from now, for
instance, debt held by the public is projected to be nearly
twice as high, relative to GDP, as it is this year—and a
higher percentage than any previously recorded.

Such high and rising debt would have serious negative
consequences for the budget and the nation:

B Federal spending on interest payments would increase
substantially as a result of increases in interest rates,
such as those projected to occur over the next few
years.
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B Because federal borrowing reduces total saving in the
economy over time, the nation’s capital stock would
ultimately be smaller, and productivity and total wages
would be lower.

B Lawmakers would have less flexibility to use tax and
spending policies to respond to unexpected challenges.

B The likelihood of a fiscal crisis in the United States
would increase. There would be a greater risk that
investors would become unwilling to finance the gov-
ernment’s borrowing unless they were compensated
with very high interest rates; if that happened, interest
rates on federal debt would rise suddenly and sharply.

The Projected Deficit for 2017 Is Smaller
Than CBO’s August 2016 Estimate, but the
Cumulative Deficit Is Largely Unchanged

The deficit that CBO now projects for 2017 is $35 bil-
lion less than the amount the agency estimated in August.
Revenues and outlays alike are expected to be lower: reve-
nues by $17 billion, mostly as a result of lower receipts
from individual income taxes, and outlays by $52 billion,
mostly because of reductions in mandatory spending.

For the 2017-2026 period, CBO now projects a cumula-
tive deficit that is just $6 billion (or less than 0.1 percent)
larger than it projected in August, and the total remains
at $8.6 trillion for that period. By 2026, debt held by the
public is projected to total $23 trillion, about the same as
in the August projections.

CBO Expects Moderate Economic

Growth to Continue

According to CBO’s current baseline projections, con-
tinued economic expansion over the next two years will
virtually eliminate slack in the economy, thus putting
upward pressure on inflation and interest rates. After
that, the economy is expected to grow a bit more slowly.
The projections for later years do not reflect predictions
about business-cycle fluctuations or possible changes in
fiscal policy; rather, they are based primarily on projected
trends of underlying factors, such as productivity, growth
in the labor force and in the number of hours worked,
inflation, and interest rates.

JANUARY 2017

Economic Growth

CBO estimates that, in real terms, GDP will expand at an
average annual pace of 2.1 percent from the fourth quar-
ter of 2016 to the fourth quarter of 2018, after having
risen at an annual rate of 1.8 percent last year (see
Summary Figure 2). Most of the growth in output during
the coming years will be driven by consumer spending,
business investment, and residential construction, CBO
anticipates.

According to CBO’s projections, actual and potential
GDP alike will expand at an average annual rate of

1.9 percent during the second half of the 10-year period.
CBO estimates that the growth of potential output over
that period will be faster than it has been since the 2007—
2009 recession, mainly because the productivity of the
labor force is projected to rise, returning closer to its
average of the preceding two decades. However, that rate
of output growth represents a significant slowdown from
the average over the 1980s, 1990s, and early 2000s,
mainly because of the slower growth projected for the
nation’s supply of labor, which is largely attributable to
the ongoing retirement of baby boomers and the rela-
tively stable labor force participation rate among work-
ing-age women. (The labor force participation rate is the
percentage of people in the civilian noninstitutionalized
population who are at least 16 years old and are either
working or seeking work.)

The Labor Market

The shortfall between actual and potential employment,
CBO’s primary measure of slack in the labor market, was
about 1.6 million people at the end of 2016.° That short-
fall is projected to disappear in 2018 as the result of two
developments. First, the strengthening economy is
expected to slow the downward trend in the rate of labor
force participation as the increase in employers’ demand
for labor continues to draw workers back into the labor
force. Second, increases in hiring will lower the unem-
ployment rate, which is projected to reach 4.4 percent by
the end of 2018. As slack in the labor market dissipates
over the next two years, hourly wages are expected to rise.

3. Potential employment is the number of people employed when
unemployment is at its natural rate—the rate that arises from all
sources except fluctuations in aggregate demand—and when labor
force participation is at its potential rate. (Aggregate demand is
the overall demand for goods and services in the economy.)
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Summary Figure 2.

Actual Values and CBO’s Projections of Key Economic Indicators

CBO projects that economic activity will expand at a pace this year and next that will lower the unemployment rate and place upward
pressure on inflation and interest rates.
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Source: Congressional Budget Office, using data from the Bureau of Economic Analysis, the Bureau of Labor Statistics, and the Federal Reserve.

Real GDP is the output of the economy adjusted to remove the effects of inflation. The unemployment rate is a measure of the number of jobless people
who are available for work and are actively seeking jobs, expressed as a percentage of the labor force. The overall inflation rate is based on the price
index for personal consumption expenditures; the core rate excludes prices for food and energy.

For real GDP growth and inflation, percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next.
For the unemployment and interest rates, data are fourth-quarter values.

GDP = gross domestic product.
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Over the next five years, the monthly increase in nonfarm
payroll employment, which is estimated to average
160,000 jobs in the first half of 2017, is projected to set-
tle down to an average of 64,000 jobs. That slower pace
of job growth primarily reflects relatively slow growth in
the labor force, which is affected by the ongoing retire-
ment of the baby boomers. In CBO’s projections, the
unemployment rate averages 4.9 percent over the later
part of the projection period.

Inflation

CBO expects prices to rise at a modest pace over the next
few years. The agency anticipates that the diminishing
slack in the economy and higher oil prices will put
upward pressure on prices for goods and services. That
pressure will be somewhat alleviated by the effects of a
strong dollar in relation to other currencies, which will
reduce the cost of imported goods. In CBO’s projections,
the rate of inflation, as measured by the price index for
personal consumption expenditures, rises to 1.9 percent
in 2017 and to 2.0 percent in 2018. It remains, on aver-
age, at the Federal Reserve’s longer-run goal of 2 percent
throughout the rest of the coming decade.

Interest Rates

As the slack in the economy continues to diminish, the
Federal Reserve will continue to reduce its support of
economic growth, in CBO’s view. Thus, the federal funds
rate—the interest rate that financial institutions charge
one another for overnight loans of their monetary
reserves—is expected to rise gradually over the next few
years, reaching 1.1 percent in the fourth quarter of 2017,
1.6 percent in the fourth quarter of 2018, and 3.1 per-
cent in the later part of the projection period. Interest
rates on short-term Treasury securities are expected to
follow a similar pattern.

A projected rise in longer-term rates reflects the antici-
pated increase in short-term rates and an expected
increase in the term premium from historically low levels.
(The term premium is paid to bondholders as compen-
sation for the extra risk associated with longer-term
securities.) In CBO’s estimation, the term premium
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has remained low because of heightened concern about
global economic growth and increased demand for
longer-term Treasury securities as a hedge against possible
economic adversity. CBO projects that the interest rate
on 10-year Treasury notes will rise from 2.1 percent in
the fourth quarter of 2016 to 3.6 percent in the later part
of the projection period.

Although CBO projects that interest rates will rise above
those currently in effect, they are projected to remain low
by historical standards, for several reasons: slower growth
in the labor force, slightly slower growth in productivity,
and only partial dissipation of the factors that have
increased the demand for Treasury securities and held
down the term premium.

Real GDP Is Projected to Be Modestly Lower
Than CBO Estimated in August

CBO’s current economic projections differ somewhat
from those the agency made in August 2016. Most sig-
nificantly, potential and actual real GDP are expected to
grow more slowly. As a result, those measures are 0.8 per-
cent lower than CBO previously projected for 2026 (the
last year in the previous projection period). CBO’s pro-
jection of economic output is lower because of improve-
ments in the agency’s analytical methods and because of
data that became available between early July and early
December 2016. Nominal GDP is expected to be a little
lower, on average, over the decade.

Other changes are relatively small. CBO now estimates
that over the next decade, more people will be working
than it estimated in August. That change results from an
upward revision to the projected labor force participation
rate, which is partially offset by a downward revision in
the projected size of the population. Also, interest rates
are expected to be lower in the first half of the decade
than they were in the August projections. The slower rise
in interest rates that CBO now projects stems partly from
an anticipated slowing in the pace of rate increases by the
Federal Reserve.



CHAPTER

1

The Budget Outlook

After declining for several years, federal budget

deficits are on a path to rise during the next decade, the
Congressional Budget Office projects (see Figure 1-1).
Those shortfalls are projected to occur mainly because,
under current law, growth in revenues would be outpaced
by growth in spending for major benefit programs—
primarily retirement and health care programs targeted to
older people—and for interest on the federal debt.

As required by statute, when constructing its 10-year
baseline projections, CBO incorporates the assumption
that current laws governing taxes and spending will
generally remain unchanged in future years." Under that
assumption, in CBO’s baseline for the 2017-2027
period:

B Revenues rise by about 4 percent a year, on average,
increasing from 17.8 percent of gross domestic prod-
uct (GDP) in 2017 to 18.4 percent in 2027—about a
percentage point above their average over the 50-year
period from 1967 to 2016 (see Figure 1-2).

B Oudtlays rise faster than revenues—by about 5 percent
a year, on average—increasing from 20.7 percent of
GDP in 2017 to 23.4 percent in 2027, approximately
3 percentage points above their 50-year average. Rela-
tive to the size of the economy, the increase in manda-
tory spending—specifically, for Social Security and
Medicare—and payments for interest on the govern-
ment’s debt would more than offset a significant pro-
jected decline in discretionary outlays, which are
already more than 2 percentage points below their
50-year average.

1. CBO constructs its baseline in accordance with provisions set
forth in the Balanced Budget and Emergency Deficit Control Act
of 1985 (Deficit Control Act, Public Law 99-177) and the
Congressional Budget and Impoundment Control Act of 1974
(P.L. 93-344). CBO’s baseline is not intended to be a forecast of
budgetary outcomes; rather, it is meant to provide a neutral
benchmark that policymakers can use to assess the potential
effects of policy decisions.

B The deficit falls over the next two years—in large part
because of shifts in the timing of some payments that
affected outlays in 2016 and will do so again in 2017
and 2018—reaching a low of $487 billion in 2018.
However, the deficit increases over the remainder of
the projection period, reaching $1.4 trillion or
5.0 percent of GDP in 2027 (see Table 1-1 on
page 10). Over the past 50 years, the annual deficit
has averaged 2.8 percent of GDP.

Such a pattern over the next 10 years would cause debt
held by the public to increase from 77 percent of GDP at
the end of both 2017 and 2018 to 89 percent at the end
0f2027. Such high and rising debt would have significant
consequences, both for the economy and for the federal
budget. In particular:

B Federal spending on interest payments would increase
substantially as a result of rising interest rates, such as
those projected to occur over the next few years.

B Because federal borrowing reduces national saving
over time, the nation’s capital stock ultimately would
be smaller, and productivity and income would be
lower than would be the case if the debt was smaller.

B Lawmakers would have less flexibility to use tax and
spending policies to respond to unexpected challenges,
such as significant economic downturns or financial
crises.

B The likelihood of a fiscal crisis in the United States
would increase. Specifically, the risk that investors
would become unwilling to finance the government’s
borrowing, unless they were compensated with very
high interest rates, would increase. If that occurred,
interest rates on federal debt would rise suddenly and
sharply relative to rates of return on other assets.

Projected deficits and debt for the coming decade
reflect the weighty long-term budgetary challenges
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Figure 1-1.
Total Deficits and Surpluses
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facing the nation. The aging of the population is already
a significant issue: The population age 65 and older is
projected to grow by 39 percent through 2027, whereas
the population ages 20 to 64 is projected to grow by just
3 percent. In CBO’s baseline, projected spending for
people age 65 or older in five large programs—Social
Security, Medicare, Medicaid, and military and federal
civilian retirement—increases from about 37 percent of
all federal noninterest spending in 2017 to about 45 per-
cent in 2027. In addition, health care costs per benefi-
ciary (after adjusting for the aging of the population) are
projected to grow faster than the economy over the long
term, contributing to growth in spending for Medicare
and Medicaid in particular. The effects on the federal
budget of the aging population and rapidly growing
health care costs are already apparent over the 10-year
horizon—especially for Social Security and Medicare—
and will grow in size beyond the baseline period. Unless
laws governing fiscal policy were changed—that is,
spending for large benefit programs was reduced,
increases in revenues were implemented, or some combi-
nation of those approaches was adopted—debt would rise
sharply relative to GDP after 2027.>

2. For a more detailed discussion of the consequences of elevated
debt in particular and a long-term overview for the budget
generally, see Congressional Budget Office, The 2016 Long-Term
Budget Outlook (July 2016), www.cbo.gov/publication/51580.

2012 2017 2022 2027

CBO’s current projections for the coming decade have
changed little since its previous publication of 10-year
projections in August 2016.” Deficits under current law
are now projected to be just $6 billion higher between
2017 and 2026 (the 10-year projection period CBO used
last year). Relative to CBO’s previous set of projections,
deficits are lower in the first half of the period (by a
cumulative $131 billion) and higher in the second half
(by $136 billion). All told, the cumulative deficit over
the 10-year period is projected to total $8.6 trillion, or
3.8 percent of GDP, which is unchanged from August.

A Review of 2016

In fiscal year 2016, the budget deficit rose for the first
time in a number of years, totaling $587 billion—about
one-third more than the $438 billion shortfall recorded
in 2015. As a percentage of GDP, the deficit increased
from 2.4 percent in 2015 to 3.2 percent last year, the first
such increase since 2009. Part of the increase in the defi-
cit is attributable to the shifting of certain payments from
fiscal year 2017 into fiscal year 2016 (because October 1,
2016, fell on a weekend). Even without that shift of

$41 billion in payments, the budget shortfall would
have increased in 2016, amounting to $546 billion, or

3. For CBO’s previous baseline budget projections, see
Congressional Budget Office, An Update to the Budget and
Economic Outlook: 2016 to 2026 (August 2016), www.cbo.gov/
publication/51908.


https://www.cbo.gov/publication/51580
https://www.cbo.gov/publication/51908
https://www.cbo.gov/publication/51908
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Figure 1-2.
Total Revenues and Outlays
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Source: Congressional Budget Office.

3.0 percent of GDP. Revenues were nearly unchanged,
edging up by $17 billion (or 0.5 percent), while outlays
(with adjustments to exclude the effects of the timing
shifts) rose by $125 billion (or 3.4 percent).

In total, debt held by the public increased by $1.1 trillion
in 2016, reaching 77 percent of GDP—about 4 percent-
age points higher than the amount recorded in 2015,
marking the highest ratio since 1950. Debt increased
both because of the rise in the budget deficit and for
other reasons. For example, about $200 billion of that
increase stemmed from payments to the G-Fund of the
Thrift Savings Plan, which were made to compensate for
amounts that were not invested during the previous debt-
ceiling impasse. Another $155 billion stemmed from an
increase in the cash balance held by the Treasury.*

Revenues

Total revenues rose by just $17 billion (or 0.5 percent) in
2016, decreasing from 18.2 percent of GDP in 2015 to
17.8 percent. The biggest change was in collections of
corporate income taxes: Such receipts decreased by

During that impasse, which took place between March and
November 2015, the Treasury took a number of “extraordinary
measures” to borrow additional funds without breaching the debt
ceiling, including disinvesting the Thrift Savings Plan’s G Fund.
Once the debt limit was raised in November 2015, the G Fund
was made whole (with interest).

$44 billion (or 13 percent), from 1.9 percent of GDP in
2015 to 1.6 percent in 2016. That was the lowest per-
centage of GDP since 2012 and below the average of
2.0 percent of GDP over the past 50 years. Part of the
decline stemmed from the enactment in December 2015
of the Consolidated Appropriations Act, 2016 (Public
Law 114-113), which extended—retroactively and pro-
spectively—certain tax rules, including those that allowed
businesses with large amounts of investments in equip-
ment to immediately deduct from their taxable income
50 percent of the costs of those investments. CBO esti-
mates that the retroactive extension of those provisions
for tax year 2015, followed by a prospective extension for
2016, resulted in some revenue reductions that normally
would have happened in 2015 occurring in 2016 instead.
Another part of the decline may reflect taxable profits
that were lower in calendar year 2016 than they were
during 2015. The reasons for the decline will become
clearer as detailed information from corporate income
tax returns becomes available over the next two years.

Receipts from individual income taxes, the largest source
of revenues, rose by just $5 billion (or less than 1 per-
cent), and therefore fell as a share of the economy, from
8.6 percent of GDP in 2015 to 8.4 percent of GDP in
2016. However, that percentage in 2016 was still higher
than in any year since 2001, except for 2015. The slow
growth in those receipts in 2016 resulted from the off-
setting effects of different types of payments. Receipts
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Table 1-1.
CBO’s Baseline Budget Projections, by Category
Total
Actual, 2018-  2018-
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
InBillions of Dollars
Revenues
Individual income taxes 1,546 1,651 1,781 1,871 1,957 2,052 2,148 2249 2355 2,470 2590 2,714 9,809 22,187
Payroll taxes 1,115 1,150 1,190 1,230 1,265 1,312 1,364 1,417 1,468 1,525 1,583 1,640 6,361 13,993
Corporate income taxes 300 320 340 352 382 377 381 385 39 408 422 439 1,832 3,882
Other 306 283 293 280 274 278 284 295 308 322 336 347 1,408 3,016
Total 3,267 3,404 3,604 3,733 3,878 4,019 4,176 4,346 4,527 4,724 4,931 5,140 19,410 43,078
On-budget 2,457 2566 2,734 2834 291 3060 318 3318 3462 3,622 3789 3958 14,760 32,911
Off-budget” 810 838 870 899 928 959 993 1,028 1,064 1,102 1,142 1,182 4,649 10,168
Outlays
Mandatory 2,429 2,484 2585 2764 2925 3097 3329 3455 3583 3827 4,076 4305 14,700 33,946
Discretionary 1,184 1,209 1,210 1,238 1,257 1,284 1,315 1,340 1,367 1,405 1,439 1,475 6,304 13,330
Net interest 241 270 295 332 380 435 492 550 604 657 74 768 1,934 5,228
Total 3,854 3,963 4,091 4,334 4,562 4,816 5,135 5,346 5,554 5,890 6,228 6,548 22,938 52,504
On-budget 3,078 3,157 3,227 3409 3575 3761 4,008 4,143 4271 4524 4774 5000 17,980 40,692
Off-budget’ 776 806 864 925 987 1,055 1,127 1,204 1,283 1,366 1,454 1,548 4,958 11,812
Deficit (-) or Surplus -587 559 -487 601 -684 -797 -959 -1,000 -1,027 -1,165 -1,297 -1,408 -3,528 -9,426
On-budget -621 -591 -494 -575 -624 -701 -826 -825 -809 -902 985 -1,042 -3219 -7,781
Off-budget’ 34 32 6 -26 -60 -96 -134 -176 -218 -264 -312 -366 -309  -1,645
Debt Held by the Public 14,168 14,838 15,416 16,092 16,845 17,704 18,721 19,776 20,858 22,078 23,430 24,893 n.a. n.a.
Memorandum:
Gross Domestic Product 18,403 19,157 19,926 20,661 21,378 22,168 23,037 23,948 24,899 25,889 26,917 27,985 107,171 236,809
As a Percentage of Gross Domestic Product
Revenues
Individual income taxes 84 8.6 8.9 9.1 9.2 9.3 9.3 9.4 9.5 9.5 9.6 9.7 9.2 9.4
Payroll taxes 6.1 6.0 6.0 6.0 5.9 5.9 5.9 5.9 5.9 5.9 5.9 5.9 5.9 5.9
Corporate income taxes 1.6 1.7 1.7 1.7 1.8 1.7 1.7 1.6 1.6 1.6 1.6 1.6 1.7 1.6
Other 1.7 1.5 1.5 1.4 1.3 1.3 1.2 1.2 1.2 1.2 1.2 1.2 1.3 1.3
Total 178 178 181 181 181 181 181 181 182 182 183 184 18.1 18.2
On-budget 133 13.4 13.7 13.7 13.8 13.8 13.8 13.9 13.9 14.0 14.1 14.1 13.8 13.9
Off-budget” 4.4 4.4 4.4 4.4 4.3 4.3 43 4.3 4.3 4.3 4.2 4.2 4.3 4.3
Outlays
Mandatory 13.2 13.0 13.0 13.4 13.7 14.0 14.4 14.4 14.4 14.8 15.1 15.4 13.7 14.3
Discretionary 6.4 6.3 6.1 6.0 5.9 5.8 5.7 5.6 5.5 5.4 5.3 5.3 5.9 5.6
Net interest 1.3 1.4 1.5 1.6 1.8 2.0 2.1 2.3 2.4 25 2.7 2.7 1.8 2.2
Total 209 207 205 21.0 213 21.7 223 223 223 228 231 234 214 22.2
On-budget 16.7 16.5 16.2 16.5 16.7 17.0 17.4 17.3 17.2 17.5 17.7 17.9 16.8 17.2
Off-budget” 4.2 4.2 43 4.5 4.6 4.8 49 5.0 5.2 5.3 5.4 5.5 4.6 5.0
Deficit (-) or Surplus -3.2 -2.9 24 -2.9 -3.2 -3.6 -4.2 -4.2 -4.1 -4.5 -4.8 -5.0 -3.3 -4.0
On-budget -3.4 -31 -25 -2.8 -2.9 -3.2 -3.6 3.4 -3.2 -35 3.7 3.7 -3.0 -3.3
Off-budget’ 0.2 0.2 * -0.1 -0.3 0.4 -0.6 0.7 -0.9 -1.0 -1.2 -1.3 -0.3 0.7
Debt Held by the Public 77.0 71.5 77.4 77.9 78.8 79.9 81.3 82.6 83.8 85.3 87.0 88.9 n.a. n.a.

Source: Congressional Budget Office.

n.a. = not applicable; * = between zero and 0.05 percent.

a. The revenues and outlays of the Social Security trust funds and the net cash flow of the Postal Service are classified as off-budget.
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from amounts withheld from paychecks rose by $26 bil-
lion (or 2 percent), which was less than the growth rate of
the economy and the growth rate of wages and salaries
over the same period.” The increase in withheld taxes was
largely offset by a $20 billion decline in nonwithheld pay-
ments of income taxes, net of refunds. The reasons for
that decline will become clearer as data from tax returns
become available; but the decrease may, in part, reflect
weakness in nonwage income in 2015, which would have
reduced taxes paid in 2016.

Receipts from both payroll taxes and remittances from
the Federal Reserve grew faster than the economy, off-
setting some of the decline in corporate and individual
income tax revenues relative to GDP.® Receipts recorded
from payroll taxes, the second-largest source of revenues,
rose by $50 billion (or 5 percent), exceeding the rate

of growth of wages and salaries. They increased from

5.9 percent of GDP in 2015 to 6.1 percent in 2016.
Remittances to the Treasury from the Federal Reserve
rose by $19 billion, from 0.5 percent of GDP in 2015 to
0.6 percent of GDP in 2016—the highest level ever
recorded for that source. The increase in such payments
occurred largely because the Fixing America’s Surface
Transportation Act (P.L. 114-94) required the Federal
Reserve to remit most of its surplus account to the
Treasury. The central bank remitted the required addi-
tional amount, $19 billion, in late December 2015.

Outlays

Federal spending in 2016 rose to $3.9 trillion (or

20.9 percent of GDP) compared with $3.7 trillion (or
20.6 percent) in 2015. By comparison, outlays over the
past 50 years have averaged 20.3 percent of GDP. The
growth in outlays in 2016 occurred because of the follow-
ing changes, which reflect adjustments to exclude the
effects of shifts in the timing of payments:

5. The amounts currently reported for individual income and payroll
taxes in 2016 reflect allocations of total withholding on the basis
of estimates by the Department of the Treasury. When actual data
from 2016 tax returns become available, the department may
reallocate the 2016 receipts from those two sources by adjusting
the amounts recorded for 2017 (or some subsequent year).

6. The income produced by the various activities of the Federal
Reserve System, minus the cost of generating that income and the
cost of the system’s operations, is remitted to the Treasury and
counted as revenues in the budget.
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B Mandatory spending rose by 4 percent, increasing to
13.0 percent of GDP (compared with 12.8 percent in
2015).

B Discretionary spending increased by 1 percent but fell
to 6.4 percent of GDP (compared with 6.5 percent in
2015).°

B Net interest spending increased by 8 percent, rising to
1.3 percent of GDP (compared with 1.2 percent in
2015).

Mandatory Spending. Outlays for mandatory programs
totaled $2.4 trillion in 2016, $133 billion more than the
amount recorded in 2015. Without the shift in the tim-
ing of payments, which totaled $37 billion, mandatory
spending would have grown by $96 billion. The largest
increases in net outlays, compared with spending in
2015, are attributable to growth in Social Security,
Medicare, and Medicaid, as well as a decrease in receipts
from the auction of licenses to use the electromagnetic
spectrum (the proceeds of which are recorded as reduc-
tions in mandatory outlays). Those increases in outlays
were partially offset by lower amounts recorded for credit
programs related to higher education and housing,.

Social Security. Spending for Social Security totaled

$910 billion in 2016, $28 billion—or about 3 percent—
more than in 2015. That increase was about 1 percentage
point below the rate of growth in 2015, primarily because
beneficiaries did not receive a cost-of-living adjustment
(COLA) in January 2016. (The COLA was 1.7 percent
in 2015).

Medicare. In total, Medicare outlays—net of premiums
and other offsetting receipts—grew by $48 billion (or
9 percent) in 2016. That amount overstates underlying
growth in spending for the program, however, because
it reflects a $22 billion shift in the timing of certain
payments from 2017 to 2016. In the absence of that
shift in payments, Medicare spending would have risen
by $26 billion (or 5 percent) last year, largely because
of increased spending per person, particularly for

7. Mandatory spending is governed by statutory criteria and is not
normally controlled by the annual appropriation process.

8. Discretionary spending is controlled by annual appropriation acts
that specify the amounts that are to be provided for a broad array
of government activities, including, for example, defense, law
enforcement, and transportation.

11
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prescription drugs. Spending for such drugs increased by
roughly 15 percent last year, after adjustments for timing
shifts and reconciliation payments.” Much of that
increase stemmed from spending for people whose out-
of-pocket costs for prescription drugs exceeded the cata-
strophic limit on such spending.

Medicaid. Spending for Medicaid grew by $19 billion (or
5 percent) last year—about one-third the rate of growth
recorded in 2015. The slower growth in 2016 occurred in
part because the optional expansion of coverage autho-
rized by the Affordable Care Act (ACA) has been in place
for two years and the rapid growth in enrollment that
occurred during the initial stage of the expansion has
begun to moderate. CBO estimates that total enrollment
in Medicaid was 0.4 percent higher in 2016 than in the
previous year.

Spectrum Auctions. The Federal Communications
Commission occasionally auctions licenses for commer-
cial use of the electromagnetic spectrum. Receipts from
such auctions are recorded in the budget as reductions in
mandatory outlays. Net receipts from the auction held

in 2015 totaled $30 billion that year and $8 billion in
2016. The lower receipts in 2016 had the effect of boost-
ing outlays by $22 billion that year relative to the total in
the previous year.

Higher Education. Mandatory outlays for higher educa-
tion, which equaled $22 billion in 2015, fell to $8 billion
in 2016. Those outlays include the subsidy costs for
federal student loans issued in the current year, revisions
to the subsidy costs of loans made in past years, and man-
datory spending for the Federal Pell Grant Program. The
Department of Education recorded a revision to the sub-
sidy costs for past loans that resulted in a $7 billion
increase in outlays in 2016; the revision in 2015 was
larger, increasing outlays by $18 billion."” That difference
accounted for most of the drop in mandatory outlays for
higher education last year. In addition, mandatory out-
lays for Pell grants fell by nearly $4 billion."

Federal Housing Administration’s Credit Programs. The
Department of Housing and Urban Development
recorded revisions to the subsidy costs for past mortgage

9. Reconciliation payments are adjustments to payments to
prescription drug plans on the basis of actual expenditures. They
typically occur two years after the initial disbursements were
made.
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guarantees that resulted in a net $10 billion reduction in
outlays in 2016. In 2015, the department increased its
earlier estimates of such costs by $4 billion. As a result,
outlays in 2016 were, on net, $14 billion lower than in
2015.

Discretionary Spending. In total, discretionary outlays
increased in 2016 by $15 billion (or 1 percent). Defense
outlays inched up by $0.4 billion (or 0.1 percent) to
$584 billion last year, the first increase in nominal terms
since 2011. If not for the shift in the payment date for
military compensation, however, outlays would have
declined again in 2016—to $580 billion. That reduction
stemmed from a drop in spending for overseas contin-
gency operations (primarily for activities in Afghanistan
and related missions), which fell by roughly $5 billion,
CBO estimates; other defense spending rose slightly.
Measured as a share of GDP, outlays for defense totaled
3.2 percent in 2016. By comparison, as recently as
2010—when spending for overseas contingency opera-
tions was roughly $95 billion above last year’s level of
about $70 billion—defense outlays totaled 4.7 percent of
GDP.

Nondefense discretionary outlays rose to $600 billion in
2016, an increase of $15 billion (or 3 percent). Roughly a
quarter of that increase is the result of a lower negative
subsidy rate for mortgage guarantees by the Federal
Housing Administration. (A negative subsidy indicates
that the transactions are recorded as generating net
income for the government.) Because such receipts are
recorded as reductions in discretionary outlays, the
decline in receipts caused overall spending for nondefense
programs to rise. The remaining growth in nondefense
discretionary spending was the result of a number of

10. Under the Federal Credit Reform Act of 1990, a program’s subsidy
costs are calculated by subtracting the present value of the
government’s projected receipts from the present value of its
projected payments. The estimated subsidy costs can be increased
or decreased in subsequent years to reflect updated assessments of
the payments and receipts associated with the program. Present
value is a single number that expresses a flow of current and future
income (or payments) in terms of an equivalent lump sum
received (or paid) at a specific time. The present value depends on
the rate of interest (the discount rate) that is used to translate
future cash flows into current dollars.

11. Most of the Pell grant program is funded through discretionary
appropriations; such outlays rose by $2 billion in 2016. All told,
spending for Pell grants dipped by $2 billion in 2016, primarily
because of a drop in the number of students receiving such grants.



CHAPTER 1: THE BUDGET OUTLOOK

relatively small increases in outlays for various programs.
Such spending measured 3.3 percent of GDP in 2016,
unchanged from the percentage recorded in 2015.

Net Interest. Outlays in this category consist of the gov-
ernment’s interest payments on debt held by the public
minus interest income the government receives. In 2016,
such outlays totaled $241 billion, $18 billion (or 8 per-
cent) more than the amount recorded in 2015. That
increase resulted primarily from adjustments to the prin-
cipal of inflation-protected securities."” (Those adjust-
ments are made monthly to account for inflation, using
the consumer price index for all urban consumers, and
are recorded as interest outlays.) The continued accumu-
lation of debt also contributed to the increase in outlays
for interest.

The Budget Outlook for 2017

If the laws governing taxes and spending generally remain
unchanged in fiscal year 2017, CBO projects, the budget
deficit will decrease by $29 billion to $559 billion. That
drop in the deficit, however, is attributable to shifts in the
timing of some payments, which boosted the deficit
significantly in 2016 but will have a much smaller net
effect this year."”” Without those shifts, CBO estimates,
the deficit would total $555 billion this year, slightly
larger than the $546 billion deficit that would have been
recorded without the shifts in 2016. Measured relative to
the size of the economy, this year’s deficit is projected to
total 2.9 percent, CBO estimates, slightly below last
year’s level.

CBO estimates that, under current law, both revenues
and outlays (adjusted for shifts in timing) would increase
by about 4 percent in 2017, compared with increases of
0.5 percent and 3.4 percent, respectively, in 2016. A
number of factors are responsible for those changes.
Although total revenues are expected to grow roughly in

12. At the end of fiscal year 2016, $1.2 trillion in Treasury inflation-
protected securities was outstanding.

13. Because October 1, 2016, fell on a weekend, an estimated
$41 billion in payments that were due on that day were instead
made at the end of September 2016. As a result, outlays in 2016
were boosted (and outlays in 2017 were reduced) by the amount
of those payments. Similarly, outlays in 2017 will be boosted by
the shift of an estimated $45 billion in payments from fiscal year
2018 to 2017 because October 1, 2017, also falls on a weekend.
All told, outlays in 2017 will be $4 billion higher, on net, as a
result of those shifts.
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line with GDP in 2017, some sources of revenue grow
more quickly and some more slowly in CBO’s baseline
projections. Most notably, receipts from individual
income taxes, which barely grew in 2016, are expected to
increase by about 7 percent in 2017, while Federal
Reserve remittances, which were boosted significantly in
2016 by a one-time transfer to the Treasury, drop back
down in CBO’s projection for 2017.

In terms of outlays, net interest payments are anticipated
to increase by 12 percent in 2017 (after growing by 8 per-
cent last year), primarily because of higher interest rates.
Adjusted for the effects of timing shifts, mandatory
spending is projected to increase by 3.6 percent in 2017,
about half a percentage point less than in 2016, in part
because spending for Medicare (net of premiums) is
projected to grow more slowly. In addition, adjusted dis-
cretionary outlays are projected to increase by 2.5 percent
in 2017, a faster pace than in 2016, in part because
appropriations not constrained by the caps on discretion-
ary funding (established by the Budget Control Act of
2011, P.L. 112-25) are greater so far this year.

Revenues

CBO projects that if current laws remain unchanged,
revenues will increase by $137 billion in 2017, reaching
$3.4 trillion. Because revenues in CBO’s baseline projec-
tions rise at about the same rate in 2017 as the agency
expects GDP to increase, they are estimated to remain at
17.8 percent of GDP, the same percentage as in 2016,
and above the average of 17.4 percent of GDP recorded
over the past 50 years.

The relative stability in revenues as a percentage of GDP
in 2017 reflects movements in the following components:

B Individual income tax receipts are projected to rise
by about $105 billion, from 8.4 percent of GDP to
8.6 percent. The most significant source of the
increase is continued economic growth, which will
cause people’s income this year, in the aggregate, to
rise faster than the rate of inflation. The inflation rate
from the previous year is used to adjust the tax brack-
ets each January, and when income rises faster than
inflation, more of that income is pushed into higher
tax brackets (the phenomenon known as real bracket
creep).

B Remittances from the Federal Reserve System are pro-
jected to decline by $27 billion, from 0.6 percent of

13
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GDP to 0.5 percent. That decline largely reflects two
factors: First, remittances were unusually high in 2016
because legislation last year required the central bank
to remit most of its surplus account to the Treasury.
Second, interest rates increased, resulting in more
interest paid on reserves (and other instruments) in
2017.

m Changes in other sources of revenues are smaller and
mostly offsetting relative to GDP. Receipts from mis-
cellaneous fees rise slightly, largely because penalties
on employers who do not provide qualifying health
insurance to their employees are scheduled to be col-
lected for the first time. Receipts from corporate
income taxes also rise slightly following the temporary
reduction in receipts collected in 2016, discussed
above, which resulted from legislation enacted in
December 2015. Receipts from excise taxes decline
slightly, largely as a result of a one-year moratorium in
2017 on a tax imposed on health insurance providers.

Outlays

In the absence of changes to laws governing federal
spending, and assuming that full-year appropriations
equal the annualized funding provided in the Further
Continuing and Security Assistance Appropriations Act,
2017 (P.L. 114-254, the current continuing resolution),
outlays in 2017 will total $4.0 trillion, CBO estimates,
$109 billion more than in 2016. Outlays are projected to
total 20.7 percent of GDP this year, about 0.3 percentage
points less than the share recorded in 2016. If not for the
shifts in the timing of certain payments, outlays in 2017
would rise by $146 billion, or 3.8 percent, CBO esti-
mates—more slowly than the 4.1 percent average annual
rate of growth recorded between 2005 and 2015.

Mandatory Spending. Under current law, spending for
mandatory programs (adjusted for timing shifts) will rise
by $87 billion in 2017, CBO estimates, to a total of
$2.5 trillion (see Table 1-2 on page 16). Such outlays are
anticipated to total 12.9 percent of GDP this year, down
from the 13.0 percent that would have been recorded in
2016. The largest year-over-year changes are as follows:

Social Security. CBO anticipates that, under current law,
Social Security outlays will increase by $30 billion (or
3.3 percent) in 2017, a slightly faster rate of increase than
that recorded in 2016, primarily because beneficiaries
received a 0.3 percent COLA in January 2017 (whereas
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beneficiaries did not receive a COLA in 2016). The num-
ber of Social Security beneficiaries is projected to grow by
1.7 percent this year, about the same as the increase in

2016.

Medjicare. Medicare outlays (net of premiums and other
offsetting receipts and adjusted for shifts in timing) will
rise by $23 billion, or 4.1 percent, in 2017, CBO pro-
jects. That growth is less than last year’s rate of 4.8 per-
cent primarily because of greater receipts from premiums
paid by Medicare beneficiaries in 2017. Enrollment is
projected to increase by 2.7 percent in 2017, faster than
the 2.3 percent rate of increase recorded last year.

Medicaid. Spending for Medicaid is expected to increase
by $20 billion (or 5.5 percent) in 2017. The projected
rate of growth in outlays is about the same as last year’s
and is well below the average annual rate of growth
recorded over the two years before that, primarily because
the optional expansion of coverage authorized by the
ACA will have been in place for three years and because
the rapid growth in enrollment that occurred during the
initial stage of the expansion has moderated. CBO pro-
jects that, under current law, total enrollment in the
program will increase by about 1 percent in 2017, a
slightly faster rate of increase than in 2016.

Health Insurance Subsidies and Related Spending. Subsidies
that help people who meet income and other eligibility
criteria to purchase health insurance through market-
places (sometimes referred to as exchanges) and to meet
their cost-sharing requirements, along with related spend-
ing, are expected to increase by $9 billion in 2017 (com-
pared with an increase of $4 billion last year), reaching a
total of $51 billion. The higher spending reflects an
increase in the average subsidy per enrollee. Premiums for
individual policies for the second-lowest-cost “silver” plan
in the marketplaces—the benchmark for determining
marketplace subsidies—rose by about 21 percent, on
average, from 2016 to 2017. CBO and the staff of the
Joint Committee on Taxation (JCT) estimate that about
9 million people will receive marketplace subsidies, on
average, during calendar year 2017, roughly the same
number as in 2016 (see Box 1-1).

Higher Education. Reflecting the negative subsidy rates
estimated for new student loans, CBO projects, manda-
tory outlays for higher education will total —$6 billion in
2017, compared with $8 billion in 2016. About half of
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Box 1-1.
The Expansion of Medicaid and Nongroup Health Insurance Under the Affordable Care Act

Because of the complexity of the analysis involved, the Congressional Budget Office and the staff of the

Joint Committee on Taxation (JCT) generally produce one major update per year to their 10-year projections of
health insurance coverage for people under age 65. In preparing the January 2017 baseline, the agencies did
not undertake a complete update of those coverage projections, but did update projections of insurance
coverage that has the greatest effects on the federal budget and of the associated subsidy costs.! CBO’s
projections were completed before the new Administration took office on January 20, 2017. They do not
incorporate any effects of executive orders or other actions taken by that Administration.

Health Insurance Coverage

The updated projections focus on the coverage stemming from the expansion of eligibility for Medicaid under
the Affordable Care Act (ACA) and the nongroup coverage purchased through the health insurance market-
places (sometimes referred to as exchanges).

Medicaid. By CBO’s estimates, an average of 12 million noninstitutionalized residents of the United States
under age 65 will have health insurance in any given month in calendar year 2017 because they were made
eligible for Medicaid under the ACA. That expanded eligibility for Medicaid applies principally to adults whose
income is up to 138 percent of the federal poverty guidelines; the federal government pays nearly all of the
costs of expanding Medicaid coverage to those new enrollees. On average, 17 million people are projected to
have such coverage in 2027, if current laws remained in place.

Nongroup Coverage. In addition, CBO and JCT estimate that, in calendar year 2017, 9 million people per
month, on average, will receive subsidies for nongroup coverage purchased through the health insurance
marketplaces established under the ACA. Subsidized health insurance is now available to many individuals
and families with income between 100 percent and 400 percent of the federal poverty guidelines who meet
certain other conditions; they can purchase coverage through designated marketplaces and receive tax
credits that subsidize their insurance premiums, as well as cost-sharing subsidies. That number is projected to
be 11 million in 2027 under current law.

Overall, including people who do not receive subsidies for their insurance, CBO and JCT expect that 10 million
people per month, on average, will have insurance purchased through the marketplaces in 2017; that number
is projected to grow to 13 million by 2027. Not all nongroup coverage is purchased through the marketplaces.
In total, CBO and JCT estimate that 18 million people will have nongroup coverage in 2017 and that 20 million
people would have such coverage in 2027. From 2017 through 2027, under current law, the number of
uninsured people under age 65 would remain around 27 million or 28 million.

Federal Subsidies

CBO and JCT currently estimate that federal spending for people made eligible for Medicaid by the ACA will
be $70 billion, or 0.4 percent of gross domestic product (GDP), in fiscal year 2017. Such spending is projected
to rise at an average annual rate of about 7 percent, reaching $142 billion (or 0.5 percent of GDP) in 2027. For
the 2018-2027 period, such spending is projected to total $998 billion if current laws remained in place.

The agencies also estimate net federal subsidies for coverage obtained through the marketplaces to be
$49 billion, or 0.3 percent of GDP, in fiscal year 2017. Those subsidy amounts are projected to rise at an
average annual rate of about 9 percent, reaching $110 billion (or 0.4 percent of GDP) in 2027. For the 2018—
2027 period, the net subsidy is projected to total $919 billion under current law.

1. For more information, see Congressional Budget Office, “Federal Subsidies for Health Insurance (Includes Effects of the Affordable
Care Act)” (January 2017), www.cbo.gov/publication/51298.
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Table 1-2.
Mandatory Outlays Projected in CBO’s Baseline
Billions of Dollars
Total
Actual, 2018- 2018-
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
Social Security
Old-Age and Survivors Insurance 767 797 847 903 963 1,025 1,090 1,158 1,230 1,306 1,383 1,465 4,826 11,368
Disability Insurance 144 144 148 154 159 167 174 182 190 198 207 217 801 1,795
Subtotal 910 940 995 1,056 1,121 1,191 1,264 1,340 1,420 1,504 1,590 1,681 5,628 13,164
Major Health Care Programs
Medicare” 692 705 716 791 849 912 1,019 1,052 1,085 1,200 1,303 1,402 4,283 10,330
Medicaid 368 389 408 428 450 474 499 525 554 584 616 650 2,259 5,189
Health insurance subsidies and related spendingb 42 51 61 70 80 85 20 93 98 101 104 106 385 887
Children's Health Insurance Program 14 15 1" 6 6 6 6 6 6 6 6 6 34 62
Subtotal® 1,116 1,159 1,196 1,295 1,385 1,477 1,613 1,676 1,742 1,891 2,029 2,165 6,966 16,468
Income Security Programs
Earned income, child, and other tax credits 85 87 86 88 88 88 90 92 93 95 97 98 441 915
Supplemental Nutrition Assistance Program 73 7 69 67 67 67 66 66 66 67 68 69 335 672
Supplemental Security Income 59 55 52 58 60 62 68 66 62 70 72 74 300 645
Unemployment compensation 33 32 33 35 41 45 47 49 51 54 56 59 202 472
Family support and foster ca re’ 31 31 32 33 33 33 33 34 34 34 35 35 164 336
Child nutrition 23 24 25 26 27 28 29 31 32 33 35 36 135 302
Subtotal 304 299 297 307 315 323 335 337 340 353 362 372 1,577 3,3M
Federal Civilian and Military Retirement
Civilian® 9 100 103 107 110 114 18 122 126 130 135 139 552 1,204
Military 62 58 55 62 64 66 73 70 66 73 75 71 320 682
Other 3 3 3 2 2 3 4 6 6 2 9 9 15 47
Subtotal 164 161 162 170 176 183 195 197 198 206 219 225 887 1,932
Veterans' Programs
Income securityf 87 85 82 94 97 101 113 108 103 116 120 125 488 1,061
Other? 20 21 19 18 18 19 20 20 20 22 23 24 95 205
Subtotal 107 106 101 112 116 120 134 129 123 139 143 149 582 1,266
Other Programs
Agriculture 13 12 17 14 14 15 14 14 14 15 15 15 74 147
MERHCF 10 10 1" 1 12 13 13 14 15 15 16 17 60 137
Deposit insurance -13 -14 -13 -7 -6 -6 -8 -8 8 -9 -9 9 -39 -82
Fannie Mae and Freddie Mac" 0 0 2 1 1 * 2 2 2 2 2 2 5 16
Higher education 8 -6 -3 -2 1 * 1 1 1 1 1 1 -6 -1
Other 48 66 70 70 67 69 68 66 65 65 68 67 343 674
Subtotal 66 68 84 87 87 90 90 89 88 90 94 93 438 892

Continued
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Billions of Dollars

Total
Actual, 2018- 2018-
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
Offsetting Receipts
Medicare' -104 113 126 -137 -148 -157 -170 -178 189 -205 -223 -237  -737 -1,768
Federal share of federal employees' retirement
Social Security A7 7 7 18 18 19 20 20 21 -2 22 -2 -92  -200
Military retirement -9 188 -8 18 -19 -19 -19 -20 -20 -20 -21 -21 93 -195
Civil service retirement and other -34 37 38 -39 -39 40 41 -42 43 44 45 46 197 416
Subtotal -0 72 713 -5 -6 -18 80 -82 -84 -8 -8 90 -382 -81
Receipts related to natural resources -8 -9 -12 -12 -1 -1 -1 -12 -13 -13 -14 -14 -58 -124
MERHCF -7 -7 -8 -9 9 10 10 -1 12 12 13 14 -47 - -109
Fannie Mae and Freddie Mac" -14 -15 0 0 0 0 0 0 0 0 0 0 0 0
Other 34 34 300 32 -3 -31 -31 -31 32 -39 24 24 154 -305
Subtotal -237  -250 -249 -264 -276 -287 -302 -314 -329 -3%5 -362 -380 -1,378 -3,117
Total Mandatory Outlays 2,429 2,484 2,585 2,764 2,925 3,097 3,329 3,455 3,583 3,827 4,076 4,305 14,700 33,946
Memorandum:
Mandatory Spending Excluding the
Effects of Offsetting Receipts 2,666 2,734 2,834 3,028 3,201 3,384 3,631 3,769 3,912 4,182 4,437 4,685 16,078 37,063

Spending for Medicare Net of
Offsetting Receipts 588 592 590 654 701 755 849 874 897 995 1,080 1,165 3,550 8,562

Spending for Major Health Care Programs
Net of Offsetting Receipts 1,012 1,046 1,070 1,158 1,237 1,320 1,444 1,498 1,554 1,686 1,806 1,927 6,229 14,700

Source: Congressional Budget Office.
Data on spending for benefit programs in this table generally exclude administrative costs, which are discretionary.
MERHCF = Department of Defense Medicare-Eligible Retiree Health Care Fund (including TRICARE for Life); * = between zero and $500 million.

a. Gross spending, excluding the effects of Medicare premiums and other offsetting receipts. (Net Medicare spending is included in the memorandum
section of the table.)

b. Spending to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and provided through the
Basic Health Program and spending to stabilize premiums for health insurance purchased by individuals and small employers.

c. Includes outlays for the American Opportunity Tax Credit and other credits.

d. Includes the Temporary Assistance for Needy Families program, the Child Support Enforcement program, the Child Care Entitlement program, and
other programs that benefit children.

e. Includes benefits for retirement programs in the civil service, foreign service, and Coast Guard; benefits for smaller retirement programs; and
annuitants’ health care benefits.

f. Includes veterans’ compensation, pensions, and life insurance programs.
g. Primarily education subsidies. (The costs of veterans’ health care are classified as discretionary spending and thus are not shown in this table.)

h. Cash payments from Fannie Mae and Freddie Mac to the Treasury are recorded as offsetting receipts in 2016 and 2017. Beginning in 2018, CBO’s
estimates reflect the net lifetime costs—that is, the subsidy costs adjusted for market risk—of the guarantees that those entities will issue and of the
loans that they will hold. CBO counts those costs as federal outlays in the year of issuance.

i. Includes premium payments, recoveries of overpayments made to providers, and amounts paid by states from savings on Medicaid’s prescription
drug costs.

j. Consists of spending for Medicare (net of premiums and other offsetting receipts), Medicaid, and the Children's Health Insurance Program as well as
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending.
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that $14 billion reduction will occur because in 2016

the Department of Education recorded a revision to the
subsidy costs for past loans that resulted in a $7 billion
increase in outlays. No such revision has yet been
recorded in 2017, and CBO has no basis for determining
what revision, if any, might be made this year. Moreover,
the estimated subsidy rates in 2017 are slightly more neg-
ative than those used in 2016 to estimate the costs of new
loans.

Federal Housing Administration’s Credit Programs. CBO
does not project any mandatory outlays in 2017 for the
Department of Housing and Urban Development’s credit
programs because no revisions to the subsidy costs for
past guarantees have yet been recorded (such revisions

reduced outlays by $10 billion in 2016).

Discretionary Spending. Almost all agencies are currently
operating under a continuing resolution that holds most
appropriations at 2016 levels through April 28, 2017.
However, on an annualized basis, budget authority
enacted so far in 2017 exceeds the amounts provided

last year by $17 billion (or 1.4 percent).' That increase
occurs largely because additional funding was provided
for activities that are not constrained by the caps. Specifi-
cally, appropriations designated for overseas contingency
operations are $11 billion higher; funding for activities
designated as emergency requirements or for disaster
relief is also slightly higher. All told, discretionary

budget authority enacted so far in 2017 totals $1,185 bil-
lion, on an annualized basis (see Table 1-3). On that
basis, defense funding would increase by $6 billion (or
1.1 percent) this year and budget authority for non-
defense discretionary programs would grow by $10 bil-
lion (or 1.8 percent)."

14. Under the rules that govern its baseline, CBO assumes full-year
funding for 2017 on the basis of amounts provided in the Further
Continuing and Security Assistance Appropriations Act, 2017.

Budget authority is the authority provided by federal law to incur
financial obligations that will result in immediate or future outlays
of federal government funds. Such authority may be provided in
an appropriation act or an authorization act.

15. At the time of enactment, CBO estimated that appropriations
under the continuing resolution currently in place were $3 billion
above the cap on nondefense budget authority for 2017 and
$3 billion below the defense cap. Under the provisions of
P.L. 114-254, however, the Office of Management and Budget—
which has the authority to determine whether the caps have been
breached and a sequestration would be necessary—must postpone
issuing its report on that subject until 15 days after the expiration
of the continuing resolution.
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If appropriations for the entire year turned out to be
those assumed in the baseline, discretionary outlays also
would rise—by $29 billion (or 2.5 percent) from the
2016 amount. (That rise reflects a downward adjustment
of $4 billion in 2016 to exclude the effects of the shifts in
payment dates for military compensation.) Outlays for
defense programs (adjusted for shifts in timing) would
rise by $9 billion (or 1.6 percent). Most categories of
defense spending would be largely unchanged from last
year’s amounts; the major exceptions are increases in pro-
curement ($4 billion, or 3.5 percent) and in research and
development ($3 billion, or 4.8 percent). All told, CBO
estimates that defense outlays would equal $589 billion
in 2017 (3.1 percent of GDP).

In the baseline, outlays for nondefense programs rise

by $20 billion (or 3.4 percent) this year, to a total of
$620 billion (3.2 percent of GDP). That increase is the
result of relatively small increases or decreases in outlays
for various programs. The largest is a nearly $4 billion
increase in spending for medical care for veterans, reflect-
ing increases in appropriations related to medical facilities
and community-care providers.

Net Interest. CBO estimates that, under current law,
outlays for net interest will rise by $29 billion in 2017,
to $270 billion. Although interest rates on securities
issued by the Treasury are expected to remain very low
by historical standards, CBO expects they will rise over
the course of the year. Those higher rates, along with a
larger amount of debt, would boost interest payments,
which will edge up to 1.4 percent of GDP in 2017, CBO
estimates (still well below their 50-year average of

2.0 percent).

CBO’s Baseline Budget Projections

for 2018 to 2027

Under the assumption that current laws governing taxes
and spending remain in place, the budget deficit is pro-
jected to dip to 2.4 percent of GDP in 2018. That drop,
however, is largely attributable to shifts in the timing of
certain payments from 2018 into 2017.'° Over the fol-
lowing nine years, the projected deficit increases in most

16. Without those shifts, the deficit for 2018 would drop less sharply,
to 2.7 percent of GDP. The drop in 2018 results from several
factors, including the following: receipts from individual income
taxes that rise faster than GDP; a tax on health insurers that is
scheduled to be reinstated; and caps on budget authority for
discretionary programs that are scheduled to be lower in 2018
than this year.
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Table 1-3.
Discretionary Spending Projected in CBO’s Baseline

Billions of Dollars

Total
Actual, 2018- 2018-
2016° 2017° 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
Budget Authority
Defense 607 613 615 630 645 660 677 693 710 728 746 764 3,227 6,868
Nondefense 561 571 548 561 575 588 603 618 633 649 665 681 2,874 6,120
Total 1,168 1,185 1,163 1,191 1,220 1,248 1,279 1,311 1,343 1,376 1,410 1,445 6,102 12,988
Outlays
Defense 584 589 595 613 628 642 662 673 685 706 724 741 3,140 6,668
Nondefense 600 620 616 625 629 641 653 667 683 699 715 733 3,164 6,662
Total 1,184 1,209 1,210 1,238 1,257 1,284 1,315 1,340 1,367 1,405 1,439 1,475 6,304 13,330
Memorandum:

Caps in the Budget Control Act
(As Amended), Including
Automatic Reductions to the Caps

Defense 548 551 549 562 576 590 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nondefense 518 519 516 529 542 555 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Total 1,067 1,070 1,065 1,091 1,118 1,145 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Adjustments to the Capr
Defense 59 65 66 68 69 70 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Nondefense 26 29 29 28 29 30 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.
Total 84 94 95 96 98 100 n.a. n.a. n.a. n.a. n.a. n.a. n.a. n.a.

Source: Congressional Budget Office.

CBO’s baseline projections incorporate the assumption that the caps on discretionary budget authority and the automatic enforcement procedures
specified in the Budget Control Act of 2011 (as amended) remain in effect through 2021. CBO assumes full-year funding for 2017 on the basis of amounts
provided in the Further Continuing and Security Assistance Appropriations Act, 2017.

Nondefense discretionary outlays are usually higher than budget authority because of spending from the Highway Trust Fund and the Airport and Airway
Trust Fund that is subject to obligation limitations set in appropriation acts. The budget authority for such programs is provided in authorizing legislation
and is not considered discretionary.

n.a. = not applicable.

a. The amount of budget authority for 2016 and for 2017 in CBO’s baseline does not match the sum of the spending caps plus adjustments to the caps
mostly because changes to mandatory programs included in the appropriation acts for those years were credited against the caps. Those changes
(which reduced mandatory budget authority in both years) appear in their normal mandatory accounts.

b. Funding for overseas contingency operations, emergencies, disaster relief, certain program integrity initiatives (which identify and reduce
overpayments in some benefit programs), and programs designated in the 21st Century Cures Act is not constrained by the statutory caps established
by the Budget Control Act.

years relative to the size of the economy, reaching 5.0 per-  to increase as a share of GDP from 18.1 percent in 2018
cent of GDP by 2027." Although revenues are projected ~ to 18.4 percent in 2027, outlays (excluding the effects of
shifts in timing) are projected to increase faster each year,
driven by the aging of the population, the rising costs of
health care, and escalating interest payments.

17. October 1 will also fall on a weekend in both 2022 and 2023,
causing certain payments that are due on those days to be made
instead at the end of September, thus shifting them into the
previous fiscal year. If not for those shifts (which noticeably boost Revenues
the projected deficit in fiscal year 2022 and reduce it in fiscal year In CBO’s baseline, total revenues rise from 17.8 percent

2024), the deficit would rise in each year between 2019 and 2027. of GDP this year to 18.4 percent in 2027. That growth

19
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Figure 1-3.
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Major Changes in Projected Revenues From 2017 to 2027

Revenues as a

Percentage-Point Change
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Major Reasons for Change

1 I

Percentage of GDP
-1.5
2017 2027 ‘
Individual Income Taxes 8.6 9.7
Payroll Taxes 6.0 59
Corporate Income Taxes 17 1.6
Federal Reserve Remittances 0.5 0.3

Source: Congressional Budget Office.

GDP = gross domestic product.
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a. Real bracket creep occurs when more income is pushed into higher tax brackets because people’s income is rising faster than inflation.

mainly reflects an increase, relative to GDP, in revenues
from individual income taxes that is partially offset by
decreases in remittances from the Federal Reserve and,
to a lesser extent, by decreases in payroll and corporate
income tax receipts relative to GDP (see Figure 1-3). The
most significant movements over the next decade in
sources of revenues are the following:

B Individual income tax receipts are projected to
increase relative to GDP in each year from 2018 to
2027 because of real bracket creep (the process in
which, as income rises faster than prices, an ever-larger
proportion becomes subject to higher tax rates); rising
distributions from tax-deferred retirement accounts;
an expected increase in the share of wages and salaries
received by high earners; and other factors.

W Payroll tax receipts are projected to decrease slightly
relative to GDP, primarily as a result of an expected
continued increase in the share of wages and salaries
received by high earners, which will cause a greater
share of earnings to be above the maximum amount
subject to Social Security payroll taxes. (That amount,
which is indexed to growth in average earnings for all
workers, is $127,200 in calendar year 2017.) The
resulting reduction in payroll taxes relative to GDP

offsets roughly three-quarters of the expected increase
in individual income tax receipts that is projected to
occur for the same reason.

m Corporate income tax receipts are projected to both
rise and fall slightly as a share of GDP over the course
of the decade—rising slightly through 2020 and then
declining by slightly more through 2027.

B Remittances to the Treasury from the Federal
Reserve—which have been unusually large since 2010
because of changes in the size and composition of the
central bank’s portfolio—are projected to decline to
more typical levels.

All told, CBO estimates, under current law revenues
would grow over the 2017-2027 period by $1.7 tril-
lion—an average annual increase of about 4 percent.
That is slower by roughly 1 percentage point than the
average rate of increase CBO projects for outlays.

Individual Income Taxes. If current laws remain gener-
ally unchanged, receipts from individual income taxes are
expected to rise markedly relative to GDP over the next
10 years—from 8.6 percent in 2017 to 9.7 percent by
2027, which would be a greater share of GDP than has
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been recorded in all but one of the past 50 years. That
increase relative to the size of the economy would result
mainly from the following factors:

Real Bracker Creep. The most significant factor pushing
up taxes relative to income is real bracket creep. That
phenomenon occurs because the income tax brackets and
exemptions under both the regular income tax and the
alternative minimum tax are indexed only to inflation."®
If income grows faster than inflation, as generally occurs
when the economy is growing, more income is pushed
into higher tax brackets. That factor causes projected rev-
enues, measured as a percentage of GDP, to rise in CBO’s
baseline by 0.4 percentage points from 2017 to 2027.

Retirement Income. As the population ages, taxable distri-
butions from tax-deferred retirement accounts (including
individual retirement accounts, 401 (k) plans, and tradi-
tional defined benefit pension plans) will tend to grow
more rapidly than GDP. CBO expects the retirement of
members of the baby-boom generation to cause a gradual
increase in distributions from tax-deferred retirement
accounts relative to GDP. Under current law, CBO pro-
jects, those growing taxable distributions would boost
revenues relative to GDP by 0.3 percentage points over
the next decade.

Relatively Faster Growth in Earnings of Higher-Income
Taxpayers. In CBO’s baseline projections, earnings from
wages and salaries are expected to increase faster for
higher-earning taxpayers than for others during the next
decade—as has generally been the case for the past several
decades—causing a larger share of income to be subject
to higher income tax rates. Over the next 10 years, CBO
projects, faster growth in earnings for higher-earning tax-
payers would boost individual income tax revenues rela-
tive to GDP by about 0.2 percentage points. That
increase would be partially offset by a projected decrease
in payroll tax receipts (as explained below).

Other Factors. CBO anticipates that over the next decade,
other factors would further boost individual income tax
revenues by 0.2 percentage points. The most significant
of those remaining factors is the expectation that the

18. The alternative minimum tax is similar to the regular income tax
but its calculation includes fewer exemptions, deductions, and
rates. People who file individual income tax returns must calculate
the tax owed under each system and pay the larger of the two
amounts.
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unexplained weakness in recent receipts, which is beyond
what can be accounted for in current economic data,
would gradually dissipate over the next several years. Spe-
cifically, taxable income as a share of GDP and effective
tax rates (total taxes as a percentage of total income) fluc-
tuate from year to year, but CBO expects them to return
to levels more consistent with those seen in history—
taking into account changes in the structure of tax law
and longer-term trends in income and demographics.

Payroll Taxes. In CBO’s baseline projections, receipts
from payroll taxes remain roughly stable, declining from
6.0 percent of GDP this year to 5.9 percent in 2020 and
continuing at that level through 2027. The main reason
for the small decline is that earnings from wages and
salaries are expected to increase faster for higher-earning
taxpayers than for others, which will push an increasing
share of such earnings above the maximum amount per
taxpayer that is subject to Social Security taxes.

Corporate Income Taxes. Under current law, CBO pro-
jects, corporate income tax receipts would rise from

1.7 percent of GDP in 2017 to 1.8 percent of GDP in
2020 and then gradually decline to 1.6 percent of GDP
by 2027. That pattern over the next decade is the net
effect of four main factors:

B A temporary increase in receipts between 2017 and
2020 that results from a phaseout between 2018
and 2020 of provisions allowing firms with large
amounts of investment in equipment (and certain
other property) to immediately deduct from their
taxable income 50 percent of the costs of those
investments in 2017.

B An increase in receipts between 2017 and 2020 that
results because the weakness in tax collections in 2016
and early in this fiscal year (beyond that which can
be explained by currently available data on business
activity) is not expected to be permanent. CBO
anticipates that the factors that are responsible (which
will not become apparent until information from tax
returns becomes available over the next two years) will
gradually dissipate.

B A reduction in receipts relative to GDP over the
next several years that reflects a projected decline in
domestic economic profits relative to GDP. Total
nonlabor income, of which economic profits are a
part, is projected to grow less rapidly than output—

21



THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027

reversing a trend since 2000. Economic profits, in
particular, are held down by an increase in the growth
of labor compensation and rising interest payments on
businesses” debt (see Chapter 2).

B An expected increase in the use of certain strategies
that many businesses and investors employ to reduce
their tax liabilities. One such strategy is for firms to
organize their business activity in a way that reduces
income that is subject to the corporate income tax. For
example, a business may split its business activity in
such a way that reduces the share of its income that is
subject to the corporate income tax, or a new business
may choose to organize as an entity that is subject only
to the individual income tax."” Another strategy is to
increase the amount of corporate income that is
shifted out of the United States through a combina-
tion of methods such as setting more aggressive trans-
fer prices, increasing the use of intercompany loans,
undertaking corporate inversions, and using other
techniques.”

Receipts From Other Sources. The federal government
also collects revenues in the form of remittances from the
Federal Reserve System, excise taxes, estate and gift taxes,
customs duties, and miscellaneous fees and fines. CBO
projects that, under current law, revenues from all of
those sources would decline from 1.5 percent of GDP
this year to 1.2 percent in 2027.

Most of that decline reflects projected remittances from
the Federal Reserve, which CBO anticipates will fall
from 0.5 percent of GDP this year to 0.3 percent of GDP
by 2027, just above the average over the 2001-2008
period. Since 2008, the central bank has significantly

19. For a detailed analysis of the taxation of business income through
the individual income tax, see Congressional Budget Office,
Taxing Businesses Through the Individual Income Tax (December
2012), www.cbo.gov/publication/43750.

20. To allocate profits among U.S. and foreign affiliates, transactions
between those affiliates must be assigned a price, known as the
transfer price. By strategically setting transfer prices, a corporation
can reduce the share of total profits that it reports on U.S. tax
returns. A corporate inversion refers to a process through which a
U.S. corporation changes its country of tax residence, often by
merging with a foreign company. Inversions reduce U.S. corporate
tax revenues both because the inverted U.S. corporation no longer
must pay U.S. taxes on earnings in other countries and because a
corporation can shift additional income out of the United States
through the use of intercompany loans and the resulting interest
expenses.
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expanded and changed the composition of its asset hold-
ings, boosting its earnings and subsequent remittances to
the Treasury to far above typical amounts. CBO expects
that the size of the Federal Reserve’s portfolio, along with
its remittances, will gradually decline as the central bank
phases out its current policy of reinvesting maturing
Treasury and other securities that it holds. CBO estimates
that the Federal Reserve’s balance sheet will return to a
more typical size, relative to the stock of currency that

it issues, by 2023. Further contributing to the reduction
in remittances over the next several years, rising interest
rates will increase the amount of interest the Federal
Reserve pays on reserves, CBO projects.

Receipts from excise taxes are projected to remain
relatively flat as a share of GDP over the next decade.
About 80 percent of excise tax receipts over the coming
decade will come from taxes related to highways, tobacco,
aviation, and health insurance.”’ Overall, excise taxes are
projected to rise slightly from 0.4 percent of GDP in
2017 to 0.5 percent in 2018 following the end of a mora-
torium on the tax on health insurance providers. After
2018, excise taxes in CBO’s baseline gradually fall back to
0.4 percent of GDP, in part reflecting improvements in
vehicles’ fuel economy (mainly, CBO projects, because of
increases in the government’s fuel economy standards)
that reduce gasoline consumption and the associated tax
revenues. Taxes on tobacco products are also expected to
decline, continuing trends in consumption that have
been occurring for many years. Taxes on aviation, includ-
ing airline tickets, aviation fuels, and various aviation-
related transactions, are projected to remain unchanged
as a share of GDP over the next decade.

In addition, under current law, receipts from estate

and gift taxes, customs duties, and miscellaneous fees
and fines are projected to remain nearly unchanged as a
percentage of GDP over the next 10 years.

Tax Expenditures. CBO’s revenue projections reflect
current tax law, which includes an array of exclusions,

21. Under current law, most aviation taxes are scheduled to expire on
September 30, 2017, and most highway taxes on September 30,
2022. In general, CBO’s baseline incorporates the assumption
that expiring tax provisions will follow the schedules set forth in
current law. However, the Balanced Budget and Emergency
Deficit Control Act of 1985 requires that CBO’s baseline
incorporate the assumption that expiring excise taxes dedicated to
trust funds (including most highway and aviation taxes) will be
extended.
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deductions, preferential rates, and credits that reduce rev-
enues for any given level of tax rates in the individual,
payroll, and corporate income tax systems. Some of those
provisions are called tax expenditures because, like gov-
ernment spending programs, they provide financial assis-
tance for particular activities as well as to certain entities
or groups of people.”

Like conventional federal spending, tax expenditures
contribute to the federal budget deficit. They also influ-
ence people’s choices about working, saving, and invest-
ing, and they affect the distribution of income. Tax
expenditures are more similar to the largest benefit pro-
grams than they are to discretionary spending programs:
They are not subject to annual appropriations, and any
person or entity that meets the legal requirements can
receive the benefits. Because of their budgetary treatment,
however, tax expenditures are much less transparent than
spending on benefit programs.”

The tax expenditures with the largest effects on revenues
are the following:

B The exclusion from workers’ taxable income of
employers’ contributions for health care, health
insurance premiums, and premiums for long-term
care insurance;

B The exclusion of contributions to and the earnings of
pension funds (minus pension benefits that are
included in taxable income);

B Preferential tax rates on dividends and long-term
capital gains;

B The deductions for state and local taxes (on non-
business income, sales, real estate, and personal

property); and

22. The Congressional Budget and Impoundment Control Act of
1974 defines tax expenditures as “those revenue losses attributable
to provisions of the Federal tax laws which allow a special
exclusion, exemption, or deduction from gross income or which
provide a special credit, a preferential rate of tax, or a deferral of

tax liability.”

23. For a more thorough discussion of tax expenditures, see Joint
Committee on Taxation, Estimates of Federal Tax Expenditures for
Fiscal Years 2015—2019, JCX-141R-15 (December 2015),
http://go.usa.gov/cVM89; and Congressional Budget Office,

The Distribution of Major Tax Expenditures in the Individual
Income Tax System (May 2013), www.cbo.gov/publication/43768.
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B The deferral for profits earned abroad, which certain
corporations may exclude from their taxable income
until those profits are returned to the United States.

Tax expenditures have a substantial effect on federal reve-
nues. On the basis of estimates prepared by JCT, CBO
expects that those and other tax expenditures will total
over 8 percent of GDP in 2017—equal to nearly half of
all federal revenues projected for the year (see Figure 1-4).

However, the total amount of tax expenditures does not
represent the increases in revenues that would occur if
tax expenditures were eliminated, because repealing a tax
provision would change incentives and lead taxpayers

to modify their behavior in ways that would diminish
the impact of the repeal on revenues. For example, if
preferential tax rates on realizations of capital gains were
eliminated and those gains were instead taxed as ordinary
income, taxpayers would reduce the amount of capital
gains they realized. As a result, the amount of additional
revenues that would be produced by eliminating the pref-
erential rates would be smaller than the estimated size of
the tax expenditure.

Outlays

Under current law, total outlays in CBO’s baseline are
projected to hover around 21 percent of GDP through
2020, rise to 22 percent the following year, and then
remain at that level for several years before reaching

23 percent at the end of the projection period. In nomi-
nal terms, outlays would grow, on net, by $2.6 trillion
between 2017 and 2027, CBO estimates—an average
annual increase of about 5 percent. Social Security,
Medicare, and net interest on federal debt account

for 70 percent of the total increase in outlays (see
Figure 1-5).

Mandatory Spending. The Deficit Control Act requires
CBO’s projections for most mandatory programs to be
made in keeping with the assumption that current laws
continue unchanged. Thus, CBO’s baseline projections
for mandatory spending reflect the estimated effects of
economic factors, caseload growth, and other factors that
affect the cost of those programs. The projections also
incorporate a set of across-the-board reductions (known
as sequestration) that are required under current law for
spending on certain mandatory programs.


http://go.usa.gov/cVM89
http://www.cbo.gov/publication/43768
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Figure 1-4.
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Revenues, Tax Expenditures, and Selected Components of Spending in 2017

Tax expenditures, projected to total more than $1.5 trillion in 2017, cause revenues to be lower than they would be otherwise and, like

spending programs, contribute to the deficit.

Percentage of Gross Domestic Product
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Source: Congressional Budget Office, using estimates by the staff of the Joint Committee on Taxation. For more information, see Joint Committee on
Taxation, Estimates of Federal Tax Expenditures for Fiscal Years 2015-2019, JCX-141R-15 (December 2015), http://go.usa.gov/cUK2G. Those estimates
were prepared before the enactment of the Consolidated Appropriations Act, 2016, and do not include the effects of that law.

a. This total is the sum of the estimates for all of the separate tax expenditures and does not account for any interactions among them. However, CBO
estimates that in 2017, the total of all tax expenditures roughly equals the sum of each considered separately. Furthermore, because estimates of tax
expenditures are based on people’s behavior with the tax expenditures in place, the estimates do not reflect the amount of revenue that would be
raised if those provisions of the tax code were eliminated and taxpayers adjusted their activities in response to the changes. The outlay portions of
refundable tax credits are included in tax expenditures. Those payments would be reported in the budget as “other mandatory spending,” a category

not shown in this figure.

Mandatory outlays (net of offsetting receipts and with
adjustments for shifts in the timing of certain payments)
are projected to increase from $2.5 trillion in 2017 to
$4.3 trillion in 2027, an average yearly increase of

5.7 percent. Those outlays are projected to equal

12.9 percent of GDP in 2017 and then to rise each year
through the end of the projection period, reaching

15.4 percent of GDP in 2027. By comparison, the high-
est percentage for mandatory spending in any year since
1962 (the earliest year for which such data have been
reported) was 14.5 percent in 2009; that was the only
year such outlays have exceeded 14.0 percent of GDP.

Much of the growth in mandatory spending—particu-
larly for Social Security and Medicare—results from the
aging of the population. The number of people age 65 or
older is now more than twice what it was 50 years ago.
Over the next decade, as members of the baby-boom
generation age and as life expectancy continues to

increase, that number is expected to rise by more than
one-third, boosting the number of beneficiaries of those
programs (see Figure 1-6). As a result, projected spending
for Social Security and Medicare for people age 65 or
older increases from roughly one-third of all federal non-
interest spending in 2017 to about 42 percent in 2027.
Including Medicaid as well as military and federal civilian
retirement boosts projected spending for that population
from 37 percent of noninterest outlays in 2017 to 45 per-
cent in 2027.

Growth in health care spending per enrollee also contrib-
utes to the increase in mandatory spending. Although
health care spending grew more slowly in the past several
years than it has historically, CBO projects that spending
per enrollee in federal health care programs will grow
more rapidly over the coming decade than it has in recent
years. For example, spending per enrollee in Medicare

is projected to increase at an average annual rate of


http://go.usa.gov/cUK2G
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Figure 1-5.

Components of the Total Increase in Outlays in
CBO’s Baseline Between 2017 and 2027

Net Interest
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Medicare
(22%)
Total Increase
i lays:
Social Security glzczu;;zison

(29%)

All Other Programs
(30%)

Source: Congressional Budget Office.

4.3 percent between 2017 and 2027, about 3 percentage
points faster than the average rate recorded over the past
five years.

Social Security and Medicare. All told, spending for two
programs—-Social Security and Medicare—drives nearly
three-quarters of the growth in mandatory spending.
Outlays for Social Security are estimated to total 4.9 per-
cent of GDP (or $940 billion) in 2017 and then are pro-
jected to rise steadily, reaching 6.0 percent of GDP (or
$1.7 trillion) in 2027 (see Figure 1-7). At $589 billion
(adjusted for timing shifts), spending for Medicare
remains at 3.1 percent of GDP in CBO’s baseline for
2017 and then increases each year, growing to 4.2 percent
($1.2 trillion) in 2027.

Other Mandatory Programs. Aside from spending on
Social Security and Medicare, all other mandatory spend-
ing (adjusted for shifts in timing) is projected to remain
relatively steady as a percentage of GDP, increasing from
5.0 percent in 2017 to 5.2 percent in 2027. That cate-
gory includes spending on other health programs (such as
Medicaid and subsidies for health insurance purchased
through marketplaces), income support programs (such
as unemployment compensation and the Supplemental
Nutrition Assistance Program, or SNAP), military and
civilian retirement programs, most veterans’ benefits,
and major agriculture programs. Projected outlays for
Medicaid edge up over the period, from 2.0 percent in
2017 to 2.3 percent in 2027, while all other mandatory
spending in this category remains near 3.0 percent.
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Assumptions About Expiring Programs. In keeping with
the rules established by the Deficit Control Act, CBO’s
baseline projections incorporate the assumption that
some mandatory programs will be extended when their
authorization expires, although the rules provide for dif-
ferent treatment for programs created before and after the
Balanced Budget Act of 1997 (P.L. 105-33). All manda-
tory spending programs that predate that act and have
current-year outlays greater than $50 million are assumed
to continue in CBO’s baseline projections. For programs
established after 1997, continuation is assessed program
by program, in consultation with the House and Senate
Budget Committees.

CBO’s baseline projections therefore incorporate the
assumption that the following programs whose authoriza-
tions expire within the current projection period will con-
tinue: SNAP, Temporary Assistance for Needy Families,
the Children’s Health Insurance Program, rehabilitation
services, the Child Care Entitlement, trade adjustment
assistance for workers, parts of child nutrition, the
Promoting Safe and Stable Families program, and most
farm subsidies. In addition, the Deficit Control Act
directs CBO to assume that a COLA for veterans’ com-
pensation, which has routinely been authorized in the
past, will continue to be provided each year. In CBO’s
projections, the assumption that expiring programs will
be extended and that COLAs for veterans’ compensation
will continue accounts for about $1.1 trillion in outlays
between 2018 and 2027, roughly half of which is for
SNAP. That amount represents about 3 percent of all
mandatory spending net of offsetting receipts.*

Discretionary Spending. An array of federal activities is
funded or controlled through annual appropriations.
Such discretionary spending includes most spending on
national defense as well as outlays for highway programs,
elementary and secondary education, housing assistance,
international affairs, and the administration of justice, for
example. In total, discretionary spending is projected to
increase from $1.2 trillion in 2017 to $1.5 trillion in
2027, an average yearly increase of 2.0 percent. Measured
as a share of GDP, however, discretionary outlays are pro-
jected to drop from 6.3 percent in 2017 to 5.3 percent in
2027, the smallest percentage in any year to date since
1962 (the earliest year for which such data have been
reported).

24. For details on these programs, see Congressional Budget Office,
“10-Year Budget Projections” (January 2017), Supplemental
Table 2, www.cbo.gov/publication/51118.
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Figure 1-6.

Population, by Age Group
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Source: Congressional Budget Office.

This figure shows actual data through calendar year 2014, the most recent year for which such data are available.

Through 2021, CBO’s baseline incorporates the caps reductions required by law and excludes adjustments for
on budget authority for discretionary programs that are overseas contingency operations and other activities not
currently in place; in later years, the baseline reflects the constrained by the caps.) However, the changes in budget
assumption that such funding keeps pace with inflation authority relative to 2017 incorporated in the baseline
(consistent with the provisions of Section 257 of the differ from the changes in the cap levels for two main
Deficit Control Act). Some elements of discretionary reasons:
funding are not constrained by the caps and are generally
assumed to grow with inflation from the amounts pro- B Discretionary budget authority for nondefense
vided in 2017: the appropriations designated for overseas programs declines by $24 billion in 2018; much of
contingency operations; activities designated as emer- that decline—$17 billion—stems from reductions in
gency requirements; disaster relief (up to certain limits); mandatory budget authority that are included in the
certain efforts to reduce overpayments in benefit pro- current continuing resolution for 2017 to help keep
grams; and programs designated in the 21st Century appropriations within the limit set by the cap on
Cures Act (P.L. 114-255), subject to the limits set in that nondefense funding. (When reductions in mandatory
legislation.” programs are included in appropriation acts, the
savings are credited against the discretionary funding
For 2018, the caps on discretionary budget authority are provided in those acts in judging compliance with the
$5 billion lower than for 2017—$3 billion lower for caps.) Over the past six years, such offsets to discre-
nondefense programs and $2 billion lower for defense tionary budget authority have averaged about $18 bil-
programs.” (That estimate incorporates the automatic lion a year; none have yet been included in CBO’s
baseline for 2018 because no such changes have
25. Spending for certain transportation programs is controlled by been enacted for that year. Without such offsets, dis-
obligation limitations, which also are not constrained by the caps cretionary budget authority in 2018 would have to be
on discretionary spending. noticeably lower than the funding in 2017 in order to
26. The Bipartisan Budget Act of 2015 (P.L. 114-74) canceled the comply with the caps.

automatic reductions in discretionary spending for 2017 imposed
by the Budget Control Act of 2011 and set new caps for that year | Budget authority for defense programs is $2 billion
that are, in total, $30 billion above what the limits would have greater in 2018 than in 2017 largely because funding
been if the automatic spending reductions had occurred. (That
law also made changes to the caps for 2016.) No adjustments have
been made to the caps and automatic reductions in place for 2018

through 2021.

for overseas contingency operations is assumed to
grow from this year’s amount at the rate of inflation.
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Figure 1-7.
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Spending and Revenues Projected in CBO’s Baseline, Compared With Actual Values 25 and 50 Years Ago

Percentage of Gross Domestic Product

Mandatory Spending

Social Major Health Care
Security Programs® Other
1967 25 0.4 1.9
1992 4.4 2.9 2.8
2017 4.9 5.5 2.6
2027 6.0 6.9 25
Total Outlays Total Revenues
1967 18.8
1992 215
2017 20.7
2027 23.4

Source: Congressional Budget Office.

Discretionary Spending Net Interest

Defense Nondefense
8.6 41 1.2
4.7 3.6 341
341 3.2 1.4
2.6 2.6 2.7
Deficit
17.8 -1.0
17.0 -4.5
17.8 -2.9
18.4 -5.0

a. Consists of spending on Medicare (net of premiums and other offsetting receipts), Medicaid, and the Children’s Health Insurance Program as well as
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending.

Discretionary budget authority after 2018 would rise by
about 2 percent a year, on average, reflecting the rate of
increase in the caps pursuant to the Budget Control Act of
2011 and under the assumption that such budget author-
ity grows with inflation after the caps expire in 2021.

Under those assumptions, total discretionary outlays in
CBO’s baseline are about the same in 2018 as in 2017
and then keep pace with the projected 2 percent annual
increase in budget authority, reaching $1.5 trillion, or
5.3 percent of GDP, by the end of the projection period.
By comparison, the lowest percentage for discretionary
spending in any year since 1962 was 6.0 percent in 1999,
and the average over the past 50 years has been

8.6 percent.

Net Interest. Rising interest rates and growing federal
debt are projected to boost outlays for net interest signifi-
cantly. In the baseline, they nearly triple in dollar terms,
rising from $270 billion (or 1.4 percent of GDP) in 2017
to $768 billion (or 2.7 percent of GDP) in 2027—which
would be the largest ratio since 1998.

Most of the projected increase in the government’s bor-
rowing costs is attributable to rising interest rates. During
the next two years, slack in the economy is expected to

continue to diminish, and the Federal Reserve is expected
to gradually reduce support for economic growth in
response. As a result, CBO anticipates that interest rates
on Treasury securities will rise noticeably over the next
several years from their current, unusually low, levels.
CBO estimates that the interest rate on 3-month
Treasury bills will rise from 0.4 percent in the fourth
quarter of 2016 to 2.8 percent by the second half of
2021 and will remain there through 2027. The rate on
10-year Treasury notes is projected to rise from 2.1 per-
cent in the fourth quarter of 2016 to 3.6 percent during
the first half of 2023 and to remain there through 2027.
(For further discussion, see Chapter 2.) The remainder of
the increase in net interest costs occurs mainly because
of interest payments on the greater amount of debt held
by the public that would accrue over the next decade as a
result of the projected deficits.

Federal Debt

Federal debt held by the public consists mostly of the
securities that the Treasury issues to raise cash to fund
the federal government’s activities and to pay off its
maturing liabilities.” The Treasury borrows money from

27. A small amount of debt held by the public is issued by other
agencies, mainly the Tennessee Valley Authority.

27
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the public by selling securities in the capital markets; that
debt is purchased by various buyers in the United States,
by private investors overseas, and by the central banks of
other countries. Of the $14.2 trillion in federal debt held
by the public at the end of 2016, 57 percent ($8.0 tril-
lion) was held by domestic investors and 43 percent
($6.2 trillion) was held by foreign investors.” Other
measures of federal debt are sometimes used for various
purposes, such as to provide a more comprehensive pic-
ture of the government’s financial condition or to account

for debt held by federal trust funds.

Debt Held by the Public. Under the assumptions that
govern CBO’s baseline, the federal government is pro-
jected to borrow another $10.1 trillion from the end of
2017 through 2027, boosting debt held by the public to

89 percent of GDP by the end of the projection period
(see Table 1-4).

That amount of debt relative to the size of the economy
would be the greatest since 1947 and more than double
the 50-year average of 40 percent. Debt that high relative
to historical standards—and heading higher—could have
significant negative consequences for the budget and the
economy.

The netamount the Treasury borrows by selling securities
(the amounts that are sold minus the amounts that have
matured) is determined primarily by the annual budget
deficit. In addition, several factors—collectively labeled
“other means of financing” and not directly included in
budget totals—also affect the government’s need to bor-
row from the public. Those factors include changes in the
government’s investments in the Thrift Savings Plan’s G
Fund and cash balance, as well as the cash flows associ-
ated with federal credit programs (such as student loans)
because only the subsidy costs of those programs (calcu-
lated on a present-value basis) are reflected in the budget
deficit. CBO projects that those other means of financing
will add $111 billion to federal borrowing in 2017 and
then steadily decrease to about $55 billion in additional
borrowing each year from 2022 through 2027.

28. The largest U.S. holders of Treasury debt are the Federal Reserve
System (17 percent), individual households (10 percent), and
mutual funds (10 percent); investors in China and Japan have the
largest foreign holdings of Treasury securities, together accounting
for 16 percent of U.S. public debt. For additional information, see
Congressional Budget Office, Federal Debt and Interest Costs
(December 2010), Chapter 1, www.cbo.gov/publication/21960.
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Other Measures of Federal Debt. Three other measures
are sometimes used in reference to federal debt:

B Debt held by the public minus financial assets subtracts
the value of the government’s financial assets, such as
student loans, from debt held by the public. That
measure provides a more comprehensive picture of
the government’s financial condition and its overall
impact on credit markets than does debt held by the
public. Calculating that measure is not straightfor-
ward, however, because neither the financial assets to
be included nor the methods for evaluating them are
well defined. Under CBO’s baseline assumptions, that
measure is roughly 10 percent smaller than debt held
by the public but varies roughly in line with it.

B Gross federal debr consists of debt held by the public
and debt issued to government accounts (for example,
the Social Security trust funds). The latter type of debt
does not directly affect the economy and has no net
effect on the budget. In CBO’s projections, debt held
by the public increases by $10.1 trillion between the
end of 2017 and the end of 2027, and debt held by
government accounts falls by $0.4 trillion, reflecting
declines in the balances of many trust funds.” As
a result, gross federal debt is projected to rise by
$9.7 trillion over that period and to total $30.0 tril-
lion at the end of 2027. Nearly one-fifth of that sum
would be debt held by government accounts.

B Debt subject to limit is the amount of debt that is
subject to the statutory limit on federal borrowing;
it differs from gross federal debt mainly because most
debt issued by agencies other than the Treasury and
the Federal Financing Bank is included in gross debt
but excluded from the debt limit (the difference
between the two measures totals $7 billion in CBO’s
projections for 2027). Currently, there is no statutory
limit on the issuance of new federal debt because the
Bipartisan Budget Act of 2015 suspended the debt
ceiling from November 2, 2015, through March 15,
2017. In the absence of any legislative action on the
debt limit before the suspension ends, the amount of
borrowing accumulated during that period will be

29. In keeping with the rules in section 257 of the Deficit Control
Act, CBO’s baseline incorporates the assumption that scheduled
payments will continue to be made in full after the trust fund has
been exhausted, even though there is no legal authority to make
such payments.
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Table 1-4.
Federal Debt Projected in CBO’s Baseline
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Billions of Dollars

Actual,
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027
Debt Held by the Public at the
Beginning of the Year 13,117 14,168 14,838 15,416 16,092 16,845 17,704 18,721 19,776 20,858 22,078 23,430
Changes in Debt Held by the Public
Deficit 587 559 487 601 684 797 959 1,000 1,027 1,165 1,297 1,408
Other means of financing 465 111 91 76 69 63 57 55 54 54 55 55
Total 1,052 669 578 677 752 859 1,016 1,056 1,081 1,220 1,352 1,463
Debt Held by the Public at the
End of the Year
In billions of dollars 14,168 14,838 15,416 16,092 16,845 17,704 18,721 19,776 20,858 22,078 23,430 24,893
As a percentage of GDP 770 7715 77.4 779 788 799 813 826 838 853 87.0 889
Memorandum:
Debt Held by the Public Minus
Financial Assets®
In billions of dollars 12,551 13,110 13,598 14,199 14,882 15,679 16,638 17,639 18,666 19,832 21,128 22,536
As a percentage of GDP 68.2 68.4 68.2 68.7 69.6 70.7 72.2 73.7 75.0 76.6 78.5 80.5
Gross Federal Debt” 19,537 20,355 21,074 21,839 22,627 23,497 24,464 25,466 26,480 27,581 28,825 30,024
Debt Subject to Limit® 19,538 20,356 21,075 21,841 22,631 23,501 24,469 25,471 26,486 27,587 28,832 30,032
Average Interest Rate on Debt
Held by the Public (Percent) 2.0 2.1 2.2 2.3 2.5 2.7 29 3.1 3.2 33 33 3.4

Source: Congressional Budget Office.

GDP = gross domestic product.

a. Debt held by the public minus the value of outstanding student loans and other credit transactions, cash balances, and other financial instruments.

b. Federal debt held by the public plus Treasury securities held by federal trust funds and other government accounts.

c. The amount of federal debt that is subject to the overall limit set in law. Debt subject to limit differs from gross federal debt mainly because most debt
issued by agencies other than the Treasury and the Federal Financing Bank is excluded from the debt limit. That limit was most recently set at
$18.4 trillion but has been suspended through March 15, 2017. On March 16, 2017, the debt limit will be raised to its previous level plus the amount of

federal borrowing that occurred while the limit was suspended.

added to the previous debt limit of $18.1 trillion on
March 16, 2017. In CBO’s baseline projections, the
amount of outstanding debt subject to limit increases
from $20.4 trillion at the end of 2017 to $30.0 trillion
at the end of 2027. (For the purpose of those projec-
tions, CBO assumes that increases in the statutory
ceiling will occur as necessary.)

Changes in CBO’s Baseline Since
August 2016

CBO’s current estimate of the cumulative deficit between
2017 and 2026 is just $6 billion (or 0.1 percent) higher
than it estimated in August 2016 when the agency last

completed a set of baseline projections (see Table 1-5).
Deficits are smaller than projected in August (by gener-
ally decreasing amounts) in the first half of the 10-year
period and larger (by increasing amounts) in the second
half. In total, revenues and outlays are both lower by
$0.3 trillion. (For additional details about those changes,
see Appendix A.)

Changes for 2017

CBO now estimates that both revenues and outlays in
2017 will be lower than the agency projected in August,
by $17 billion (or 0.5 percent) and $52 billion (or

1.3 percent), respectively, resulting in a deficit that is
$35 billion smaller. Technical updates to CBO’s estimates
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Table 1-5.
Changes in CBO’s Baseline Projections of the Deficit Since August 2016
Billions of Dollars
Total
2017- 2017-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2021 2026
Deficit in CBO's August 2016 Baseline 594 520 625 714 -806 954 988 -1,000 -1,128 -1,243 -3,258 -8,571
Changes
Legislative
Revenues * * * * * * * * * * * 1
Outlays 8 9 16 i 13 14 14 14 14 15 57 127
Subtotal -8 9 -16 -1 13 -13 -13 -13 -14 -15 -57 127
Economic
Revenues 10 * 1 5 4 2 2 -7 12 17 20 -16
Outlays 6 -3 16 -20 -1 -3 3 7 13 20 -45 -4
Subtotal 4 3 17 25 16 5 -5 14 26 -36 65 12
Technical
Revenues 27 4 13 27 33 39 38 -41 43 45 96  -300
Outlays 66 35 36 43 40 -4 -43 -4 45 42 220 433
Subtotal 40 39 23 16 6 3 6 1 3 3 124 133
Increase (-) or Decrease in the Deficit 35 32 24 30 9 -6 13 -27 -37 -54 131 6
Deficit in CBO's January 2017 Baseline 559 487 601 -684 -797 959 -1,000 -1,027 -1,165 -1,297 -3127 -8,577
Memorandum:
Changes in Revenues 17 4 12 22 -29 -36 -40 47 -55 -61 -16 315
Changes in Outlays 52 28 36 52 38 -31 27 20 -18 -7 207 -310

Source: Congressional Budget Office.

* = between —$500 million and 500 million.

of revenues and outlays—that is, revisions that do not
stem from legislation or changes in economic projec-
tions—constitute the largest changes, reducing the pro-
jected deficit by $40 billion. CBO’s revised economic
forecast reduced the projected deficit for this year by
$4 billion while enacted legislation has increased the
deficit for this year by $8 billion.

Revenues in 2017 are $27 billion lower than previously
estimated for technical reasons, primarily because collec-
tions from corporate income taxes have been lower in
recent months than can be explained by currently avail-
able economic data.

Technical revisions have resulted in a reduction in esti-
mated outlays of $66 billion for 2017. The bulk of that
change stems from lower estimates of mandatory spend-
ing. The largest change—a reduction of $17 billion—
relates to receipts from Fannie Mae and Freddie Mac, and

stems from differences between CBO’s budgetary treat-
ment and the Administration’s.’”® Other programs for

30. Because the government placed Fannie Mae and Freddie Mac into
conservatorship in 2008 and now controls their operations, CBO
considers their activities governmental and includes the budgetary
effects of their activities in its projections as if they were federal
agencies. On that basis, for the 10-year period after the current
fiscal year, CBO projects subsidy costs of their new activities using
procedures that are similar to those specified in the Federal Credit
Reform Act of 1990 for determining the costs of federal credit
programs—but with adjustments to reflect the associated market
risk. The Administration, in contrast, considers Fannie Mae and
Freddie Mac to be outside the federal government for budgetary
purposes and records cash transactions between those two entities
and the Treasury as federal outlays or receipts. As a result, in its
baseline, CBO treats the current fiscal year differently to provide
its best estimate of the amount that the Treasury ultimately
will report as the federal deficit for 2017. It is that change in
methodology for estimating outlays in 2017 that accounts for the
$17 billion reduction in projected outlays for 2017 since August.
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which CBO has reduced its estimate of outlays for tech-
nical reasons include those related to agriculture ($7 bil-

lion) and Medicaid ($4 billion).

Changes for 2017 Through 2026

In total, CBO has reduced its projections of both reve-
nues and outlays over the 10-year projection period—by
$315 billion (or 0.8 percent) and $310 billion (0.6 per-
cent), respectively. The largest changes result from techni-
cal updates, which lower estimates of both revenues and
outlays. A portion of the reduction in outlays for techni-
cal reasons is offset by higher projected spending stem-
ming from recent legislation. Adjustments resulting from
CBO’s revised economic forecast are much smaller.

The 10-year change in revenues is dominated by a

$300 billion reduction for technical reasons. The biggest
single reason is that CBO has reduced its projections of
revenues from individual income taxes, and only partially
offset that change by increasing its projection of revenues
from payroll taxes, to reflect a lower share of total wages
and salaries received by high earners.

Updates attributable to technical factors reduced pro-
jected outlays between 2017 and 2026 by $433 billion.
Among the largest such changes, projections for

Social Security spending are lower by $87 billion (or
0.7 percent), mainly because caseloads are now expected
to be smaller than previously projected. Projected spend-
ing for Medicare has been reduced by $82 billion (or

1 percent), mostly as result of updated information on
actual spending in 2016. Medicaid outlays are projected
to be $63 billion (or 1 percent) lower than previously
estimated, largely because of a decrease in projected
spending for aged and disabled enrollees. Lastly, CBO’s
estimate of net interest outlays decreased by $62 billion
(or 1 percent) over the 10-year period as a result of tech-
nical updates, in part reflecting an increase in estimated
receipts from the financing accounts associated with the
government’s credit programs.

Changes to CBO’s economic forecast further reduce
revenues and outlays in the baseline, but by much smaller
amounts—$ 16 billion and $4 billion, respectively.

The effects on outlays of legislation enacted after CBO
prepared its August baseline offset a portion of the tech-
nical and economic changes, increasing outlays by

$127 billion over the 10-year period. That increase is
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largely a result of legislation that provided additional
funding not constrained by the discretionary caps, pri-
marily funding for overseas contingency operations.
Because projections of future appropriations for such
operations are based on the assumption that they will
equal current appropriations, with an adjustment for
inflation, the larger amount provided for 2017 caused
CBO to increase its projection of discretionary outlays
for the 2017-2026 period by $84 billion. Legislation
boosted projected revenues by $1 billion through 2026.

Uncertainty in Budget Projections

Even if federal laws remained unchanged for the next
decade, actual budgetary outcomes would differ from
CBO’s baseline projections because of unanticipated
changes in economic conditions and in a host of other
factors that affect federal spending and revenues. The
agency aims for its projections to be in the middle of the
distribution of possible outcomes, given the baseline
assumptions about federal tax and spending policies,
while recognizing that there will always be deviations
from any such projections.

CBO’s projections of outlays depend on the agency’s
economic projections for the coming decade, which
include forecasts for such variables as interest rates,
inflation, and the growth in productivity. Discrepancies
between those forecasts and actual economic outcomes
can cause significant differences between baseline budget
projections and budgetary outcomes.

For instance, CBO’s current economic forecast antici-
pates that interest rates on 3-month Treasury bills will
increase from 0.4 percent in the fourth quarter of 2016 to
2.8 percent by the second half of 2021 (and will remain
there through 2027) and that interest rates on 10-year
Treasury notes will rise from 2.1 percent in the fourth
quarter of 2016 to 3.6 percent during the first half of
2023 (and remain there through 2027). If interest rates
were 1 percentage point higher than projected each year
from 2018 through 2027 and if all other economic vari-
ables were unchanged, cumulative deficits projected for
the 10-year period would be about $1.6 trillion higher,
mostly as a result of larger interest payments on debt
issued by the Treasury. Conversely, if interest rates are
lower than CBO projects, deficits would be lower. (For
further discussion of how some key economic projections
affect budget projections, see Appendix B.)
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Table 1-6.
Budgetary Effects of Selected Policy Alternatives Not Included in CBO’s Baseline
Billions of Dollars
Total
2018- 2018-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
Policy Alternatives That Affect Discretionary Outlays
Increase Discretionary Appropriations at the
Rate of Inflation After 2017°
Increase () in the deficit’ 0 -29 45 52 56 61 63 65 67 -68 -70 -243  -577
Debt service 0 * -1 -2 -4 -6 9 -1 -14 -16 -19 -14 -82
Freeze Discretionary Appropriations at the
2017 Amount*
Increase (-) or decrease in the deficit® 0 13 -3 18 43 il 101 132 165 200 235 17 949
Debt service 0 * * * 1 2 5 9 14 20 28 3 79
Policy Alternative That Affects Both Discretionary and Mandatory Outlays
Prevent the Automatic Spending Reductions
Specified in the Budget Control Act’
Increase (-) in the deficit’ n.a. 61 -88 97 -100 -104 -107 -0 121 101 -101 -450 -989
Debt service n.a. * -2 -4 -8 -12 16 20 24 -29 33 -26 -148
Policy Alternatives That Affect the Tax Code®
Extend Partial Expensing of Equipment and
Propel‘tyf
At 50 percent rate
Increase () in the deficit® n.a. -8 19 46 52 37 -25 -18 -15 13 13 162 -247
Debt service n.a. * * -1 -3 -4 -5 -6 -7 -8 -9 -8 -44
At 30 percent rate
Increase () in the deficit® n.a. n.a.  na 27 -39 -28 -18 13 -1 9 -8 -93 -152
Debt service n.a. n.a. na * -1 -2 -3 -4 4 -5 -5 -4 -26
Extend Other Expiring Tax Provisions®
Increase (-) in the deficit® -5 12 -12 -14 -16 17 20 23 -26  -29 -31 -7 -199
Debt service * * * -1 -1 -2 -3 -3 -4 -5 -7 -5 -27
Continued

Uncertainty also surrounds myriad technical factors that
can substantially affect CBO’s baseline projections of
outlays. For example, spending per enrollee for Medicare
and Medicaid is very difficult to predict. If per capita
costs in those programs rose 1 percentage point faster or
slower per year than CBO has projected for the next
decade, total federal outlays for Medicare and Medicaid
would be roughly $900 billion higher or lower for that
period.

Projections of revenues also are sensitive to a variety of
factors. Revenues depend on total amounts of wages and
salaries, corporate profits, and other income, all of which
are encompassed by CBO’s economic projections. For

example, if the growth in productivity was 0.1 percentage
point lower than projected each year, which translates
into annual economic growth that is lower by about

0.1 percentage point than the rates that underlie the
agency’s baseline budget projections, revenues would

be $315 billion lower (and outlays would be $42 billion
lower) over the 2018-2027 period.

Even fairly small deviations in revenues and outlays rela-
tive to CBO’s projections could have a substantial effect
on budget deficits. For example, if revenues projected for
2017 were too high or too low by 3 percent (a range that
has included about two-thirds of the deviations between
actual amounts and CBO’s projections in the past), then
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Billions of Dollars

Total
2018- 2018-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027

Policy Alternatives That Affect the Tax Code® (Continued)

Repeal Certain Postponed or Suspended
Health Taxes"

Increase (-) in the deficit” n.a. -16 A7 21 26 -29 32 36 -40 45 50 -108 -3N
Debt service n.a. * * -1 -2 -3 -4 -5 -7 -8 -10 -6 -40
Memorandum:
Deficit in CBO's January 2017 Baseline -559 -487 -601 -684 -797 -959 -1,000 -1,027 -1,165 -1,297 1,408 -3,528 -9,426

Sources: Congressional Budget Office; staff of the Joint Committee on Taxation.

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

a.

These estimates reflect the assumption that appropriations will not be constrained by caps set by the Budget Control Act of 2011 (as amended) and will
instead grow at the rate of inflation from their 2017 level. Discretionary funding related to federal personnel is inflated using the employment cost
index for wages and salaries; other discretionary funding is inflated using the gross domestic product price index.

. Excludes debt service.
. This option reflects the assumption that appropriations would generally be frozen at the 2017 level through 2027.

. The Budget Control Act of 2011 specified that if lawmakers did not enact legislation originating from the Joint Select Committee on Deficit Reduction

that would reduce projected deficits by at least $1.2 trillion, automatic procedures would go into effect to reduce both discretionary and mandatory
spending during the 2013—-2021 period. Those procedures are now in effect and take the form of equal cuts (in dollar terms) in funding for defense and
nondefense programs. For the 2018—2021 period, the automatic procedures lower the caps on discretionary budget authority specified in the Budget
Control Act (caps for 2016 and 2017 were revised by the Bipartisan Budget Act of 2015); for the 2022—-2027 period, CBO has extrapolated the
reductions estimated for 2021. Nonexempt mandatory programs will be reduced through sequestration; those provisions have been extended through
2025. The budgetary effects of this option cannot be combined with either of the other alternatives that affect discretionary spending.

. These estimates are from CBO and the staff of the Joint Committee on Taxation and are preliminary.

This alternative would extend the provisions that allow businesses with large amounts of investment to expense (immediately deduct from their
taxable income) a portion of the cost of their investment in equipment and certain other property. Under current law, the portion that can be expensed
is 50 percent through 2017, 40 percent in 2018, and 30 percent in 2019, after which the provisions expire. One option would extend the 50 percent
allowance permanently beyond 2017, and the other option would extend the 30 percent allowance permanently beyond 2019. In both cases, the
alternative would include provisions that allow businesses to accelerate alternative minimum tax credits in lieu of the partial-expensing provisions,
which expire under current law after 2019. Policymakers could choose to extend the partial-expensing provisions at a percentage of either 30 percent
or 50 percent, but not both; that is, the options could not be applied together and the separate budgetary estimates added together.

. This option would extend about 50 tax provisions that expired or are due to expire between December 31, 2016, and December 31, 2027. It does not

include an extension of the partial-expensing provisions or a repeal of certain health-related provisions; those effects are shown separately.

. This option would repeal the health insurance provider tax, the medical device excise tax, and the excise tax on certain health insurance plans with

high premiums. All were postponed for either one or two years in the Consolidated Appropriations Act, 2016. The component of the estimate from
repealing the high-premium excise tax does not include largely offsetting effects that would result because some people who would otherwise have
been enrolled in insurance through Medicaid or the marketplaces established by the Affordable Care Act would instead enroll in employment-based
coverage.
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they would be about $100 billion higher or lower than in
the agency’s baseline.” Similarly, if outlays projected for
2017 were too high or too low by 3 percent, then they
would deviate from CBO’s baseline by about $120 bil-
lion. Such differences for both revenues and outlays could
largely offset each other, thus having little net effect on
the deficit, or they could both push the deficit in the
same direction, thus compounding the differences.

Alternative Assumptions About Fiscal Policy
CBO’s baseline budget projections are intended to show
what would happen to federal spending, revenues, and
deficits if current laws generally remained unchanged.
Future legislative action, however, could lead to markedly
different budgetary outcomes.

To assist policymakers and analysts who may hold differ-
ing views about the most useful benchmark against which
to consider possible changes to laws, CBO has estimated
the effects on budget projections of some alternative
assumptions about future policies (see Table 1-6 on

page 32). The discussion below focuses on how those pol-
icy actions would directly affect revenues and outlays.
Such changes also would influence the costs of servicing
the federal debt (shown separately in the table).

Discretionary Spending

Policymakers could vary discretionary funding in many
ways from the amounts projected in the baseline. For
example, after 2017, if appropriations grew each year
through 2027 at the same rate as inflation, rather than
being constrained by the caps, discretionary spending
would be $577 billion higher over the 2018-2027 period
than it is in CBO’s baseline. If, by contrast, lawmakers
kept appropriations for 2018 through 2027 at the nomi-
nal 2017 amount, total discretionary outlays would be
$949 billion lower over that period. Under that scenario
(sometimes called a freeze in regular appropriations),
total discretionary spending would fall from 6.3 percent
of GDP in fiscal year 2017 to 4.4 percent in 2027. (In

31. Projection errors have tended to be larger for longer horizons
than for shorter ones. CBO’s six-year revenue projections—
those that estimate revenues for the fifth fiscal year after the year
in which they are released—have, on average, overestimated
revenues by 5.3 percent. The mean absolute error of those
projections (that is, the average of the errors without regard to
direction) is 10.4 percent. See Congressional Budget Office,
CBO'’s Revenue Forecasting Record (November 2015),
www.cbo.gov/publication/50831.
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CBO’s baseline, such spending is already projected to fall
to 5.3 percent of GDP in 2027, reflecting the caps on
most new discretionary funding through 2021 and
adjustments for inflation thereafter.)

Automatic Spending Reductions

The Budget Control Act of 2011 put in place automatic
procedures to reduce discretionary and mandatory spend-
ing through 2021. Those procedures require equal reduc-
tions (in dollar terms) in defense and nondefense spend-
ing. The Bipartisan Budget Act of 2015 canceled the
discretionary reductions for 2016 and 2017 and instead
set new caps for those years. That act also extended the
required reductions to mandatory spending (through a
process called sequestration) through 2025. If lawmakers
chose to prevent those automatic cuts each year—starting
in 2018—without making other changes that reduced
spending, total outlays over the 2018-2027 period would
be $989 billion (or nearly 2 percent) higher than the
amounts in CBO’s baseline. Total discretionary outlays
would be $869 billion (or 6.5 percent) higher, and out-
lays for mandatory programs—most of which are not
subject to sequestration—would be $120 billion (or

0.4 percent) higher.”

Revenues

A number of tax provisions have recently expired or are
scheduled to expire over the next decade. Most of these
provisions have been extended several times. Most
recently, the Consolidated Appropriations Act, 2016,
made permanent some provisions that had expired or
were scheduled to expire and temporarily extended oth-
ers, in many cases through December 31, 2016. That law
also phases out the ability of businesses with large
amounts of investment to expense (immediately deduct
from their taxable income) qualifying investments in
equipment, allowing those companies to expense 50 per-
cent of such investment through 2017, 40 percent in
2018, and 30 percent in 2019, after which the partial-
expensing provisions are scheduled to expire. That law
also postponed for one or two years certain taxes related
to health care.

If the provision allowing for 50 percent expensing
became permanent after 2017, it would reduce revenues

32. Because of interactions between the effects of different policy
options, the estimated budgetary effects of this option cannot be
added to the estimated budgetary effects of either of the other
alternatives that affect discretionary spending.
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Table 1-7.
Key Projections in CBO’s Extended Baseline

Percentage of Gross Domestic Product
Projected Annual Average

2019- 2023- 2028- 2038-
2017 2018 2022 2027 2037 2047
Revenues
Individual income taxes 8.6 8.9 9.2 9.5 10.0 10.4
Payroll taxes 6.0 6.0 59 5.9 5.9 5.9
Corporate income taxes 1.7 1.7 1.7 1.6 1.6 1.6
Other 1.5 1.5 1.3 1.2 1.3 1.4
Total Revenues 17.8 18.1 18.1 18.3 18.7 19.3
Outlays
Mandatory
Social Security 4.9 5.0 5.3 5.8 6.2 6.3
Major health care programs® 5.5 5.4 59 6.5 7.6 8.8
Other 2.6 2.6 2.7 2.5 2.4 2.1
Subtotal 13.0 13.0 139 14.8 16.2 17.2
Discretionary 6.3 6.1 5.8 5.4 5.3 5.4
Net interest 1.4 1.5 1.9 25 3.4 5.0
Total Outlays 20.7 20.5 21.6 22.8 24.9 27.6
Deficit -2.9 24 -3.5 -4.5 6.2 -8.2
Debt Held by the Public at the End of the Period 77 77 81 89 113 145
Memorandum:
Social Security
Revenues® 4.6 4.6 4.6 45 4.5 45
Outlays® 4.9 5.0 53 5.8 6.2 6.3
Contribution to the Federal Deficit’ -0.3 0.4 -0.8 -1.3 1.7 -1.8
Medicare
Revenues” 1.5 1.5 1.5 1.5 1.5 1.4
Outlays* 3.7 3.6 4.1 4.7 5.8 6.9
Offsetting receipts -0.6 -0.6 -0.7 -0.8 -1.0 -1.2
Contribution to the Federal Deficit® -1.6 -1.5 -1.9 -2.3 -3.3 4.2
Gross Domestic Product at the
End of the Period (Trillions of dollars) 19.2 19.9 23.0 28.0 41.9 63.0

Source: Congressional Budget Office.
This table satisfies a requirement specified in section 3111 of S. Con. Res. 11, the Concurrent Resolution on the Budget for Fiscal Year 2016.

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2027 and then extending most of the
concepts underlying those baseline projections for the rest of the long-term projection period.

a. Consists of spending for Medicare (net of premiums and other offsetting receipts), Medicaid, and the Children's Health Insurance Program as well as
outlays to subsidize health insurance purchased through the marketplaces established under the Affordable Care Act and related spending.

b. Includes payroll taxes other than those paid by the federal government (which are intergovernmental transactions). Also includes income taxes paid
on Social Security benefits, which are credited to the trust funds.

c. Does not include outlays related to administration of the program, which are discretionary. For Social Security, outlays do not include
intergovernmental offsetting receipts stemming from payroll taxes paid by federal government employers to the Social Security trust funds.

d. The netincrease in the deficit shown in this table differs from the change in the trust fund balance for the associated program. It does not include
intergovernmental transactions, interest earned on balances, and outlays related to administration of the program.
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by about $247 billion over the 2018-2027 period, JCT
estimates. If instead the provision allowing for 30 percent
expensing became permanent after 2019, it would reduce
revenues by about $152 billion from 2020 through 2027.
If all other tax provisions that either expired at the end of
last month or are scheduled to expire before 2027 were
permanently extended, CBO and JCT estimate, revenues
would be lower by a total of $199 billion over the 2018—
2027 period.

Deficits also would increase if delays in the imple-
mentation of certain taxes established by the ACA were
extended or made permanent. The Consolidated
Appropriations Act, 2016, suspended for 2016 and 2017
the medical device tax that took effect in 2013, placed a
moratorium for 2017 on the health insurance provider
tax that took effect in 2014, and postponed for two years
(to 2020) the start of the tax on high-premium health
insurance plans. Permanently repealing those taxes would
reduce revenues by a total of $311 billion over the 2018—
2027 period.

The Long-Term Budget Outlook

Beyond the coming decade, the fiscal outlook is signifi-
cantly more daunting. In CBO’s most recent long-term
projections—which extend through 2047—budget defi-
cits rise steadily. Those long-term projections follow
CBO’s 10-year baseline projections for the first decade
and then extend the baseline concept for subsequent
years (see Table 1-7 on page 35). Although long-term
budget projections are highly uncertain, the aging of the
population and growth in per capita spending on health
care would almost certainly boost federal spending sig-
nificantly relative to GDP after 2027 if current laws gen-
erally remained in effect. Federal revenues also would
continue to increase relative to GDP under current law,
but they would not keep pace with outlays. As a result,
CBO estimates, public debt would reach 145 percent of
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GDP by 2047 (taking into account the effects on the
economy of the rising debt), higher than any percentage
previously recorded in the United States (see Figure 1-8).

Moreover, debt would still be on an upward path relative
to the size of the economy in 2047, a trend that would
ultimately be unsustainable. To avoid the negative conse-
quences of high and rising federal debt and to put debt
on a sustainable path, lawmakers will have to make
significant changes to tax and spending policies—increas-
ing revenues more than they would under current law,
reducing spending for large benefit programs below the
projected amounts, or adopting some combination of
those approaches.

33. The long-term projections reported here incorporate the current
baseline for the first 10 years. For subsequent periods, CBO has
not fully updated all of the projections that it reported in its most
recent long-term budget outlook, but the agency has updated its
long-term economic projections on an interim basis and applied
them to estimates for Social Security spending and net interest.
For other components of the budget, CBO adopted the simplified
approach that it has regularly used between full updates—in this
case, by incorporating the growth rates for such components from
the extended baseline in CBO’s July 2016 report (its most recent
full update).

Details on the interim long-term economic and budgetary
projections presented here are included with the supplemental
data for this report, available online at www.cbo.gov/publication/
52370. For the most recent full update from July 2016, see
Congressional Budget Office, The 2016 Long-Term Budget
Outlook (July 2016), www.cbo.gov/publication/51580. For
additional information about the simplified approach used here
for spending and revenues projections unrelated to Social Security
and net interest, see Congressional Budget Office, Budgetary and
Economic Outcomes Under Paths for Federal Revenues and
Noninterest Spending Specified by Chairman Price, March 2016
(March 2016), pp. 13-14, www.cbo.gov/publication/51260.
CBO expects to publish its next complete update of its long-term
economic and budgetary projections in the spring of 2017.
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Figure 1-8.
Federal Debt Held by the Public

Percentage of Gross Domestic Product
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fiscal crisis.
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Source: Congressional Budget Office. For details about the sources of data used for past debt held by the public, see Congressional Budget Office,

Historical Data on Federal Debt Held by the Public (July 2010), www.cbo.gov/publication/21728.

The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2027 and then extending most of the
concepts underlying those baseline projections for the rest of the long-term projection period (in this case, through 2047).
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The Economic Outlook

Ihe Congressional Budget Office estimates that if
current laws governing federal taxes and spending gener-
ally remain in place, the economy will grow, during the
coming decade, at roughly the modest rate observed since
the end of the 2007-2009 recession. CBO estimates that
the nation’s real gross domestic product (GDP)—that is,
total output adjusted to remove the effects of inflation—
grew by 1.8 percent last year on a fourth-quarter-to-
fourth-quarter basis, restrained by weak growth of busi-
ness and residential investment (see Table 2-1). But CBO
expects business investment to strengthen, helping to
raise the growth of output to 2.3 percent this year and
1.9 percent in 2018. From 2017 to 2027, CBO estimates
that real output will expand at an average rate of 1.9 per-
cent per year.

The projected growth of output will raise employment
and virtually eliminate slack—that is, unused productive
resources—in the economy over the next two years, in
CBO’s view. At the end of 2016, actual output was about
1 percent smaller than CBO’s estimate of potential (that
is, maximum sustainable) output. CBO expects that out-
put gap, which is one measure of slack, to nearly dis-
appear by the end of 2018, after reaching 6 percent
during the 2007-2009 recession. Another measure of
slack, the shortfall between actual and potential employ-
ment, was about 1.6 million people at the end of 2016
and is expected to disappear in 2018. As it does so, CBO
expects the unemployment rate to fall from 4.7 percent in
the fourth quarter of 2016 to 4.4 percent in the fourth
quarter of 2018.

As slack diminishes, CBO expects the rate of inflation to
rise and the Federal Reserve to reduce its support of the
economy. The rate of inflation, as measured by the price
index for personal consumption expenditures (PCE), is
projected to rise from 1.5 percent in 2016 to the Federal
Reserve’s goal of 2 percent by 2018 and to stay there, on
average, for the rest of the projection period. CBO
expects the Federal Reserve to steadily raise the target for
the federal funds rate (the interest rate that financial insti-
tutions charge each other for overnight loans of their

monetary reserves) over the next few years. The rising
federal funds rate would push up other interest rates in
the economy, restraining the overall demand for goods
and services and working to prevent inflation from rising
above 2 percent.

Unlike CBO’s projections for the next two years, its pro-
jections for the 2021-2027 period do not reflect its pre-
dictions of business-cycle fluctuations. Rather, they are
based primarily on projections of underlying trends in
such variables as the size of the labor force, the number of
hours worked, capital investment, and productivity—
that is, trends that those variables follow after the effects
of business-cycle fluctuations are removed. Those trends
determine CBO’s estimate of the economy’s potential
output.

CBO estimates that potential output over the 2021-2027
period will grow more quickly than it has grown since the
2007-2009 recession, mainly because the agency projects
growth in the productivity of the labor force to accelerate
nearly to its average over the past 25 years. Nevertheless,
the growth of potential output is projected to be slower
than its long-term historical average because the working-
age population, and hence the labor force, are expected
to grow more slowly than they did in the past. Real
interest rates are likewise projected to be higher than they
were in recent years but lower than they were before the
recession.

Many developments, such as unexpected changes in
international conditions or in business confidence, could
make economic outcomes differ significantly from what
CBO has projected, even if the federal tax and spending
policies specified in current law remained substantially
unchanged. Because of that uncertainty, the agency con-
structs its projections so that they fall in the middle of the
distribution of possible outcomes.

CBO’s current economic projections differ in some
respects from its last projections, which were published in
August 2016. Because it revised its projections of several
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Table 2-1.
CBO’s Economic Projections for Calendar Years 2017 to 2027

Actual, Estimated, Forecast Projected Annual Average
2015 2016° 2017 2018 2019-2020 2021-2027

Percentage Change From Fourth Quarter to Fourth Quarter
Gross Domestic Product

Real’ 19 1.8 23 1.9 1.6 1.9
Nominal 30 35 41 3.8 35 4.0
Inflation
PCE price index 04 15 19 20 20 2.0
Core PCE price index® 1.4 18 1.9 2.0 2.0 2.0
Consumer price index’ 04 18°¢ 2.3 23 24 24
Core consumer price index® 20 22°¢ 22 23 23 23
GDP price index 1.1 1.6 1.8 1.9 1.9 2.0
Employment Cost Index’ 21 25 3.0 32 32 3.1

Fourth-Quarter Level
Unemployment Rate (Percent) 5.0 47° 45 44 509 49"

Percentage Change From Year to Year
Gross Domestic Product

Real® 26 1.6 23 20 1.6 1.9

Nominal 37 29 42 39 35 39
Inflation

PCE price index 03 1.1 1.9 20 20 2.0

Core PCE price index® 1.4 1.7 1.8 19 2.0 2.0

Consumer price index® 0.1 13°¢ 24 23 2.3 24

Core consumer price index® 1.8 22°¢ 22 23 23 23

GDP price index 11 1.3 19 19 1.9 2.0
Employment Cost Index' 23 24 2.7 3.1 32 3.1

Annual Average

Unemployment Rate (Percent) 53 49°¢ 46 44 47 49
Payroll Employment (Monthly change, in thousands)’ 231 188 ¢ 138 94 37 64
Interest Rates (Percent)

Three-month Treasury bills 0.1 03° 0.7 1.1 20 28

Ten-year Treasury notes 21 18°¢ 2.3 25 3.0 3.6
Tax Bases (Percentage of GDP)

Wages and salaries 435 441 442 443 444 443

Domestic economic profits 9.4 9.1 8.9 8.4 8.0 75

Sources: Congressional Budget Office; Bureau of Economic Analysis; Bureau of Labor Statistics; Federal Reserve.
Economic projections for each year from 2017 to 2027 appear in Appendix C.
GDP = gross domestic product; PCE = personal consumption expenditures.

. Values for 2016 do not reflect the values for GDP and related series released by the Bureau of Economic Analysis since early December 2016.

o o

. Nominal GDP adjusted to remove the effects of inflation.

. Excludes prices for food and energy.

o O

. The consumer price index for all urban consumers.
. Actual value for 2016.

bl 0]

The employment cost index for wages and salaries of workers in private industries.
g. Value for the fourth quarter of 2020.
h. Value for the fourth quarter of 2027.

i. Calculated as the monthly average of the fourth-quarter-to-fourth-quarter change in payroll employment.
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factors that determine potential output, the agency now
expects real GDP and real potential GDP in 2026 to be
modestly lower than projected in August. CBO expects
interest rates to be lower in the first half of the projection
period than it expected in August.

The economic projections in this report do not differ sig-
nificantly from those of most other forecasters. They are
generally similar to the Blue Chip consensus forecast that
was published this month and to the latest forecasts by
Federal Reserve officials.

Recent Economic Developments

In CBO’s assessment, the economy is currently on solid
ground. Although growth was weak in the first half of
2016, it picked up in the second half, suggesting that the
economy has good momentum at the start of 2017.
During the year as a whole, CBO estimates that GDP
grew slightly more quickly than potential GDP did,
reducing the output gap slightly to 1.0 percent. Similarly,
healthy employment growth reduced the shortfall
between actual and potential employment by half—to
just 1.6 million people by the end of last year. Those
reductions in slack, as well as recent increases in inflation
toward the Federal Reserve’s 2 percent target, prompted
the central bank to raise its target for the federal funds
rate.

Gross Domestic Product

Driven by consumer spending, real GDP grew by an esti-
mated 1.8 percent from the fourth quarter of 2015 to the
fourth quarter of 2016, about as much as it grew the pre-
vious year. However, the estimated 2.6 percent growth
in the second half of the year was more than twice as fast
as the growth in the first half, which had been held down
by weak business and residential investment. Govern-
ment purchases of goods and services made a slight con-
tribution to growth in 2016, as did net exports.

Consumer Spending. CBO estimates that real spending
on consumer goods and services grew at an annual aver-
age rate of 2.6 percent during the second half of 2016, a
rate only slightly slower than the 2.9 percent of the first
half of the year. In CBO’s assessment, the main factor
behind the growth in consumer spending was an increase
in labor income, which reflected continuing growth in
hours worked, employment, and wages. The recent
growth in consumer spending is one indication of sub-
stantial momentum in the economy.

THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027

Business Investment. Business investment was soft for
much of 2016 but began to rebound by year’s end. One
component of that investment, spending on business
equipment, declined during the first three quarters of last
year but began to improve in the fourth quarter, accord-
ing to monthly data on shipments and orders of capital
goods released late in 2016. That decline was surprising
in light of developments that would normally indicate
rising investment, such as growing GDP, but it may be
the result of lower business confidence, falling commod-
ity prices, and slow growth of productivity. The first three
quarters of 2016 also saw declines in petroleum drilling
activity (which is part of business investment in struc-
tures), reflecting low oil prices. However, following a
recent rise in oil prices, the number of active drilling rigs
rose as well, indicating that investment in structures
probably rebounded in the fourth quarter.

Residential Investment. Spending on residential invest-
ment declined in the second and third quarters of 2016.
The main reason was that the value of newly constructed
single-family homes declined—though the number of
homes under construction increased. However, data on
construction, housing starts, permits, and home builders’
sentiment late in the year indicate that the housing sector
finished 2016 strongly. Furthermore, robust household
formation and continuing gains in home prices and rents
are good indicators of the sector’s underlying momen-
tum, even though mortgage rates began to rise late last
year and will probably temper the growth of household
formation.'

Government Purchases. Real purchases by governments
boosted real GDP slightly in 2016, CBO estimates. Fed-
eral purchases grew solidly in the third quarter, reversing
declines in the first half of the year. But those gains were
largely offset by a sharp reduction in purchases by state
and local governments, which may reflect a slowdown in
state and local tax receipts.

Net Exports. CBO estimates that net exports (that is,
exports minus imports) contributed modestly to the
growth of real GDP during 2016. Real exports grew
slightly more than real imports did, partly because the
economy of the United States grew more slowly than did
those of its major trading partners, restraining U.S.

1. Household formation is measured by the change in the number of
occupied housing units.
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demand for imported goods and services relative to for-
eign demand for U.S. exports. Late in the year, however,
U.S. economic growth strengthened. Also, the dollar
appreciated, and the stronger dollar made U.S. exports
more expensive in foreign markets. Partly as a result,
exports fell and imports rose, suggesting that trade was
not adding to real output by year’s end.

The Labor Market

The modest increase in economic output during 2016
was enough to ensure that labor markets kept improving.
Payrolls grew by 180,000 jobs per month, on average.
The labor force participation rate increased slightly in
2016, even though the aging of the population exerted
downward pressure on it.” The unemployment rate fell to
4.7 percent in the fourth quarter, down from 5.0 percent
in the fourth quarter of 2015 and from 5.7 percent in the
fourth quarter of 2014. Much of the decline over those
two years stemmed from a drop in long-term unemploy-
ment (that is, unemployment lasting at least 27 consecu-
tive weeks), as some people who had been unemployed
for a long time obtained jobs.’

The primary measure that CBO uses to assess the degree
of slack in the labor market is the estimated shortfall
between employment and potential employment. Poten-
tial employment is the number of people employed when
unemployment is at its natural rate—the rate that arises
from all sources except fluctuations in aggregate
demand—and when labor force participation is at its
potential rate. (Aggregate demand is the overall demand
for goods and services in the economy.) CBO estimates
that the employment shortfall shrank from 3.2 million
people at the beginning of last year to 1.6 million people
at the end of the year. That decline reflects an increase in
the labor force participation rate relative to its potential as
well as a drop in the unemployment rate. (For more dis-
cussion of the current amount of slack, see Box 2-1.)

2. The labor force participation rate is the percentage of people
in the civilian noninstitutionalized population who are at least
16 years old and are either working or seeking work.

3. For some evidence on the propensity of the long-term
unemployed to find jobs, see Rob Dent and others, How Attached
to the Labor Market Are the Long-Term Unemployed? (Federal
Reserve Bank of New York, November 2014), http://tinyurl.com/
kt772t8; and Rob Valletta, Long-Term Unemployment: What Do
We Know? FRBSF Economic Letter 2013-03 (Federal Reserve
Bank of San Francisco, February 2013), http://tinyurl.com/
mxqty5j.
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Tightening labor markets during the past year have

put upward pressure on employees’ compensation, as
businesses have had to compete harder to attract workers.
That rise in compensation is indicated, for example, by
the employment cost index (ECI) for workers in private
industry, which measures the average cost of an hour of
labor, including wages, salaries, and benefits. Between the
fourth quarter of 2015 and the fourth quarter of 2016,
the ECI rose by an estimated 2.4 percent, up from a

1.9 percent increase in the previous year.’

Inflation

Consumer price inflation rose last year. Specifically, the
PCE price index increased by 1.5 percent between

the fourth quarters of 2015 and 2016, nearing the
Federal Reserve’s goal of a 2 percent annual increase. By
contrast, the index rose by just 0.4 percent in 2015, held
down by a large drop in crude oil prices. A different mea-
sure of consumer prices, the consumer price index for all
urban consumers (CPI-U), rose by 1.8 percent last year
after rising by just 0.4 percent in 2015. Inflation in core
consumer prices—that is, prices excluding prices for food
and energy—showed less of a step-up last year: The core
PCE price index grew by 1.8 percent in 2016, up from
1.4 percent in 2015, and the core CPI-U grew by 2.2 per-
cent, up from 2.0 percent in 2015.

The increase in inflation had three main sources: increas-
ing wages, which resulted from tightening labor markets;
robust growth in the prices of many services, especially
for housing and health care; and modestly higher energy
prices. The strong exchange value of the dollar, however,
worked in the opposite direction, suppressing the prices
of many imported goods and services.

Monetary Policy and Financial Markets

Interest rates, the exchange value of the dollar, and stock
prices all increased in the second half of 2016. In CBO’s
estimation, those increases resulted partly from recent
economic and financial developments. They probably

4. An additional indicator of recent acceleration in wage growth
comes from the Federal Reserve Bank of Atlanta, which measures
the median change from year to year in the hourly wages recorded
in the Current Population Survey. That indicator shows average
wage growth of 3.3 percent in the first half of 2016, compared
with 3.1 percent in 2015. See Federal Reserve Bank of Atlanta,
Center for Human Capital Studies, “Wage Growth Tracker,”
www.frbatlanta.org/chcs/wage-growth-tracker (December 12,

2016).
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Box 2-1.
Current Slack in the Labor Market

A small amount of underused resources, or slack, remains in the labor market. The Congressional Budget Office
bases that assessment on its analysis of the employment shortfall, on various other measures of underused
labor, and on such indicators as the growth of compensation and rates of hiring and quitting.

The employment shortfall, CBO’s primary measure of slack in the labor market, is the difference between actual
employment and the agency’s estimate of potential (maximum sustainable) employment. Potential employment
is what would exist if the unemployment rate equaled its natural rate—that is, the rate that arises from all sources
except fluctuations in aggregate demand for goods and services—and if the labor force participation rate
equaled its potential rate. Consequently, the employment shortfall has two components: an unemployment
component and a participation component. The unemployment component is the difference between the
number of jobless people seeking work at the current rate of unemployment and the number who would be
jobless at the natural rate of unemployment. The participation component is the difference between the number
of people in the current labor force and the number who would be in the labor force at the potential labor force
participation rate. CBO estimates that the employment shortfall was about 1.6 million people in the fourth
quarter of 2016; the entire shortfall stemmed from a depressed labor force participation rate.

The employment shortfall accounts for the most important sources of slack in the current labor market, but it
does not account for all of them. One source of slack that is not accounted for in the employment shortfall is an
unusually large percentage of part-time workers who would prefer to work full time. In the fourth quarter of
2016, about 5.7 million workers, or 3.8 percent of all employed workers, were employed part time for economic
reasons—that is, because employers were offering them part-time jobs, even though they would have preferred
full-time jobs. That 3.8 percent rate was still 0.7 percentage points higher than the rate in the fourth quarter of
2007. But it is hard to determine how much of that 0.7 percentage-point difference represented slack, because
part of the increase since 2007 might have been related to structural factors. One such factor is that
employment has been shifting to industries that employ a larger fraction of part-time workers, such as service
industries. That development may be increasing the share of employees who work fewer hours than they would
like.!

Another source of slack is the number of people who are marginally attached to the labor force—that is, who are
not looking for work now but have looked for it in the past 12 months. That number is larger than it was before
the recession—1.8 million people in the fourth quarter of 2016, up from about 1.4 million in the fourth quarter of
2007. Because the elevated number of marginally attached workers is closely related to the depressed rate

of labor force participation, it is largely reflected in CBO’s measure of the employment shortfall. Marginally
attached workers are also included in the U-6 measure of underused labor computed by the Bureau of Labor
Statistics, along with the number of unemployed people and the number of people employed part time for
economic reasons.? In the fourth quarter of 2016, the U-6 measure stood at 9.3 percent, down slightly from

9.9 percent in the fourth quarter of 2015 but higher than the 8.5 percent observed before the recession.

Some measures of the number of hours worked, such as the average number of hours worked per week, could
also indicate slack in the labor market. CBO does not use hours to measure slack because the agency forecasts
average hours worked per week for only a portion of the economy (the nonfarm business sector). Nonetheless,
by the end of 2015, the average number of hours worked per week had largely returned to its prerecession
level, and in the nonfarm business sector, it had returned to its usual relationship with potential average hours
worked per week. That fact suggests that any cyclical influence on the average number of hours worked per
week is not currently a significant source of labor market slack.?

Other economic indicators offer mixed signals about the amount of slack remaining in the labor market. The
growth of hourly labor compensation increased during 2016—a sign that slack has diminished considerably—but
continues to grow more slowly than labor productivity and inflation, indicating that slack still exists. Two other
indicators—the rate at which job seekers are hired and the rate at which workers are quitting their jobs, both
measured as a fraction of total employment—show little evidence of slack: Both are currently near their
prerecession levels.

1. See Rob Valletta and Catherine van der List, Involuntary Part-Time Work: Here to Stay? FRBSF Economic Letter 2015-19 (Federal
Reserve Bank of San Francisco, June 2015), http://tinyurl.com/pbywpck.

2. The U-6 measure is the number of unemployed workers, marginally attached workers, and workers employed part time for
economic reasons as a percentage of the labor force plus all marginally attached workers. By contrast, the unemployment rate that
is generally reported in the news—the U-3 unemployment rate—is the number of unemployed workers as a percentage of the labor
force.

3. The percentage of workers who are working part time for economic reasons is above its prerecession level. Yet the average
number of weekly hours worked per job has returned to its prerecession level. The apparent contradiction can be reconciled by
noting two developments. First, the number of workers who hold multiple jobs is depressed, so the average number of hours
worked per worker is lower than it would be otherwise. Second, the increase in the average number of weekly hours worked per
job partly reflects an increase in overtime hours, which may have been concentrated in some jobs even as workers in other jobs
would have preferred more hours.
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also resulted from an abrupt change in financial-market
participants’ expectations about federal fiscal and
regulatory policy following the U.S. Congressional

and Presidential elections in November. Because CBO’s
projections are based on current law, they reflect the
assumption that no new fiscal and regulatory policies will
be enacted into law and that financial-market participants
will ultimately adjust their expectations accordingly.

At its December 2016 meeting, the Federal Open Market
Committee, which is the arm of the Federal Reserve that
makes monetary policy, slightly reduced its support of
economic growth by raising the target range for the fed-
eral funds rate by 0.25 percentage points, making it

0.50 percent to 0.75 percent. Short-term interest rates
increased in response to that rate hike. For instance,

the 3-month Treasury bill rate increased from

0.30 percent at the end of the first half of 2016 to

0.50 percent by the end of the year.

In the second half of 2016, long-term interest rates also
rose, and that rise was particularly sharp in the two weeks
following the elections. The rate on 10-year Treasury
notes, for example, jumped by about 0.4 percentage
points during that period, reaching 2.3 percent in late
November. All told, the interest rate on 10-year Treasury
notes increased from 1.6 percent at the end of the first
half of 2016 to 2.5 percent by the end of the year.

Higher interest rates and the prospect of further increases
in the next few years contributed to the appreciation of
the dollar in the second half of 2016. In general, when
interest rates rise, foreign investors increase their demand
for dollars to take advantage of the higher rates of return
on U.S. securities. The dollar appreciated by 4.2 percent
in the second half of the year.5 Again, much of that
increase was concentrated in the two weeks following the
elections, when the dollar appreciated by 2.5 percent.
The resulting stronger dollar reduced the competitiveness
of U.S.-based production—hampering exports, encour-
aging imports, and thus restraining demand for U.S.
goods and services, in CBO’s estimation.

Stock prices also increased in the second half of 2016.
The Standard & Poor’s 500 index, for example, rose by

5. That calculation is based on the broad trade-weighted U.S. dollar
exchange rate published by the Board of Governors of the Federal

Reserve.
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8 percent. Here as well, gains were concentrated in the
period following the elections, when the index rose by

3 percent. The increase in stock prices reduced the cost to
businesses of financing investments—which, in CBO’s
estimation, is likely to lead to an increase in demand for
such investments. It also increased household wealth,
which will support consumer spending.

The Economic Outlook for 2017 to 2020
CBO expects real GDP to grow by 2.3 percent this year
and by 1.9 percent next year on a fourth-quarter-to-
fourth-quarter basis. The agency anticipates that most of
that growth will come from consumer spending, business
investment, and residential investment.

The projected growth of output will virtually eliminate
slack in the economy over the next two years, CBO pro-
jects. Because GDP is projected to grow faster than
potential GDP, the output gap nearly disappears in
CBO’s forecast (see Figure 2-1). In addition, CBO
expects slack in the labor market to disappear over the
next two years, as increased demand for workers reduces
the unemployment rate and draws more workers into the
labor force. The reduced slack will help boost the rate of
inflation to the Federal Reserve’s target rate of 2 percent,
according to CBO’s estimate.

CBO expects that monetary policy and the federal tax
and spending policies set in current law would remove
some support for output growth. Monetary policy’s sup-
port of economic growth over the next few years wanes in
CBO’s projections; the Federal Reserve is expected to
raise short-term interest rates as the economy nears its
potential output, the labor market tightens, and inflation
rises. And the federal fiscal policy specified in current law
is projected to lower the growth of output modestly over
the next few years.

Unlike the projections for 2017 and 2018, CBO’s projec-
tions for the subsequent two years do not reflect expected
cyclical developments in the economy. Rather, they serve
as transitions to the values that CBO projects for the
2021-2027 period—which are based on anticipated
longer-term economic trends, rather than on predictions
of business-cycle fluctuations.

Contributions to the Growth of Real GDP
CBO expects that consumer spending, business invest-
ment, and residential investment will drive the growth



CHAPTER 2: THE ECONOMIC OUTLOOK

Figure 2-1.
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Growth of Real GDP and Real Potential GDP, and the Output Gap
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Sources: Congressional Budget Office; Bureau of Economic Analysis.
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Real GDP is the output of the economy adjusted to remove the effects of inflation.

The output gap equals the difference between historical or projected GDP and CBO’s estimate of potential GDP and is expressed as a percentage of
potential GDP. Potential GDP is CBO’s estimate of the maximum sustainable output of the economy. When GDP is less than potential GDP, the gap
between the two shrinks whenever GDP grows faster than potential GDP.

For real GDP growth and real potential GDP growth, percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter
of the next. Values for the output gap are for the fourth quarter of each year.

GDP = gross domestic product.

of real GDP in the short term (see Figure 2-2). Con-
sumer spending, which accounts for over two-thirds

of economic output, is expected to provide the largest
contribution to economic growth, as it has generally
done in the past. However, the pickup in economic
growth that CBO projects for 2017 stems largely from
faster growth in business fixed investment—particularly
investment in equipment and structures. (Business
fixed investment also includes investment in intellectual
property products.) Total purchases by all levels of gov-
ernment are projected to add to the growth of real GDP
through 2020. In contrast, net exports will restrain

growth this year and to a lesser extent in the following
three years, CBO projects.

Consumer Spending. CBO expects growth in consumer
spending on goods and services to slow and to approach
the expected growth rate of disposable income, which
likewise falls in CBO’s projections. In those projections,
real consumer spending increases by 2.2 percent between
the fourth quarters of 2016 and 2017, down from an esti-
mated 2.8 percent in 2016, and at a slower rate next year
(see Table 2-2). Meanwhile, growth in real disposable
income drops from an estimated 2.5 percent last year to
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Figure 2-2.
Projected Contributions to the Growth of Real GDP

The growth of real GDP 1.9% 1.8% 2.3% 1.9%
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in percentage points, from . . .
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Sources: Congressional Budget Office; Bureau of Economic Analysis.

The values show the contribution of the major components of GDP to the growth rate of real GDP (that is, GDP adjusted to remove the effects of inflation).
CBO calculated those components’ contributions by weighting their growth rates by their shares of nominal GDP. Consumer spending consists of
personal consumption expenditures. Business investment comprises purchases of equipment, nonresidential structures, and intellectual property
products, as well as the change in inventories. Residential investment comprises the construction of single-family and multifamily structures,
manufactured homes, and dormitories; spending on home improvements; and brokers’ commissions and other ownership transfer costs. Purchases by
federal, state, and local governments are taken from the national income and product accounts. Net exports are exports minus imports.

Changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next.

GDP = gross domestic product; * = between —0.05 percent and zero.
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Table 2-2.
Projected Growth of Real GDP and Its Components

THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027

Percent
Actual, Estimated, Forecast
2015 2016° 2017 2018
Real GDP 1.9 1.8 2.3 1.9
Components of Real GDP
Consumer spending 2.6 2.8 2.2 2.0
Business investment -0.1 -1.3 6.2 2.2
Business fixed investment 0.8 0.2 5.0 2.7
Residential investment 13.1 1.0 6.7 5.9
Purchases by federal, state, and local governments 2.2 0.2 0.5 0.8
Federal 1.7 0.2 11 0.4
State and local 2.5 0.4 1.5 1.5
Exports -2.2 2.0 1.9 1.7
Imports 2.5 1.3 43 2.1
Memorandum:
Net Exports (Change in billions of 2009 dollars) -112.6 8.0 -75.0 -22.7

Sources: Congressional Budget Office; Bureau of Economic Analysis.

Real GDP is the output of the economy adjusted to remove the effects of inflation. Consumer spending consists of personal consumption expenditures.
Business investment comprises business fixed investment—purchases of equipment, nonresidential structures, and intellectual property products—and
the change in inventories. Residential investment comprises the construction of single-family and multifamily structures, manufactured homes, and
dormitories; spending on home improvements; and brokers’ commissions and other ownership transfer costs. Purchases by federal, state, and local
governments are taken from the national income and product accounts. Net exports are exports minus imports.

Changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next.

GDP = gross domestic product.

a. Values for 2016 do not reflect the values for GDP and related series released by the Bureau of Economic Analysis since early December 2016.

an average of 2.0 percent during the next two years. Dis-
posable personal income is projected to grow more slowly
for several reasons, the most significant of which is that
the growth of employees’ real compensation is expected
to slow as employment gains slow (see Figure 2-3). Also,
CBO expects that energy prices will continue to rebound
through the end of 2017, reducing some of the extra pur-
chasing power that consumers gained in recent years, and
that structural features of the tax code will increase per-
sonal tax liabilities.

Several other factors are expected to support consumer
spending. One such factor is further increases in housing
prices, which will boost households’ wealth. Another is
further improvements in households’ creditworthiness
and access to credit. Overall, households’ debt and debt-
service payments are currently low, as are delinquency
rates on consumer loans; such light debt burdens, along
with rising employment and disposable income, will give
households greater capacity to borrow for major pur-
chases. Partly offsetting those effects are rising interest

rates on mortgage and consumer loans, which restrain
consumer spending in CBO’s forecast.

Business Investment. CBO projects that real business
fixed investment will grow considerably more quickly
over the next few years than it did last year. The projected
growth is strongest in 2017, at 5.0 percent, and between
1.7 percent and 2.7 percent in each of the following three
years. In 2016, real business fixed investment grew by just
0.2 percent, CBO estimates. Inventory investment is
expected to boost growth this year but to have little effect
on growth thereafter.

Business investment will grow strongly in 2017 for a
variety of reasons, CBO anticipates:

B The number of drilling rigs in operation will probably
continue the rebound begun in mid-2016 in response
to rising oil prices, boosting investment in mining
structures (see Figure 2-3).
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Figure 2-3.
Factors Underlying the Projected Contributions to the Growth of Real GDP

Percentage Change
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Source: Congressional Budget Office, using data from the Bureau of Economic Analysis, the Census Bureau, and the Federal Reserve.

The total amount of employees’ real (inflation-adjusted) compensation is the sum of wages, salaries, and supplements divided by the price index for
personal consumption expenditures. Percentage changes in employees’ real compensation are measured from the average of one calendar year to
the next.

Real mining investment includes real investment in exploration, shafts, wells, and machinery. Percentage changes in that investment are measured from
the fourth quarter of one calendar year to the fourth quarter of the next. The real price of oil is the annual average spot price of a barrel of West Texas
Intermediate oil divided by the price index for GDP. Percentage changes in the real price of oil are measured from the average of one calendar year to

the next.
Continued
B Both the national office vacancy rate and the national B The factors that caused investment in equipment
industrial availability rate are near the lows reached to decline in 2016—among them lower business
during the last business cycle, suggesting a need to confidence, falling commodity prices, and slow
boost investment in nonmining structures.’ growth of productivity—will partly abate in 2017,
leading to healthy growth.
6. The office vacancy rate is the amount of vacant office space for
lease divided by the total square footage of office space. The B Orders for capital goods, a leading indicator of
industrial availability rate is the supply of available space in large investment in equipment, began to rebound in late

industrial buildings as a percentage of the total amount of such 2016.
space.
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Household formation is the change in the number of occupied housing units from the fourth quarter of the previous year to the fourth quarter of the year

indicated.

The measure of the exchange value of the U.S. dollar is an index of the export-weighted average of exchange rates between the dollar and the
currencies of the United States’ leading trading partners. A higher value indicates a stronger dollar.

Data are calendar year averages.

GDP = gross domestic product.

B Investment in intellectual property products, such as
software, will repeat the solid growth posted in 2016.

Investment is projected to grow more slowly after 2017,
mainly because oil prices are projected to remain steady
and because CBO estimates that the cyclical rebound in
investment spending following the 20072009 recession
will be largely complete. A slower rate of growth in the
future will be sufficient to enable businesses to replace
depreciated equipment and expand capacity.

Other factors also temper CBO’s projections of business
investment after this year. Partial-expensing provisions in
the tax code, which encourage investment by letting busi-
nesses deduct new capital expenses from their taxable
income more rapidly than they could otherwise, are

scheduled to gradually expire during the 2018-2020
period. The increase in interest rates anticipated in
CBO’s forecast will also exert some downward pressure
on investment.

Residential Investment. CBO expects that real residen-
tial investment—which consists of the construction of
new dwellings, improvements of existing dwellings, and
brokers’ fees and other transaction costs—will grow by
6.7 percent in 2017. Residential investment is projected
to grow by 5.0 percent a year over the subsequent three
years, on average.

CBO anticipates that the construction of new dwellings
will be the primary contributor to the growth of residen-
tial investment, mainly because of healthy household
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formation (see Figure 2-3). The number of households
increased by an average of about 1.2 million per year
from 2014 to 2016, well above the 0.6 million average
annual increase of the preceding eight years. The earlier
weakness probably stemmed mainly from a sharp tighten-
ing of mortgage-lending standards during the 2007-2009
recession and from weak employment growth. Even
though lending standards remain tighter than they were
before 2007, they have loosened moderately over the past
few years. As they continue to loosen and as employment
continues to improve, annual household formation will
continue at a strong pace from 2017 to 2020, CBO
expects, averaging about 1.2 million households per year.
Rising mortgage rates will provide a modest drag on
housing construction.

CBO anticipates that stronger growth in the demand for
housing will put some upward pressure on house prices.
Those prices increased by 5.5 percent in 2016 and will
increase by about 2.5 percent per year, on average, over
the 2017-2020 period, CBO projects. (That projection
incorporates an expected increase in the supply of hous-
ing units, which will temper the price increases resulting
from stronger housing demand.)

Government Purchases. If current laws governing federal
taxes and spending generally remained in place, total real
purchases of goods and services by federal, state, and local
governments would grow by 0.5 percent in 2017, CBO
projects. In the following three years, they would grow by
an annual average of 0.8 percent.

The 2017 projection is attributable to an estimated
increase of 1.5 percent in real state and local purchases,
which offsets an estimated decline of 1.1 percent in real
federal purchases. From 2018 to 2020, real federal pur-
chases are projected to continue to decline, but more
slowly than this year. (That projection incorporates the
assumption that the statutory caps on nominal funding
for discretionary programs will hold the growth of federal
consumption and investment spending to a rate below
that of inflation; see Chapter 1 for more discussion of the
effect of the caps on projected outlays.)” Real state and
local purchases are expected to grow at roughly the same
pace as in 2017; in CBO’s view, state and local govern-
ments will increase spending as their tax revenues
rebound after a weak year.

Net Exports. CBO expects real net exports to fall from
2017 through 2020.* In 2017, CBO anticipates that
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real net exports will decline by $61 billion and that real
imports will exceed real exports by $612 billion. That gap
is expected to widen to $672 billion by 2019 before stabi-
lizing in 2020 and beyond.

CBO’s projections of net exports in 2017 and 2018 are
strongly influenced by the significant increase in the
exchange value of the dollar last year and by the agency’s
forecast of that exchange value (see Figure 2-3 on

page 48).° During the second half of 2016 alone, the
export-weighted U.S. dollar appreciated by 4.2 percent,
partly because investors raised their expectations of future
interest rates in the United States. That development
boosted the dollar by increasing demand for dollar-
denominated assets in relation to demand for assets
denominated in other currencies. In CBO’s forecast, a
similar expectation by investors—that long-term interest
rates in the United States will keep rising in relation to
those in its trading partners—continues to apply upward
pressure to the dollar through 2017. As a result, foreign
goods and services become relatively less expensive and
U.S. exports relatively more expensive. CBO therefore
projects that real net exports will fall in 2017 and 2018.

In later years, CBO expects real net exports to stabilize as
the economies of the nation’s major trading partners,
especially Canada and Mexico, grow more quickly. Stron-
ger economic growth and higher inflation in those
nations will encourage their central banks to gradually
tighten monetary policies, pushing up interest rates in
those countries and reducing the exchange value of the
dollar. As a result, net U.S. exports are projected to

7. Discretionary spending spans an array of federal activities funded
or controlled through annual appropriations. Such spending
includes most defense spending as well as outlays for highway
programs, elementary and secondary education, housing
assistance, international affairs, and the administration of justice,
for example. In broad terms, it includes defense and nondefense
expenditures for operations and investment but not transfer
payments from the government for Social Security, various health
care programs (especially Medicare and Medicaid), and other
social insurance and pension programs.

8. Net exports are currently negative: The United States imports
more than it exports. A decrease in net exports indicates that
imports are increasing more than exports.

9. CBO’s measure of the exchange value of the dollar is an export-
weighted average of the exchange rate indexes between the dollar
and the currencies of leading U.S. trading partners. An increase in
that measure indicates that the dollar is appreciating.
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decline less in 2019 and 2020 than in previous years and
then to remain relatively flat.

The Labor Market

According to CBO’s estimates, the growth of aggregate
demand will increase the demand for labor, eliminating
the shortfall between actual and potential employment by
the end of 2018 (see Figure 2-4)." That estimate is the
effect of two expected developments. First, the gap
between the actual and potential rates of labor force par-
ticipation is projected to narrow; second, the unemploy-
ment rate is projected to fall below its estimated natural
rate in 2017 and 2018. Also, increased demand for labor
and competition for workers are expected to boost the
growth of hourly labor compensation over those two
years.

CBO’s labor market projections for 2019 and 2020, by
contrast, do not reflect expected cyclical developments in
the economy. Instead, they serve as transitions to the
values that CBO projects for later years, which are based
primarily on long-term trends in the supply of labor.
Consequently, the unemployment rate is projected to rise
slightly so that it reaches its historical relationship with
the natural rate of unemployment—increasing slack in
the labor market to its average level over past decades.

Employment. CBO projects that nonfarm payroll
employment will increase more slowly over the next

few years than it has recently—Dby an average of about
160,000 jobs per month in the first half of 2017,
116,000 jobs per month in the second half of 2017,

and 94,000 jobs per month in 2018. One reason that
employment growth is projected to slow is that as the
employment shortfall shrinks, fewer people without jobs
will be available to enter employment. A second reason is
the retirement of baby boomers—people born between
1946 and 1964—which will slow the growth of the labor
force. CBO’s employment projections imply that the
number of people employed, measured as a percentage of
the population, will increase by about one-quarter of a
percentage point—to 60.0 percent—by the end of 2017
and then decline.

10. All else being equal, changes in aggregate demand affect
businesses” decisions about whether to increase production, invest
in equipment, and hire workers, which in turn affect income,
demand, and output.
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Labor Force Participation. CBO expects the labor force
participation rate to average 62.8 percent this year and to
slowly decline over the rest of the projection period (see
Figure 2-5). The rate was 62.8 percent last year, roughly
where it has stood, on average, since 2014, and 0.7 per-
centage points below CBO’s estimate of the potential
rate. CBO projects that the actual rate will fall to

62.4 percent in 2020. After 2018, the rate would be
roughly one-tenth of a percentage point below the poten
tial rate, reflecting CBO’s estimate of the long-term
relationship between the two.

Several factors have been pushing down the labor force
participation rate during the past two decades and are
expected to keep doing so during the next 10 years:

B Members of the baby-boom generation will continue
to retire from the labor force in large numbers; this
factor is the most important.

B The lingering effects of the 2007-2009 recession and
ensuing weak recovery will continue to hold down
participation slightly, in CBO’s view. Despite recent
declines in long-term unemployment, some of the
people who lost jobs in the recession left the labor
force and will not return.

B Federal tax and spending policies are expected to lower
participation rates slightly. In particular, under the
current-law assumptions that govern its projections,
CBO anticipates that people would keep responding
to provisions of the Affordable Care Act by reducing
the amount of labor that they are willing to supply
over the next few years.!' The structure of the tax
code, which pushes some people with rising income
into higher tax brackets, would also lower participa-
tion rates.

B Long-term trends involving particular groups of
people, such as a growing number of people with
disabilities, are projected to push down the overall
participation rate slightly.

The long-term factors pushing down the labor force par-
ticipation rate are expected to be largely offset in 2017

11. For more detail, see Edward Harris and Shannon Mok, How CBO
Estimates the Effects of the Affordable Care Act on the Labor Market,
Working Paper 2015-09 (Congressional Budget Office, December
2015), www.cbo.gov/publication/51065.
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Figure 2-4.

The Employment Shortfall
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The employment shortfall is the sum of two components. The first, the employment shortfall from unemployment, is the number of people who are not
employed but would be if the unemployment rate equaled its natural rate (the rate arising from all sources except fluctuations in the overall demand for
goods and services). That component is projected to be less than zero this year through 2019, reflecting CBO’s estimate that the unemployment rate will
be below its natural rate during that period. The second component, the employment shortfall from labor force participation, is the number of people
who are not employed but would be if the rate of labor force participation equaled its potential.

and 2018 by continued improvement in hiring, as solid
employment growth and rising wages draw some workers
back into the labor force and keep others from leaving.

Unemployment. CBO projects that the unemployment
rate will fall from 4.7 percent in the fourth quarter of
2016 to 4.5 percent by the end of 2017 and to 4.4 per-
cent by the end of 2018, which would be about 0.3 per-
centage points below the agency’s estimate of the natural
rate of unemployment (see Figure 2-6 on page 54). That
decline in the unemployment rate reflects a projected
increase in demand for labor that would reduce the num-
ber of unemployed people. However, the stronger
demand for labor would also encourage people to remain
in the labor force or rejoin it, making the labor force
larger and thus moderating the decline in the unemploy-
ment rate. Even though the unemployment rate is
expected to be relatively low during 2017, CBO antici-
pates that some slack will remain in the labor market,
because fewer people will be participating in the labor
force than would do so if the economy was operating at
its potential.

CBO expects the natural rate of unemployment to be
4.7 percent through 2020. That expectation reflects the
rate’s decline in recent years—which has occurred as

the composition of the workforce has shifted toward
older workers, who tend to have lower unemployment
rates, and away from less educated workers, who tend to
have higher unemployment rates.

Labor Compensation. As slack diminishes and firms
must compete harder for a shrinking pool of unemployed
or underemployed workers, growth in hourly compensa-
tion will rise, in CBQO’s assessment. CBO estimates

that the employment cost index for workers in private
industry will grow by more than 3 percent per year, on
average, over the next several years, up from the 2 percent
average from 2010 through 2015 (see Figure 2-7 on
page 55). Other measures of compensation, such as the
average hourly earnings of production and nonsupervi-
sory workers in private industries, are similarly expected
to grow more quickly than in recent years. CBO’s pro-
jections of labor compensation also are based on its
projections of productivity and inflation.

Inflation

CBO expects prices to rise at a modest pace over the next
few years. As measured by the personal consumption
expenditures price index, the rate of inflation is projected
to rise to 1.9 percent in 2017 and to 2.0 percent by 2018
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Figure 2-5.
Labor Force Participation Rates
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CBO expects the rate of labor force participation to continue to decline over the next decade as more baby boomers retire.
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The participation rate is the percentage of people in the civilian noninstitutionalized population who are at least 16 years old and in the labor
force. The labor force consists of people who are employed and people who are unemployed but who are available for work and are actively
seeking jobs. The potential participation rate is the participation rate without the effects of the business cycle.

Data are calendar year averages.

(see Figure 2-8 on page 56). That expectation is consis-
tent with the agency’s projection of diminishing slack in
the economy and with widely held expectations of low
and stable inflation. It also reflects CBO’s forecast of
higher prices for crude oil, which will boost prices for
energy goods and services.'” Working in the opposite
direction is the increase in the exchange value of the dol-
lar in 2016, which in the near term will suppress the
prices of imported final goods and of goods that use
imported inputs.

After 2018, CBO projects PCE inflation to remain at
2.0 percent. That projection reflects CBO’s judgment
that consumers and businesses expect the Federal Reserve
to successfully adjust monetary policy to prevent inflation

12. The member nations of the Organization of Petroleum Exporting
Countries (OPEC) reached an agreement in November 2016 to
reduce oil production, which led to a spike in energy prices at the
end of the year. The price impact was incorporated into CBO’s
economic projections. However, several factors may limit the
agreement’s effect on oil prices, including a poor record of
compliance by OPEC nations when such agreements have been
made in the past and higher U.S. production in response to higher
prices.

from deviating from its target for long. Similarly, in
CBO’s forecast, core PCE inflation reaches 1.9 percent
in 2017 and 2.0 percent in 2018, where it remains
thereafter.

The consumer price index for all urban consumers and its
core version are expected to increase a little more quickly
than their PCE counterparts because they are calculated
differently. For example, the PCE price index includes all
goods and services consumed in the United States,
including those purchased by employers or the federal
government, whereas the CPI-U includes only purchases
by individual consumers in urban areas.

Monetary Policy and Interest Rates

As slack in the economy keeps diminishing, the Federal
Reserve will continue to reduce its support of economic
growth, in CBO’s view. CBO expects the federal funds
rate to rise gradually over the next few years, reaching
1.1 percent in the fourth quarter of 2017 and 2.8 percent
by the end of 2020 (see Figure 2-9 on page 57).

CBO projects that interest rates on federal borrowing will
also rise gradually over the next few years. The interest
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Figure 2-6.
Actual and Natural Unemployment Rates
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percentage of the labor force. The natural unemployment rate is the rate of unemployment arising from all sources except fluctuations in the overall

demand for goods and services.

Data are fourth-quarter values.

rate on 3-month Treasury bills is projected to rise from
0.4 percent in the fourth quarter of 2016 to 2.5 percent
by the end of 2020. Over the same period, the interest
rate on 10-year Treasury notes is projected to rise from its
average of 2.1 percent in the fourth quarter of 2016 to
3.2 percent in 2020.

The projected increase in the 10-year rate reflects the
anticipated increase in the 3-month rate and an expected
increase in the term premium—the premium paid to
bondholders for the extra risk associated with holding
longer-term bonds. The projected rise in both long-term
and short-term rates is consistent with CBO’s projection
that output will grow somewhat faster than potential out-
put for the next two years. Although financial-market
participants may currently expect changes in policies that
lead to faster output growth, CBO’s projection is based
on current law. As such, the forecast reflects the assump-
tion that market participants ultimately adjust their
expectations.

In addition, various factors—such as investors’ height-
ened concern about relatively weak global economic
growth—that pushed the term premium to historically
low levels in recent years are expected to dissipate."”” The

term premium rose after the recent elections, but it
remains low. CBO projects that it will continue to rise
over the next several years. Still, because the factors that
pushed up the term premium are expected to dissipate
slowly, CBO expects that the interest rate on 10-year
notes will rise more slowly and stabilize slightly later than
will the rate on 3-month bills."

Despite CBO’s expectation that the 10-year rate will rise,
the agency does not expect it to return to the levels seen
in the two decades before the 2007-2009 recession.
Because of several factors discussed below, interest rates
will probably remain low by historical standards through-
out the 10-year projection period (see “The Economic
Outlook for 2021 to 20277).

13. In recent years, demand for long-term Treasury securities rose as
they increasingly served as a hedge against the prospect of weak
growth.

14. In addition, long-term rates have probably been held down by the
influence of the Federal Reserve’s large portfolio of long-term
assets. CBO expects that portfolio to shrink gradually, beginning
later this year; that development will put upward pressure on the
term premium and the 10-year rate.
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Figure 2-7.
Hourly Labor Compensation
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Source: Congressional Budget Office, using data from the Bureau of Labor Statistics.

Hourly labor compensation is measured by the employment cost index for the total compensation—wages, salaries, and employers’ costs for employees’

benefits—of workers in private industry.

Percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next.

Federal Fiscal Policy

Fiscal policy affects aggregate demand not only through
government spending on goods and services, which con-
tributes directly to GDP, but also through the federal tax
code and federal transfer programs.

If current laws governing fiscal policy remained generally
the same, that policy would modestly dampen aggregate
demand for goods and services over the next four years.
Specifically, four broad developments in fiscal policy that
are projected under current law reduce growth in aggre-
gate demand in CBO’s projections:"

W Partly because of statutory caps limiting the growth
of discretionary spending, the federal government’s
real purchases of goods and services decline, slightly
reducing real GDP growth through 2020.

W Various provisions of law governing the taxation
of investment spending are phased out, reducing
businesses’ incentive to invest and tempering the

15. The effects of those changes are incorporated in CBO’s
projections, but the agency has not separately quantified the
impact of each.

growth of their investment in equipment from 2018
through 2020.

B As households” income rises, structural features of the
tax system increase their average tax rates. That
increase in tax liability reduces their disposable
(that is, after-tax) income, dampening the growth of
consumer spending.

B The stimulus provided by automatic stabilizers—the
automatic decreases in revenues and increases in
outlays that occur when the economy weakens—
continues to diminish as the economy improves."®

The Economic Outlook for 2021 to 2027
CBO’s projections of GDP, labor market outcomes, infla-
tion, and interest rates for 2021 to 2027—unlike its pro-
jections for 2017 and 2018—are not based on forecasts
of cyclical developments in the economy. Rather, they are
based on projections of underlying trends in key variables

16. For more discussion of automatic stabilizers, see Frank Russek and
Kim Kowalewski, How CBO Estimates Automatic Stabilizers,
Working Paper 2015-07 (Congressional Budget Office,
November 2015), www.cbo.gov/publication/51005.
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Figure 2-8.
Inflation
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Source: Congressional Budget Office, using data from the Bureau of Economic Analysis.
The overall inflation rate is based on the price index for personal consumption expenditures; the core rate excludes prices for food and energy.

Percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next.

that determine the growth of potential output, such as
the size of the labor force, the number of hours worked,
capital investment, and productivicy—that is, trends that
those variables follow after the effects of business-cycle
fluctuations are removed. CBO also considers the effects
on those variables of the federal tax and spending policies
specified in current law.

CBO’s projections for the 2021-2027 period include the
following:

B Actual and potential real GDP will grow at an average
rate of 1.9 percent per year. Real GDP will stay one-
half of one percent below potential GDP—as it has
roughly done, on average, over many years.'”

B The unemployment rate will average 4.9 percent,
slightly above the estimated natural rate of 4.7 per-
cent. That gap is consistent with the projected gap
between actual and potential GDP.

B Both overall inflation and core inflation will average
2.0 percent per year as measured by the PCE price

17. See Congressional Budget Office, Why CBO Projects That Actual
Output Will Be Below Potential Output on Average (February
2015), www.cbo.gov/publication/49890.

index and a slightly higher rate as measured by the
CPI-U.

B The interest rates for 3-month Treasury bills and
10-year Treasury notes will average 2.8 percent
and 3.6 percent, respectively.

Output and Potential Qutput

Actual and potential real output are projected to grow
more quickly during the 2021-2027 period than they did
during the past decade because of faster growth in pro-
ductivity and stronger business investment. Nevertheless,
slower growth in the nation’s supply of labor will keep
economic growth weaker than it was during the 1980s,
1990s, and early 2000s.

Growth in Potential Output Compared With Growth

Since the Last Recession. CBO expects potential output
to grow by 1.9 percent per year, on average, from 2021 to
2027 (see Table 2-3 on page 58). Such growth would be
faster than the average of 1.4 percent per year estimated

for the 2008-2016 period. The main reason for the pro-
jected increase in the rate of growth is that CBO expects
the potential productivity of the labor force (the ratio of
potential GDP to the potential labor force) to grow more
quickly—at an average rate of 1.4 percent per year, which
would be substantially faster than the 0.9 percent average
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Figure 2-9.
Interest Rates
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rate that CBO estimates for the 2008-2016 period. By

contrast, CBO anticipates that the potential labor force
will grow slightly more slowly than it did from 2008 to

2016, offsetting some of the effect of faster productivity
growth on potential output.

In CBO’s projections, the faster growth of potential labor
force productivity is concentrated in the nonfarm busi-
ness sector, which accounts for about three-quarters of
GDP. (In the agency’s analysis, growth in nonfarm busi-
ness output is composed of growth in hours of labor, in
capital services—the flow of services available for produc-
tion from the stock of capital goods—and in total factor
productivity, or TFP, which is the average real output per
unit of combined labor and capital services.) In particu-
lar, CBO expects growth in potential TFP in the nonfarm
business sector to quicken from its unusually slow pace of

0.7 percent per year since 2008 to 1.2 percent during the
2021-2027 period, a rate that is just below its average
pace since 1990."

Part of the projected increase in the growth of potential
labor force productivity reflects CBO’s projection of
faster growth in capital services. The growth of capital
services in the nonfarm business sector has been

18. CBO projects that by the end of 2021, growth in potential TFP
will gradually return to a rate equal to the weighted average of the
growth rates estimated between 1991 and 2015. The projected
rate for 2021 through 2027 is slightly slower than the unweighted
average for the 1991-2015 period because CBO places more
weight on the relatively slow growth of TFP during the recession
and recovery than on the faster growth rates of the 1990s and early
2000s.
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Table 2-3.
Key Inputs in CBO’s Projections of Potential GDP
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Percent

Average Annual Growth

Projected Average
Annual Growth

Total, Total,

1950- 1974- 1982- 1991- 2002- 2008- 1950- 2017- 2021- 2017-

1973 1981 1990 2001 2007 2016 2016 2020 2027 2027

Overall Economy

Potential GDP 4.0 3.2 3.4 3.3 2.4 1.4 3.2 1.7 1.9 1.8

Potential Labor Force 1.6 2.5 1.7 1.2 1.0 0.5 1.4 0.5 0.5 0.5

Potential Labor Force Productivity® 2.4 0.6 1.7 2.0 1.4 0.9 1.7 1.2 1.4 1.3

Nonfarm Business Sector

Potential Output 41 35 3.6 3.7 2.6 1.6 3.4 2.0 2.2 2.1

Potential Hours Worked 1.4 2.3 1.7 1.3 0.3 0.4 1.3 0.4 0.4 0.4

Capital Services 3.8 3.8 35 3.8 2.7 1.7 3.4 2.2 2.1 2.1

Potential TFP 1.9 0.9 1.3 1.5 1.6 0.7 1.4 0.9 1.2 1.1
Contributions to the Growth of Potential Output

(Percentage points)

Potential hours worked 1.0 1.5 1.1 0.9 0.2 0.3 0.9 0.3 0.3 0.3

Capital input 1.2 1.2 1.2 1.3 1.0 0.6 1.1 0.8 0.7 0.8

Potential TFP 1.9 0.9 1.3 1.5 1.6 0.7 1.4 0.9 1.2 1.1

Total Contributions 4.0 3.7 3.5 3.6 2.7 1.6 3.4 1.9 2.2 2.1

Potential Labor Productivityb 2.7 1.2 1.9 2.3 2.4 1.2 2.1 1.6 1.8 1.7

Source: Congressional Budget Office.

Potential GDP is CBO’s estimate of the maximum sustainable output of the economy.

The table shows compound annual growth rates over the specified periods calculated using calendar year data.

GDP = gross domestic product; TFP = total factor productivity.

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

b. The ratio of potential output to potential hours worked in the nonfarm business sector.

restrained since 2008 because of weak investment, which
itself has been partly a response both to the cyclical weak-
ness of aggregate demand for goods and services and to
the slow growth of TFP. In the longer term, the growth of
capital services generally depends on increases in poten-
tial TFP and potential hours worked. In CBO’s projec-
tions, much of the increase in the growth of capital
services between the 2008-2016 period and the 2021—
2027 period comes from higher potential TFP.

Growth in Potential Output Compared With Growth
in Previous Business Cycles. Even though the projected
growth rate of potential output over the 2021-2027
period is higher than recent growth rates, it is more than
a percentage point lower than the 3.1 percent average
annual growth rate between 1981 and 2007. More than

three-quarters of that difference reflects slower growth
of the potential labor force, which will result mainly from
the ongoing retirement of baby boomers and from a
relatively stable labor force participation rate among
working-age women. (That rate increased sharply from
the 1960s to the mid-1990s.) Also, federal tax and spend-
ing policies set in current law are projected to cause some
people to work less than they would have in earlier
decades. The rest of the difference in the growth rate
results from slower projected growth of potential labor
force productivity—1.4 percent per year from 2021 to
2027, on average, a lower rate than the 1.7 percent of the
1981-2007 period. That slowdown is attributable mainly
to slower projected growth of potential TFP in the non-
farm business sector. But it is also due partly to slower
projected growth of nonfarm business capital services,
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which, in turn, largely results from slower projected
growth of productivity and the labor force.

The Labor Market

CBO projects that gains in payroll employment will aver-
age 64,000 jobs per month from 2021 to 2027. That rate
of growth reflects the growth of the labor force and
changes in the unemployment rate. In turn, labor force
growth stems from population growth and changes in the
rate of labor force participation. Other important aspects
of the labor market are the number of hours worked per
employee and the amount of compensation per hour.

Labor Force. The labor force is projected to grow at an
average rate of 0.5 percent annually from 2021 to 2027,
slightly below its average annual growth rate since 2007.
Underlying that projection is population growth of

0.8 percent per year, on average, and a slowly declining
rate of labor force participation. Because of that decline
in labor force participation, CBO expects the share of the
population that is employed to fall to 58.0 percent in
2027. (At the end of 2016, it stood at 59.8 percent.)

CBO projects a potential rate of labor force participation
of 61.1 percent in 2027. That rate is about 1% percent-
age points lower than what the agency projects for 2021
and about 4% percentage points lower than the estimated
rate at the end of 2007. The single largest factor contrib-
uting to the decline in the rate is the aging of the popula-
tion; older people tend to participate less in the labor
force than younger ones do. In addition, the structure of
the tax code will reduce workers’ incentive to supply
labor, and declining participation rates by less skilled
workers will further reduce the potential participation
rate over that period, in CBO’s estimation. However,
CBO also estimates that many of those declines will be
roughly offset by a projected increase in participation
arising from a more educated workforce; rates of partici-
pation are higher among more educated workers than
among less educated ones.

Unemployment. In CBO’s projections, the unemploy-
ment rate follows its long-term relationship with the
natural rate of unemployment. Specifically, the unem-
ployment rate falls from 5.0 percent in the fourth quarter
0f 2020 to 4.9 percent in the fourth quarter of 2027,
staying roughly a quarter of a percentage point higher
than the natural rate of 4.7 percent."” The natural rate’s
decline over that period reflects a shift in the composition
of the workforce toward older workers, who tend to have
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lower unemployment rates, and away from less educated
workers, who tend to have higher ones.

Hours Worked. Average weekly hours of production and
nonsupervisory work are projected to fall slightly—from
33.5 hours worked in 2021 to 33.3 hours worked in
2027. The decline reflects a long-term downward trend
in average weekly hours over the entire postwar period.
That downward trend, however, has slowed considerably
over the past 25 years, and CBO expects its pace to
remain slow.

Compensation. Real compensation per hour in the non-
farm business sector, a measure of labor costs that is
closely related to the factors underlying potential output,
will grow at an average annual rate of 1.8 percent
between 2021 and 2027, CBO projects. That projection
is consistent with the agency’s projection that the annual
growth of labor productivity in that sector will average
1.8 percent over the period, reflecting the close historical
relationship between growth in productivity and growth
in real compensation. Although that relationship broke
down in the early 2000s, when real compensation per
hour grew more slowly than productivity, in recent years
the two have grown at similar rates, suggesting that the
relationship has been largely restored. CBO expects that
the relationship will continue in the future.

Inflation

In CBO’s projections, inflation as measured by the overall
PCE and the core PCE price indexes equals 2.0 percent
per year, on average, over the 2021-2027 period. That
rate is consistent with the Federal Reserve’s longer-run
goal and is broadly in line with widely held expectations.
As measured by the CPI-U and the core CPI-U, pro-
jected inflation is higher during the period, at 2.4 percent
and 2.3 percent per year, respectively. The projected dif-
ference between inflation as measured by the CPI-U and
inflation as measured by the PCE price index is close to
the average difference over the past several decades. CBO
expects overall inflation to be higher than core inflation
from 2021 to 2027 because energy prices are expected

to grow slightly faster than prices of other goods and
services.

19. The projected gap of 0.25 percentage points between the
unemployment rate and the natural rate corresponds to the
projected gap of 0.5 percent between output and potential
output.
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Interest Rates

CBO projects that the interest rates on 3-month Treasury
bills and 10-year Treasury notes will average 2.8 percent
and 3.6 percent, respectively, during the 2021-2027
period. The federal funds rate is projected to average

3.1 percent. The projected real interest rate on 10-year
Treasury notes—that is, the rate after the effect of
expected inflation, as measured by the CPI-U, is
removed—averages 1.2 percent between 2021 and 2027.
That rate would be well above the current real rate but
more than a percentage point below the average real rate
between 1990 and 2007. (The 1990-2007 period allows
useful comparisons because it featured fairly stable expec-
tations of inflation and no severe economic downturns or
financial crises.)

According to CBO’s analysis, average real interest rates on
Treasury securities will be lower than they used to be for
several reasons. CBO expects slower growth of the labor
force and slightly slower growth of productivity, both of
which will reduce the rate of return on capital. Further-
more, a greater share of total income is expected to go to
high-income households, which will increase private sav-
ing and make more funds available for borrowing. CBO
also expects the demand for Treasury securities relative to
the demand for risky assets to be higher than its 1990—
2007 average. That relatively higher demand for Treasury
securities implies higher prices and therefore lower inter-
est rates. And net inflows of capital from other countries,
measured as a percentage of GDP, are also expected to be
greater, again making more funds available for borrowing.

CBO expects the term premium to be smaller from 2021
to 2027, on average, than it was before the late 1990s.
Opver the past two decades, the prices of long-term
Treasury securities and of risky assets in the United States
have moved in opposite directions. In other words, peri-
ods with weaker economic growth and lower returns

in the stock market have been associated with increases in
the prices of Treasury securities, which was not the case
before the late 1990s. As a result, investors trying to pro-
tect themselves from adverse economic surprises may be
purchasing more long-term Treasury securities than they
used to. A related factor is that investors may have
increased their demand for financial assets, such as long-
term Treasury securities, that can protect them from
unexpectedly low inflation. Altogether, that greater
demand for long-term Treasury securities will result in a
term premium and long-term interest rates that are lower
than they were before the late 1990s, CBO anticipates.
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Other factors are projected to push real interest rates up
from their earlier average, but not by enough to offset the
factors pushing rates down. Federal debt is projected to
be higher as a percentage of GDP, increasing the supply
of Treasury securities. The country’s ratio of older people,
who will be drawing down their savings, to younger
workers in their prime saving years will be higher than it
was before; that will decrease saving, thereby making
fewer funds available for borrowing. And a larger share of
income will come from capital, increasing returns on cap-
ital assets with which Treasury securities compete.”

In addition to considering those factors, CBO relies on
information from financial markets when it projects
interest rates over the long term, and incorporating that
information has tended to reduce the agency’s projec-
tions. The current interest rate on long-term Treasury
securities is determined in large part by investors’ expec-
tations of interest rates on shorter-term securities several
years into the future. Current prices in financial markets
indicate that investors expect short-term interest rates to
rise only gradually and to remain low, possibly because
they expect certain forces putting downward pressure on
interest rates in the United States to persist over the next
decade. One force is weakness in global financial and
monetary conditions, which has resulted in a flight to
low-risk securities and currencies, especially U.S. Trea-
sury securities. A second force is low interest rates on for-
eign assets, which push down rates on U.S. assets that can
be substituted for them.

Projections of Income for 2017 to 2027
Economic activity and tax revenues depend on aggregate
income—the total amount of income in the economy—
and on its distribution among various categories, such as
labor income, domestic economic profits, proprietors’
income, and interest and dividend income. CBO there-
fore projects income in those categories over the next

10 years, estimating each category’s share of gross domes-
tic income (GDI, the income earned in the production of
GDP).”! The categories of income that affect revenues

20. For a more detailed discussion of the factors affecting future
interest rates, sece Congressional Budget Office, The 2016 Long-
Term Budget Outlook (July 2016), pp. 100-103, www.cbo.gov/
publication/51580.

21. In principle, GDI equals GDP because each dollar of production
yields a dollar of income; in practice, the two quantities differ
because of difficulties in measuring them.
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most strongly are labor income (especially wage and sal-
ary payments) and domestic economic profits.”

In CBO’s projections, labor income grows more quickly
than other kinds of income for the next few years,
increasing its share of GDI from an estimated average

of 58.0 percent in 2016 to 59.1 percent in 2020 (see
Figure 2-10). That happens because CBO expects
dissipating slack in the labor market to improve workers’
bargaining power, raise compensation per hour, and
reduce the share of income that goes to domestic eco-
nomic profits. After 2020, however, hourly compensation
is projected to grow in line with productivity, stemming
further rises in labor’s share of GDI. Furthermore, even
though labor’s share of GDI rises in CBO’s projections
over the next few years, it does not return to its 1980—
2000 average of nearly 60 percent, because some factors
that have depressed that share since 2000 are expected to
continue during the coming decade. One such factor is
globalization, which has tended to move the production
of labor-intensive goods and services to countries with
lower labor costs. Another factor is technological change,
which appears to have increased returns to capital more
than returns to labor.

CBO projects that domestic economic profits, which
equaled an estimated 8.9 percent of GDI in 2016, will
fall to 7.5 percent by 2027. Over the next several years,
that decline is expected to occur largely because labor
compensation will rise as a share of income but also
because corporate interest payments are projected to
increase (the result of rising interest rates).

In CBO’s projections, GDI grows more slowly than GDP
through 2020, but at the same rate thereafter. In the
national accounts that track those quantities, total
income has persistently exceeded total output by more
than 1 percent since 2014, but CBO projects that the dis-
crepancy will become smaller from 2017 to 2020, largely
because CBO projects that nonlabor income will grow
less rapidly than output—reversing a trend since 2000.

22. Calculating domestic economic profits involves adjusting
estimates of corporations’ domestic profits to remove distortions
in depreciation allowances caused by tax rules and to exclude the
effects of inflation on the value of inventories. Estimates of
domestic economic profits exclude certain income of U.S.-based
multinational corporations that is derived from foreign sources,
most of which does not generate corporate income tax receipts in
the United States.
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Starting in 2021, GDI is projected to exceed GDP by
about one-half of 1 percent, which is the average discrep-
ancy since 2000.

Another measure of overall income, real gross national
product (GNP), is projected to grow at an average rate of
1.8 percent per year between 2017 and 2027. Unlike the
more commonly cited GDP, GNP includes income that
U.S. residents earn abroad and excludes income that for-
eigners earn in this country. GNP is therefore a better
measure than GDP of the resources available to U.S.

households.

Some Uncertainties in the Economic Outlook
Even if no significant changes were made to the federal
policies specified in current law, economic outcomes
would undoubtedly differ from CBO’s projections. The
agency therefore constructs its 10-year economic projec-
tions so that they fall in the middle of the distribution of
possible outcomes, given the fiscal policy embodied in
current law and the available economic data. The econ-
omy will inevitably fluctuate over the projection period,
but CBO expects periods of weak and strong economic
growth to balance out, on average, in a way that is consis-
tent with its projections.

It is possible, however, that periods of weak and strong
economic growth will not balance out, particularly
during a given 10 years. If a prolonged period of weaker-
than-projected growth was not offset by a period of
stronger-than-projected growth, CBO’s projections

of growth over the entire 10-year period would probably
turn out to be too high; so would its projections of inter-
est rates and inflation, in all likelihood. Similarly, if a pro-
longed period of stronger-than-projected growth was not
offset by a period of weaker-than-projected growth,
CBO’s 10-year projections of growth, interest rates, and
inflation would probably turn out to be too low.

CBO’s projections for 2017 to 2020 and its projections
for 2021 to 2027 are uncertain for different reasons.

Uncertainty From 2017 to 2020

Opver the next five years, many developments—such as
unforeseen changes in the labor market, the housing mar-
ket, business confidence, or international conditions—
could make economic growth and other variables differ
from what CBO has projected. On the one hand, the
agency’s current forecast of employment and output for
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Figure 2-10.
Labor Income
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CBO expects labor’s share of
income to rise in the near term.
But it is expected to remain
below its 1980-2000 average
because of factors that have
depressed it since 2000, such as
globalization and technological
change.
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Source: Congressional Budget Office, using data from the Bureau of Economic Analysis.

Labor income is the sum of employees’ compensation and CBO’s estimate of proprietors’ income that is attributable to labor. Gross domestic income
is all income earned in the production of gross domestic product. For further discussion of labor’s share of gross domestic income, see Congressional
Budget Office, How CBO Projects Income (July 2013), www.cbo.gov/publication/44433.

Data are calendar year averages.

the 2017-2020 period may be too pessimistic. For exam-
ple, firms might respond to the expected increase in
aggregate demand for goods and services with more
robust hiring and investment than CBO anticipates. If
so, the unemployment rate could fall more sharply and
inflationary pressures could rise more quickly than CBO
projects. Or a greater-than-expected easing of mortgage
lending standards could support more rapid growth of
the number of households and residential investment
than CBO anticipates, accelerating the housing market’s
recovery and further boosting house prices. Households’
increased wealth could then buttress consumer spending,
raising GDP. In addition, CBO’s forecast of economic
growth in 2019 and 2020 reflects a transition to the long-
run trends that the agency projects. If the transition
period extended beyond 2020, economic growth would
be faster, on average, from 2017 to 2020.

On the other hand, CBO’s forecast for 2017 to 2020
may be too optimistic. For example, if the increased
tightness of labor markets does not lead to increases in
hourly wages and benefits, household income and con-
sumer spending could grow more slowly than CBO
anticipates. A sharp decline in the rate of economic
growth in China could weaken the U.S. economy by

disrupting the international financial system and reduc-
ing global economic growth; so could an increase in
uncertainty in the United Kingdom and the European
Union as a result of the former’s vote to leave the latter.

In addition, there is a possibility that the economy will
enter a recession in the next few years because of those
developments or others. The current economic expansion
has lasted more than 7 years—longer than the average
expansion (about 5 years) of the previous 11 business
cycles, a sequence that began in 1945. The duration of
economic expansions has varied greatly—the longest
expansion since 1945 lasted 10 years, the shortest

only I—and an expansion’s longevity alone is typically
not what makes it end. Recessions are usually preceded by
imbalances in key sectors of the economy, such as hous-
ing, or by rapidly rising wages. At present, CBO and
many other forecasters do not anticipate such imbalances
in the near future.

To roughly quantify the degree of uncertainty in its pro-
jections for the next four years, CBO analyzed its past
forecast errors for the growth rate of real GDP and infla-
tion. In CBO’s view, there is approximately a two-thirds
chance that the average annual growth rate of real GDP


http://www.cbo.gov/publication/44433
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Figure 2-11.
The Uncertainty of CBO’s Projection of Real GDP
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The shaded area around CBO’s baseline projection of real GDP (that is, nominal GDP adjusted to remove the effects of inflation) is one way of illustrating
the uncertainty of that projection. The area is based on the errors in CBO’s one-year through four-year projections from 1976 through 2015 of the average

annual growth rate of real GDP.
Data are calendar year averages.

GDP = gross domestic product.

will be between 0.5 percent and 3.3 percent over the next
four years. That is, there is a two-thirds chance that real
GDP in 2020 will be within roughly $1 trillion of the
projected value of $18 trillion (in 2009 dollars; see
Figure 2-11). Similarly, CBO’s forecast errors for infla-
tion (as measured by the CPI-U) suggest that there is a
roughly two-thirds chance that the average annual rate of
inflation will fall between 1.7 percent and 3.0 percent
over the next four years.”

Uncertainty From 2021 to 2027

The factors that will determine the economy’s output
later in the coming decade are also uncertain. For exam-
ple, if the labor force grew more quickly than expected—

23. The root-mean-square error of CBO’s four-year-ahead projections
of the annual average growth rate of real GDP since 1976 is
1.4 percentage points. The root-mean-square error of CBO’s four-
year-ahead projections of the annual average rate of inflation since
1983—that is, after an extraordinary rise and fall in the rate of
inflation during the late 1970s and early 1980s—is 0.6 percentage
points. For more on the inherent uncertainty underlying
economic forecasts, see Congressional Budget Office, CBO’s
Economic Forecasting Record: 2015 Update (February 2015),
www.cbo.gov/publication/49891.

say, because older workers chose to stay in the labor force
longer than expected—the economy could grow consid-
erably more quickly than it does in CBO’s projections.
The natural rate of unemployment could be lower than
expected, or productivity could grow more rapidly; those
developments would likewise make the economy grow
more quickly. By contrast, the economy could grow more
slowly than expected—for instance, if the growth rate of
labor productivity did not increase from its postrecession
level, as it does in CBO’s projections.

The recent rise in income inequality adds to uncertainty
about the growth of output. Economists’ findings about
how income inequality generally affects economic growth
have been mixed: Some studies conclude that it raises
growth, others that it slows growth, and still others that it
has no effect. In fact, the cause and the effect may be the
reverse: Economic growth could be directly increasing or
decreasing income inequality. When a study concludes
that a clear relationship exists between inequality and
growth, that conclusion usually depends on factors spe-
cific to the time and place being studied. Economists
continue to examine the issue, and CBO will update its
analysis if research yields a more definitive conclusion. In


http://www.cbo.gov/publication/49891
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Table 2-4.
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Comparison of CBO’s Current and Previous Economic Projections for Calendar Years 2016 to 2026

Annual Average

Total,
2016° 2017 2018 2016-2020 2021-2026 2016-2026
Percentage Change From Fourth Quarter to Fourth Quarter

Real GDP°

January 2017 1.8 2.3 1.9 1.8 19 19

August 2016 20 24 2.1 1.9 20 20
Nominal GDP

January 2017 35 4.1 38 37 4.0 38

August 2016 35 43 39 38 4.0 39
PCE Price Index

January 2017 15 1.9 2.0 19 20 19

August 2016 15 20 2.0 19 2.0 19
Core PCE Price Index*

January 2017 1.8 19 20 19 2.0 2.0

August 2016 1.8 19 2.0 19 2.0 20
Consumer Price Index®

January 2017 18°¢ 2.3 2.3 2.2 24 2.3

August 2016 1.8 2.3 2.3 2.2 24 2.3
Core Consumer Price Index*

January 2017 22° 2.2 2.3 2.3 2.3 2.3

August 2016 2.3 2.2 2.3 2.3 2.3 2.3
GDP Price Index

January 2017 1.6 1.8 19 1.8 20 19

August 2016 15 1.8 1.8 1.8 2.0 19
Employment Cost Index'

January 2017 25 3.0 3.2 3.0 3.1 3.1

August 2016 2.8 3.1 33 3.1 3.1 3.1
Real Potential GDP

January 2017 1.6 1.6 1.7 1.7 1.9 1.8

August 2016 15 1.6 1.7 1.7 2.0 1.8

Continued

the meantime, CBO’s projections include effects of
income inequality only implicitly—that is, to whatever
extent past changes in inequality have affected economic
growth.

Comparison With CBO’s August 2016
Projections

CBO’s current economic projections differ from those
that it issued in August 2016 in a number of ways (see
Table 2-4). For one thing, real GDP and potential GDP
are now expected to grow more slowly during the next
10 years, and both are now projected to be 0.8 percent
lower in 2020, the last year of CBO’s previous projection.
Nominal GDP also is expected to be slightly lower in
2026 than was projected in August. Other changes to the
projections are more modest: The unemployment rate is

slightly higher this year and slightly lower next year, inter-
est rates are lower in the first half of the projection
period, and the labor force is larger throughout the pro-
jection period.

Revisions to Projected Output

CBO’s projection of economic output is lower than it was
in August because of changes in CBO’s analytical meth-
ods and because of data that became available between
early July and early December 2016. The largest revision
was to the agency’s estimate of potential output, which
is now lower in each year of the 2016-2026 period.
Estimated potential output in 2016 is now lower by
about 0.4 percent than it was in August; in 2026, it

is about 0.8 percent lower.
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Annual Average

Total,
2016° 2017 2018 2016-2020 2021-2026 2016-2026
Annual Average
Unemployment Rate (Percent)
January 2017 49°¢ 4.6 44 4.7 49 48
August 2016 48 45 46 4.7 49 438
Interest Rates (Percent)
Three-month Treasury bills
January 2017 03°¢ 0.7 1.1 12 2.8 21
August 2016 0.3 0.7 14 15 28 22
Ten-year Treasury notes
January 2017 18°¢ 23 25 25 35 3.1
August 2016 1.8 23 2.8 2.7 3.6 3.2
Tax Bases (Percentage of GDP)
Wages and salaries
January 2017 441 442 443 443 443 443
August 2016 443 44.4 44.4 443 443 443
Domestic economic profits
January 2017 9.1 8.9 84 85 75 79
August 2016 8.7 8.4 8.2 8.2 7.3 1.7

Sources: Congressional Budget Office; Bureau of Labor Statistics; Federal Reserve.

GDP = gross domestic product; PCE = personal consumption expenditures.

a. Values for 2016 do not reflect the values for GDP and related series released by the Bureau of Economic Analysis since early December 2016.

b. Nominal GDP adjusted to remove the effects of inflation.
c. Excludes prices for food and energy.
d. The consumer price index for all urban consumers.

e. Actual value for 2016.

f. The employment cost index for wages and salaries of workers in private industries.

The main reason that CBO reduced its projection of
potential output was that it lowered its estimate of poten-
tial TFP in the nonfarm business sector, both in recent
history and throughout the projection period. CBO also
lowered its projection of capital services, which grow
about one-tenth of a percentage point more slowly in the
current projection than in the August projection. The
resulting downward revisions to potential output were
partially offset by an upward revision to the size of the
potential labor force, which resulted from the net effect
of changed projections of both labor force participation
and the population (see “Revisions to Labor Market Pro-
jections” on page 66).

The downward revision to CBO’s estimate of historical
potential TFP in the nonfarm business sector—which is
now estimated to have been about 0.7 percent lower in

2016 than the agency thought previously—results partly
from the inclusion of new data but mainly from two
changes that CBO has made to its method of estimation.
The most significant change is to the way the agency
accounts for business-cycle effects in estimating potential
TEFP; it attributes less of the slow growth of TFP since
2007 to cyclical weakness and more to underlying trends,
resulting in a lower estimate of growth in potential TFP
during the 2000s. The second methodological change
involves the way CBO accounts for the acceleration of
TFP growth in the late 1990s and early 2000s. CBO now
estimates that more of that acceleration reflected stronger
potential TFP growth, a change that slightly boosts pro-
jected potential TFP growth and offsets part of the down-
ward adjustment that results from the first change.
Together, those two changes lower CBO’s estimates of the
recent growth of potential TFP and of its current level, as
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well as modestly lower the projected growth rate of
potential TFP during the 2017-2026 period.

Growth of capital services has been revised downward,
mostly because of a reassessment of the forecast for
investment in business equipment. Real private invest-
ment in such equipment was weaker in 2016 than CBO
expected in August, declining by an estimated 3.6 percent
rather than by 0.3 percent. That unexpected weakness led
CBO to reassess the near-term outlook for investment

in equipment. Although the agency’s medium-term pro-
jection for that investment (which is independent of
business-cycle effects) has not changed since August,

the near-term projection is weaker, because CBO now
expects growth in aggregate demand to provide a smaller
boost. In addition, CBO reduced its projection of the
growth of the population, which resulted in lower projec-
tions of real residential investment in every year from
2017 to 2027.

Largely as a result of downward revisions to projected
growth of exports, residential investment, and business
fixed investment, CBO anticipates that output will grow
more slowly in the near term than it projected in August.
The agency currently projects that real GDP will grow at
an annual rate of 2.1 percent, on average, during 2017
and 2018; in August, the projection was 2.2 percent.

CBO’s projection of nominal GDP is slightly higher in
the near term and slightly lower in the later years of the
projection period than it was in August. The upward revi-
sion in the near term reflects revisions to historical data—
which were released after CBO’s August forecast was
complete and which revealed that nominal GDP and
inflation measured by the GDP price index were higher
during the 2013-2016 period than had previously been
estimated. However, CBO’s projection of growth in nom-
inal GDP from 2017 to 2026 is lower than it was in
August, largely because CBO projects that real GDP
growth will be slower. As a result, CBO’s projection of
nominal GDP is about 0.4 percent lower in 2026 than it
was in August.

Revisions to Labor Market Projections

Over the next decade, CBO estimates, more people will
be working than the agency estimated in August. That
change results from an upward revision to the projected
labor force participation rate, partially offset by a down-
ward revision to the projected size of the population.
Revisions to the projected unemployment rate have
smaller effects on projected employment.
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For the next two years, CBO projects, the labor force
participation rate will be about three-tenths of a percent-
age point higher than projected in August. That upward
revision reflects recently released data showing that par-
ticipation last year was greater than CBO estimated in
August; CBO expects that improvement to persist.

After 2018, CBO projects, the labor force participation
rate will be roughly 1 percentage point higher than pro-
jected in August, a change that is due to an upward revi-
sion to the potential labor force participation rate over
that period. That increase, in turn, results from two fac-
tors. First, CBO revised upward the projected average
level of educational attainment, because recent data
showed that a larger portion of the population received
bachelor’s degrees in 2016 than CBO had anticipated.
Since more educated workers participate at higher rates
than less educated ones do, a higher average level of edu-
cational attainment increases the participation rate. Sec-
ond, CBO revised upward its projection of the future
participation rates of the young people who entered the
labor force during and after the most recent recession,
expecting their rates to be closer to those of previous
cohorts at similar ages. The upward revisions to the
projected rate of labor force participation boost CBO’s
projection of the potential labor force—that is, the num-
ber of people who would be employed or seeking work if
the economy was producing its maximum sustainable
amount of output.

The effects on the labor force of the upward revisions to
the rate of labor force participation are partially offset by
downward revisions to the projected growth of the civil-
ian noninstitutional population. Specifically, CBO now
expects the population in 2027 to be 1.1 percent (or

3.2 million people) smaller than projected in August.
That revision arises primarily because the agency has sig-
nificantly reduced its projection of net immigration—
and in particular its projection of the flow of unautho-
rized immigrants—to better reflect historical trends.
Although unauthorized immigration is very difficult to
measure, the best estimates suggest that there has been
roughly no increase in the number of unauthorized
immigrants since 2005; the number had increased sub-
stantially in earlier years.”*

24. Jeffrey S. Passel and D’Vera Cohn, Overall Number of U.S.
Unauthoriged Immigrants Holds Steady Since 2009 (Pew Research
Center, September 2016), http://tinyurl.com/j45zwo5.
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Figure 2-12.
Comparison of CBO’s Economic Projections With Those From the Blue Chip Survey

CBO’s projections are generally within the middle two-thirds of the range of forecasts from the Blue Chip survey.
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Sources: Congressional Budget Office; Wolters Kluwer, Blue Chip Economic Indicators (January 10, 2017).

The full range of forecasts from the Blue Chip is based on the highest and lowest of the roughly 50 forecasts. The middle two-thirds of that range omits
the top one-sixth of the forecasts and the bottom one-sixth.

Real GDP is the output of the economy adjusted to remove the effects of inflation. Consumer price inflation is calculated with the consumer price index
for all urban consumers. Real GDP growth and inflation rates are measured from the average of one calendar year to the next.

The unemployment rate is a measure of the number of jobless people who are available for work and are actively seeking jobs, expressed as a
percentage of the labor force. The unemployment rate and interest rates are calendar year averages.

GDP = gross domestic product.

67



THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027 JANUARY 2017

Figure 2-13.
Comparison of CBO’s Economic Projections With Those by Federal Reserve Officials

CBO’s projections are generally within the central tendency—roughly speaking, the middle two-thirds—of the range of forecasts by
Federal Reserve officials.
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Sources: Congressional Budget Office; Board of Governors of the Federal Reserve System, “Economic Projections of Federal Reserve Board Members
and Federal Reserve Bank Presidents Under Their Individual Assessments of Projected Appropriate Monetary Policy, December 2016” (December 14,
2016), http://go.usa.gov/x9Y5T (PDF, 110 KB).

The full range of forecasts from the Federal Reserve is based on the highest and lowest of the 17 projections by the Board of Governors and the president
of each Federal Reserve Bank. The central tendency is that range without the 3 highest and 3 lowest projections—roughly speaking, the middle two-
thirds of the range.

For CBO, longer-term projections are values for 2027. For the Federal Reserve, longer-term projections are described as the value at which each variable
would settle under appropriate monetary policy and in the absence of further shocks to the economy.

Real GDP is the output of the economy adjusted to remove the effects of inflation.

The unemployment rate is a measure of the number of jobless people who are available for work and are actively seeking jobs, expressed as a
percentage of the labor force.

The core PCE price index excludes prices for food and energy.

Real GDP growth and inflation rates are measured from the fourth quarter of one calendar year to the fourth quarter of the next. The unemployment rate
is a fourth-quarter value.

GDP = gross domestic product; PCE = personal consumption expenditures.
. The upper ends of the full range and central tendency are equal.

a
b. The lower ends of the full range and central tendency are equal.

[g]

. For PCE price inflation in the longer term, the range and central tendency equal 2 percent.
d. The central tendency equals 2 percent.

e. The Federal Reserve does not indicate a range or central tendency for core PCE price inflation in the longer term.
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CBO’s current projection of the unemployment rate in
2017 is slightly higher than it was in August, largely
because of the upward revision to projected labor force
participation. Even though the unemployment rate’s
decline has recently paused, the underlying momentum
of the labor market is putting downward pressure on that
rate, in CBO’s assessment. To incorporate the recent
pause into the projection while taking into account that
underlying momentum, CBO pushed back the projected
point at which the unemployment rate will bottom out
by roughly one year: The rate is now expected to reach
4.4 percent in the middle of 2018, rather than in the
middle of 2017, as CBO projected in August.

Revisions to Projected Interest Rates

CBO anticipates that interest rates will rise more slowly
over the next several years than it projected in August.
The slower projected increase of short-term interest rates
partly reflects the fact that CBO now projects a slower
pace of Federal Reserve rate hikes, in light of recent data
that point to slower domestic and foreign economic
growth than was expected in August. Federal Reserve offi-
cials and private-sector forecasters have similarly lowered
their projections of the federal funds rate in the near term
since August, despite the increase in interest rates in late
2016. Long-term rates are also expected to be lower over
the next five years—partly reflecting the expected slower
increase in short-term rates and partly reflecting CBO’s
expectation that the factors suppressing the term pre-
mium will dissipate more slowly than previously thought.

Comparison With Other

Economic Projections

CBO’s projections of the growth of real GDP, the unem-
ployment rate, inflation, and interest rates in 2017 and
2018 are generally very similar to the Blue Chip consen-
sus—the average of roughly 50 forecasts by private-sector
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economists that was published in the January 2017

Blue Chip Economic Indicators (see Figure 2-12 on

page 67). The exceptions are CBO’s projections of inter-
est rates: The projection of the interest rate on 3-month
Treasury bills is at the bottom of, or slightly below, the
middle two-thirds of the Blue Chip forecasts in 2017 and
2018, and the projection of the rate on 10-year Treasury
notes is slightly below the range of Blue Chip forecasts in
2017 and slightly below the middle two-thirds of the Blue
Chip forecasts in 2018.

CBO projects slightly faster growth of real output over
the coming year than do most of the Federal Reserve offi-
cials whose forecasts were reported at the December 2016
meeting of the Federal Open Market Committee (see
Figure 2-13). The Federal Reserve reports three sets of
forecasts: a median, a range, and a central tendency. The
median is calculated from forecasts made by the members
of the Board of Governors of the Federal Reserve System
and the presidents of the Federal Reserve Banks. The
range is based on the highest and lowest of those fore-
casts. The central tendency is the range without the three
highest and three lowest projections. CBO’s projections
of the growth of real GDP are within the full range in
each of the periods projected by the Federal Reserve
(2017, 2018, 2019, and the longer term) and within the
central tendency in 2017, 2018, and the longer term.
CBO’s projections of the unemployment rate and infla-
tion are within the central tendency in each of the periods
projected.

CBO’s projections differ from those of the other fore-
casters at least partly because they are based on current
law, whereas the other forecasters are probably assuming
that changes in law will take place. The differences may
also reflect differences in the economic news available
when the forecasts were completed and differences in the
economic and statistical models used.






APPENDIX

Changes in CBO’s Baseline Since August 2016

f current laws affecting spending and revenues
generally remained unchanged, the cumulative deficit
from 2017 through 2026 would total $8.6 trillion, the
Congressional Budget Office projects. That amount is
$6 billion more than CBO projected in its August 2016
baseline—a difference of less than 0.1 percent (see
Table A-1)." For 2017, CBO estimates that the deficit
will total $559 billion, which is $35 billion less than the
$594 billion projected in August.

The differences between the current projections and
those CBO published in August 2016 consist of three
types of changes:

B Legislative changes, which are directly tied to the
enactment of new laws;

B Economic changes, which stem from the agency’s
updated economic forecast; and

B Technical changes, which result from factors other
than new laws or updated assessments of the economy.

1. See Congressional Budget Office, An Update to the Budger and
Economic Outlook: 2016 to 2026 (August 2016), www.cbo.gov/
publication/51908. CBO constructs its baseline projections in
accordance with provisions of the Balanced Budget and
Emergency Deficit Control Act of 1985 (Public Law 99-177) and
the Congressional Budget and Impoundment Control Act of
1974 (P.L. 93-344). To project revenues and mandatory spending,
CBO assumes that current laws, with only a few exceptions, will
remain unchanged throughout the 10-year projection period. To
project discretionary spending, CBO assumes that most annual
appropriations through 2021 will adhere to the caps and
automatic spending reductions established for the 2012-2021
period in the Budget Control Act of 2011 (P.L. 112-25), as
amended. It also assumes that appropriations thereafter will
increase from the 2021 amounts at the rate of inflation. Certain
discretionary appropriations are not constrained by the caps, such
as those designated for overseas contingency operations. In CBO’s
baseline projections, those appropriations generally increase at the
rate of inflation. CBO’s baseline is not intended to predict
budgetary outcomes; rather, it serves as a benchmark against
which to measure the potential effects of changes in laws
governing taxes and spending.

For the 2017-2026 period, technical changes to projec-
tions of outlays and revenues caused the largest differ-
ence, reducing CBO’s deficit projection by $133 billion.
That result was slightly more than offset by the effects of
newly enacted legislation, which increased the projection
of the deficit by $127 billion, and by changes arising
from CBO’s updated economic forecast, which increased
it by $12 billion.

Legislative Changes

The effect of new legislation on CBO’s updated deficit
projections both for 2017 and for the 10-year projection
period is seen almost entirely in changes to outlays. Since
the August 2016 baseline was published, the differences
in CBO’s revenue projections that have been attributable
to legislative changes have been close to zero. All in all,
legislative changes—mostly stemming from recent appro-
priations—added $127 billion (or 1.5 percent) to the
projected 10-year cumulative deficit.

Changes in Discretionary Spending

On net, legislative changes to discretionary programs
enacted since August led CBO to boost its estimates of
outlays by $9 billion for 2017 and by a cumulative total
of $117 billion for the 10-year projection period. Because
most discretionary spending is subject to the caps estab-
lished by the Budget Control Act of 2011, legislative
changes to outlay projections in the baseline result chiefly
from changes in appropriations for programs that are not
constrained by the caps: overseas contingency operations,
disaster relief, emergency requirements, program integrity
initiatives, and certain health-related programs.?

2. Opverseas contingency operations are war-related activities
(primarily in Afghanistan), and program integrity initiatives aim
to reduce improper benefit payments in Disability Insurance,
Supplemental Security Income, Medicare, Medicaid, and the
Children’s Health Insurance Program. For more information on
the discretionary caps, see Congressional Budget Office,
Sequestration Update Report: August 2016 (August 2016),
www.cbo.gov/publication/51873.
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72

THE BUDGET AND ECONOMIC OUTLOOK: 2017 TO 2027 JANUARY 2017
Table A-1.
Changes in CBO’s Baseline Projections of the Deficit Since August 2016
Billions of Dollars
Total
2017- 2017-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2021 2026
Deficit in CBO's August 2016 Baseline 594 520 -625 -714 -806 -954 988 -1,000 -1,128 -1,243 -3,258 -8,571
Legislative Changes
Changes in Revenues * * * * * * * * * * * 1
Changes in Outlays
Mandatory outlays -1 2 -2 -1 1 1 * -1 -1 * -5 -6
Discretionary outlays 9 1 17 " 12 " " 12 12 12 59 117
Debt service * * * 1 1 3 3 4 3 16
Total Change in Outlays 8 9 16 11 13 14 14 14 14 15 57 127
Increase (-) in the Deficit From
Legislative Changes -8 9 -16 -11 -13 -13 -13 -13 -14 -15 57 127
Economic Changes
Changes in Revenues
Individual income taxes -4 -12 -9 -2 * * -2 -4 -6 -8 -27 -47
Corporate income taxes 16 14 8 9 " 10 8 6 3 2 59 87
Payroll taxes -1 -1 1 -1 -3 -3 -3 -4 5 -6 5 -27
Other -1 -2 * -1 -3 -4 5 5 5 -4 -6 -30
Total Change in Revenues 10 * 1 5 4 -2 -7 -12 -17 20 -16
Changes in Outlays
Mandatory outlays
Medicare * * 1 2 5 7 10 12 15 19 7 70
Eamed income and child tax credits 1 1 2 3 3 4 4 5 5 6 10 34
Supplemental Nutrition Assistance Program * -2 -2 -2 -2 -2 -2 2 2 -2 9 -20
Social Security -1 * * * * -1 -1 2 2 -3 -2 -12
Other 1 2 -5 -5 -2 -2 -1 -1 -1 -2 -12 -19
Subtotal, mandatory 1 -4 -5 -2 3 6 9 12 15 18 -7 53
Discretionary outlays 0 1 1 1 * 1 1 1 1 1 2 5
Net interest outlays
Effect of rates and inflation 5 * -12 -18 -13 -8 5 -3 -1 1 -37 -53
Debt service * * * -1 -1 -2 2 2 -1 * -3 9
Subtotal, net interest 5 * -12 -19 -15 -10 -7 -5 2 1 -40 -63
Total Change in Outlays 6 -3 -16 -20 -1 -3 3 7 13 20 -45 -4
Increase (-) or Decrease in the Deficit
From Economic Changes 4 3 17 25 16 5 5 -14 -26 -36 65 -12

Continued
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Billions of Dollars

Total
2017- 2017-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2021 2026
Technical Changes
Changes in Revenues
Individual income taxes -1 12 4 9 -17 24 -26 -31 -35 -39 22 77
Corporate income taxes -17 -1 -8 -8 -8 -7 -7 -6 -6 -7 52 -85
Payroll taxes 2 3 1 -1 * 3 6 7 8 10 5 39
Other * * -10 9 -8 -1 -10 -10 -10 9 -28 -77
Total Change in Revenues -27 4 -13 -27 -33 -39 -38 -41 -43 -45 96 -300
Changes in Outlays
Mandatory outlays
Social Security -3 -4 -5 -7 -8 9 -1 -12 -14 -15 -26 -87
Medicare -1 -2 -5 -8 -8 -10 -1 9 -16 -13 24 -82
Medicaid -4 -6 -8 -7 -7 -8 -7 -7 5 -4 -33 63
Eamed income and child tax credits -1 -2 -3 -3 -4 5 -6 -7 -8 9 -12 -47
Deposit insurance -3 * 4 6 5 4 5 5 6 6 12 38
Pension Benefit Guaranty Corporation -2 -2 -3 -3 -3 2 -2 -2 -3 2 -13 -24
Fannie Mae and Freddie Mac -17 * * 0 * 1 1 1 1 1 -18 -13
Other -23 -7 -7 -1 -4 -2 -2 -2 * -1 51 58
Subtotal, mandatory -55 -23 -27 -32 29 31 33 -33 -38 -37 166 -337
Discretionary outlays -6 -6 -2 -3 -3 -3 -3 -3 -2 2 21 -34
Net interest outlays
Debt service * * * * * 1 1 2 2 2 * 9
Other -6 -6 -7 -7 -8 -8 9 -8 -7 6 -33 -1
Subtotal, net interest 6 6 -7 -7 -8 -7 -7 -6 5 -4 -33 62
Total Change in Outlays -66 -35 -36 -43 40 -41 43 -41 -45 42 -220 433
Increase (-) or Decrease in the Deficit
From Technical Changes 40 39 23 16 6 3 6 1 3 3 124 133
All Changes
Total Increase (-) or Decrease in the Deficit 35 32 24 30 9 -6 -13 -27 -37 54 131 -6
Deficit in CBO's January 2017 Baseline 559 -487 601 -684 -797 -959 -1,000 -1,027 -1,165 -1,297 -3,127 -8,577
Memorandum:
Changes in Revenues -17 4 -12 -22 -29 -36 -40 -47 -55 -61 -76  -315
Changes in Outlays -52 -28 -36 -52 -38 -31 27 -20 -18 -7 =207 -310

Source: Congressional Budget Office.

* = between —$500 million and $500 million.
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Legislative changes since August primarily have involved
funding for overseas contingency operations, as provided
in the Further Continuing and Security Assistance
Appropriations Act, 2017 (Public Law 114-254). For the
current year, that funding (on an annualized basis) is
$11 billion more than the amount provided in 2016.
(Some of those funds would not be spent in 2017.)
Because, as specified by law, projections of future appro-
priations for such operations are based on the assumption
that funding will equal current amounts with an adjust-
ment for inflation, the larger amount provided for

2017 led CBO to increase its projection of discretionary
outlays by $84 billion for the 2017-2026 period.

Excluding supplemental funding, appropriations in 2017
also have risen by $2 billion for activities designated as
emergency requirements and by $1 billion for disaster
relief; combined, the extrapolation of those two types of
funding contributes another $24 billion to the increase in
discretionary outlays between 2017 and 2026. Further-
more, the Continuing Appropriations and Military
Construction, Veterans Affairs, and Related Agencies
Appropriations Act, 2017, and Zika Response and
Preparedness Act (P.L. 114-223) provided supplemental
funding for fiscal year 2016 that will add $1.5 billion to
outlays over the 2017-2026 period, CBO estimates.

The 21st Century Cures Act (P.L. 114-255) authorized
additional discretionary funding for certain programs
that would not be counted against the discretionary caps.
The spending projections that result from extrapolation
of such funding provided for 2017 added $5 billion to
CBO’s projection of discretionary outlays for the 2017—
2026 period. (The 2017 appropriations were provided by
P.L. 114-254.)

Changes in Mandatory Spending

Recently enacted legislation led CBO to lower its esti-
mates of mandatory outlays by $1 billion for 2017 and by
$6 billion for the 2017-2026 period. The largest reduc-
tions for the 10-year period were attributable to the
enactment of the 21st Century Cures Act, which, among
its other effects, resulted in a $3.5 billion reduction in
outlays projected for the Prevention and Public Health
Fund and a $1 billion increase in offsetting receipts (that
is, negative outlays) from additional sales of oil from the
Strategic Petroleum Reserve.

JANUARY 2017

Changes in Debt Service

Excluding the cost of debt service, the changes that CBO
made to its projections of revenues and outlays because
of recently enacted legislation increased its projection of
the cumulative deficit for the 2017-2026 period by
$110 billion. The resulting growth in the estimate of fed-
eral borrowing led CBO to raise its cumulative projection

of outlays for interest payments on federal debt by
$16 billion for the 10-year period.

Economic Changes

CBO’s economic forecast from early December 2016,
which underlies the budget projections in this report,
updated the agency’s projections of gross domestic prod-
uct (GDP), the unemployment rate, interest rates, infla-
tion, and other factors that affect federal spending and
revenues. In total, compared with the August 2016 base-
line projections, the December economic forecast led the
agency to decrease its estimate of the deficit by $4 billion
for the current year but to raise it by $12 billion for the
2017-2026 period.

Changes in Revenues

Overall, CBO’s revenue projections were not substan-
tially affected by the updated economic forecast, which
included relatively small changes to the projections of
nominal GDP (which are lower by 0.1 percent, on aver-
age, over the 2017-2026 period than in the agency’s
August projections). The composition of GDP and other
elements of the forecast that affect revenues changed
modestly, leading to small and largely offsetting revisions
to CBO’s revenue projections. As a result, economic revi-
sions are relatively minor, on net: The agency increased
its 2017 revenue projection by $10 billion (or 0.3 per-
cent) but reduced the cumulative revenue projection

for the 2017-2026 period by $16 billion (a negligible
percentage).

The largest differences in the revenue projections that
arise from changes in the economic forecast concern cor-
porate income tax receipts, which are $87 billion (or
about 2 percent) higher in CBO’s updated projections for
the next 10 years. That change is attributable to updated
projections of domestic economic profits, which are
higher by about 3 percent over the coming decade,
reflecting upward revisions to profits in the national
income and product accounts (NIPAs) for recent quar-
ters, lower business interest payments resulting from
lower projected interest rates, and other factors. (The
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NIPAs, which are produced by the Bureau of Economic
Analysis, track components of the nation’s economic out-
put and income that CBO uses in its economic analyses.)

Changes in the economic forecast since August led CBO
to reduce its projections of revenues from the collection
of other types of taxes and fees. Most significantly, CBO
lowered its projections of revenues from individual
income taxes by $47 billion (or 0.2 percent) over the
2017-2026 period. That slight decline relative to

the August baseline was primarily attributable to a
reduction of about 15 percent in projections of income
received by people in the form of monetary interest—a
relatively small part of the individual income tax base.
The revision to interest income largely reflected recent
NIPA data, which showed that, beginning in 2015,
smaller amounts of such interest income have been
earned than previously had been estimated, suggesting a
lower path of interest income going forward for a given
projection of interest rates. CBO also lowered its projec-
tions of interest rates, which contributed to the decrease
in estimated interest income.

In addition, CBO lowered its projections of payroll taxes
(by $27 billion, or 0.2 percent), of revenues from cus-
toms duties (by $24 billion, or 5 percent), and of receipts
from other sources (by $5 billion). The small reductions
in revenues from those sources reflected slightly lower
wages and imports, among other factors.

Changes in Outlays

Changes in the economic forecast led CBO to increase its
estimate of outlays by $6 billion for 2017, but to lower
the projection for the 2017-2026 period by $4 billion.
The updated 10-year total is the result of largely offset-
ting changes: an increase in projected mandatory spend-
ing ($53 billion), an increase in discretionary outlays

($5 billion), and a decrease in projected net interest costs

($63 billion).

Mandatory Spending. CBO increased its projections

of mandatory spending by $1 billion for 2017 and by
$53 billion for the 2017-2026 period. The largest
economic changes occurred in CBO’s projections for
Medicare, outlays for certain refundable tax credits, the
Supplemental Nutrition Assistance Program (SNAP), and
Social Security.

Medicare. Under current law, payment rates for much of
Medicare’s fee-for-service sector (such as hospital care and
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services provided by home health agencies and skilled
nursing facilities) are updated automatically. Those
updates are tied to changes in the prices of the labor,
goods, and services that health care providers purchase,
coupled with an adjustment for economywide gains in
productivity (the ability to produce the same output
using fewer inputs, such as hours of labor, than before)
over a 10-year period. In general, CBO’s current projec-
tions show a larger difference between price growth and
productivity growth (inflation is now higher relative to
productivity) than the agency forecast in August. Conse-
quently, CBO now anticipates higher payment rates for
Medicare services than it did in August—a change that
increases Medicare outlays in CBO’s baseline projections
for the 2017-2026 period by $70 billion (or 1 percent).

Earned Income and Child Tax Credits. Projected outlays
for these two refundable tax credits are $34 billion higher
over the 2017-2026 period because of revisions to CBO’s
economic forecast.” About three-quarters of that increase
is attributable to the earned income tax credit. CBO pro-
jects that employment will be higher and wages will be
lower than it did in August, resulting in lower earnings
per worker. The refundable portion of those credits tends
to increase when earnings are lower among lower-earning
taxpayers.

Supplemental Nutrition Assistance Program. Since August,
changes in the economic forecast have led CBO to lower
its spending projections for SNAP over the 2017-2026
period by about $20 billion (or 3 percent). An unexpected
decline in food prices in 2016 led CBO to lower projected
food prices, and thus projected SNAP benefits, in sub-

sequent years.

Social Security. Because of lower projections of inflation
and wage growth, CBO also lowered its projections of
outlays for Social Security for the 2017-2026 period by
$12 billion (or 0.1 percent). In August, CBO estimated
that Social Security beneficiaries would receive a 0.6 per-
cent cost-of-living adjustment (COLA) in January 2017;
the actual COLA was 0.3 percent. In the other direction,
CBO increased its forecast of the January 2018 COLA by

3. Refundable tax credits reduce a filer’s income tax liability overall;
if the credit exceeds the rest of the filer’s income tax liability, the
government pays all or some portion of that excess to the taxpayer.
See Congressional Budget Office, Refundable Tax Credits (January
2013), www.cbo.gov/publication/43767.
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0.2 percentage points; its COLA projections for other
years remain unchanged from the August baseline.

Net Interest. Since August, CBO has revised its projec-
tions of net interest costs because of changes in the
agency’s forecasts for interest rates and inflation. It also has
made new projections of government borrowing as a result
of changes in the economic outlook (see Table A-1).
Together, those revisions, mostly related to updated inter-
est rates, led CBO to reduce its baseline projection of net
interest spending by $63 billion for the 2017-2026
period.

CBO has changed its projections for rates on most
Treasury securities relative to those included in its August
report. In the current projections, those rates are lower by
an average of about 0.15 percentage points (or 15 basis
points) for the first half of the coming decade but about
the same as before over the second half. As a result,
CBO reduced its projection of net interest outlays by
$53 billion over the 2017-2026 period.

CBO further reduced its projection of net interest outlays
by $9 billion over that period to account for debt
service effects. That reduction reflects the net effect of
updates to projections of revenues and outlays attribut-
able to CBO’s new economic forecast, which led the
agency to raise its projection of the total deficit for

the 2017-2026 period by $21 billion (not including the
effects of debt service). However, because that net
increase in the 10-year deficit results from reductions in
the deficits projected for the first six years, followed by
increases in the deficits projected for the final four years,
the cumulative effect is to reduce CBO’s projection of
debt service costs for the 20172026 period.

Technical Changes

In total, technical updates to CBO’s budget projections
led the agency to reduce its estimate of the 2017 deficit
by $40 billion, almost one-third of the total revision for
technical reasons over the 10-year period. In nearly every
year, such changes lowered projections of both revenues
and outlays relative to those reported in August 2016;
reductions in revenues are outpaced by downward adjust-
ments to outlays for most years, reducing projected defi-
cits. Many of the changes in this category stem from new
data or from information that became available from fed-
eral agencies after September 2016, the end of the prior
fiscal year.
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Changes in Revenues

Opverall, CBO reduced its revenue projections by

$300 billion (or 1 percent) for the 2017-2026 period to
incorporate various technical adjustments. Revenue pro-
jections fell by $27 billion for 2017, rose by $4 billion for
2018, and declined for each year over the 2019-2026
period by a total of $277 billion.

The reduction in 2017 and slight increase in 2018 are
mostly attributable to new data on tax collections, along
with CBO’s expectation that some revenues from capital
gains taxes will be shifted out of 2017 and into 2018. The
new data show that corporate and individual income
taxes have been lower in recent months than can be
explained by currently available economic data. Although
the main factors responsible for the shortfall will be
clearer when additional data from tax returns and other
sources become available, CBO slightly lowered its reve-
nue projections for 2017 and 2018 in response. CBO
also revised its estimate of the point at which the govern-
ment would receive some payments for individual
income tax liabilities incurred in calendar years 2016 and
2017. The most significant adjustment to the timing of
tax payments arises because some taxpayers appear to
have deferred realizing their capital gains from late in
calendar year 2016 until calendar year 2017 or 2018,
anticipating legislation to lower tax rates on those gains.
As a result, CBO reduced its projections of revenues in
fiscal year 2017 but increased them by a corresponding
amount in 2018 (slightly more than offsetting the reduc-
tion in taxes that arises from other factors, such as new
data on tax collections) and, to a smaller extent, in 2019.

All told, for technical reasons, CBO lowered its projec-
tions of revenues from individual income taxes over the
2017-2026 period by $177 billion (or about 1 percent).
The most significant reason is a downward revision to the
share of total wages and salaries received by high earners.
Data for recent years show smaller-than-expected
increases in the share of wages and salaries received by
high earners. In response, CBO made a downward revi-
sion to projected increases in that share over the next
decade. That change reduced CBO’s projections of indi-
vidual income tax revenues because people with lower
income are subject to lower income tax rates. Increases in
projected revenues from capital gains taxes offset part of
that reduction. Reflecting the fact that capital gains
realizations in 2014 and 2015 were higher than CBO
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expected, the agency raised its projection of revenues
from capital gains over the 2017-2026 period.*

Technical reasons also led CBO to lower its projection
of corporate income tax revenues by $85 billion (or about
2 percent) for the 2017—2026 period. The change largely
reflects a slight reduction in the projected average tax rate
on corporate profits, based on historical data from the
NIPAs and on information from corporate income tax
returns about the corporate tax base as a share of domes-
tic economic profits. It also reflects CBO’s expectation
that the recent declines in corporate tax collections that
are not explained by currently available data on profits
will take several years to fully dissipate.

In addition, for technical reasons, CBO lowered its pro-
jection of revenues from smaller sources by $77 billion,
on net, over the 2017-2026 period. Most of that change
reflects lower penalties that would be collected from
employers that do not offer health insurance to their
employees. The change in those collections stems from
CBO’s higher projections of enrollment in employment-
based coverage.

CBO boosted its projection of revenues from one main
source—payroll taxes—for technical reasons. With a
smaller share of wages and salaries received by high earn-
ers, a larger share will be received by people whose annual
earnings are below the maximum amount subject to
Social Security payroll taxes (currently $127,200). The
positive effect on payroll taxes is about half as large as the
resulting negative effect on individual income taxes. The
increase projected for payroll taxes was reduced somewhat
because new information from tax returns showed a
smaller amount of total wages covered by the payroll tax
system than CBO previously expected. Overall, CBO
raised its projections of payroll taxes for technical reasons
by $39 billion over the 2017-2026 period.

Changes in Outlays

Largely because of technical updates to spending esti-
mates for various mandatory programs and to estimates
for certain offsetting receipts, CBO lowered 2017 outlays

4. Higher tax rates on capital gains took effect in 2013, and it is
likely that many taxpayers shifted a portion of those gains from
2013 to 2012 in anticipation of that change. In calendar years
2014 and 2015—the first two after the rate changes—the amount
of gains realized would have been unaffected by significant
shifting of gains in anticipation of the rate change.
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in the baseline by $66 billion. For the 2017-2026 period,
the projection of outlays was lowered by $433 billion (or
1 percent), mostly because of changes to estimates of
mandatory outlays.

Mandatory Spending. Technical revisions have reduced
the amount of mandatory spending estimated for the
current year by $55 billion (or 2 percent). For the 2017—
2026 period, technical updates decreased the total pro-
jection for mandatory spending by $337 billion (or

1 percent).

Social Security. CBO has reduced its projection of outlays
for Social Security over the 2017-2026 period by $87 bil-
lion (or 1 percent). Two-thirds of that reduction is in
Old-Age and Survivors Insurance (OASI); the other third
is in Disability Insurance (DI). The largest change CBO
made to its estimate of OASI spending stemmed from
updated population projections, which reduced by

0.4 percent the number of eligible beneficiaries. The
largest change in DI outlays resulted from a reduction in
caseloads of about 2 percent (recent data have shown
smaller caseloads than previously projected).

Medicare. Technical revisions caused CBO to decrease its
projection of Medicare outlays by $82 billion (or 1 per-
cent) for the 2017-2026 period, mostly because spending
for Medicare last year was less than CBO had anticipated
in its August baseline. The main factors responsible for
the shortfall will be clearer when more detailed data
about the program’s spending become available. Mean-
while, in response, CBO has made slight downward revi-
sions to its projection of spending over the next decade.

Medicaid. CBO’s 10-year projection of spending for
Medicaid is $63 billion (or 1 percent) lower than the
agency estimated in August. That change arises largely
from a reduction in CBO’s projection of enrollment in
the Supplemental Security Income program (whose recip-
ients automatically receive Medicaid benefits), based on
recent data showing smaller caseloads than previously
projected. In addition, information from the Centers for
Medicare & Medicaid Services led CBO to allocate more
managed care spending to long-term services and sup-
ports and somewhat less to acute care services. Because
CBO anticipates that spending will rise more slowly for
long-term services and supports than for acute care ser-
vices, that change reduced spending projections overall.

77
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Earned Income and Child Tax Credirs. CBO has decreased
its combined projection of outlays for these refundable
tax credits by $47 billion over the 2017-2026 period.
(Projected outlays for the earned income tax credit are
down by $36 billion, and those for the child tax credit
are lower by $11 billion.) CBO now projects that lower
carners will receive a larger share of total wages and sala-
ries than it did in August, which will tend to reduce

eligibility for the refundable credits.

Deposit Insurance. Net outlays for deposit insurance are
projected to be $38 billion higher over the 2017-2026
period than CBO reported in its August 2016 baseline.
Most of that change ($31 billion) stems from a reduction
in CBO’s estimate of the amount of insurance premiums
collected for the Deposit Insurance Fund, which is admin-
istered by the Federal Deposit Insurance Corporation
(FDIC). The change better reflects assessments levied by
the FDIC over the past several years, and it accounts for
new FDIC regulations. The remaining $7 billion is pri-
marily attributable to reduced interest earnings on the
Deposit Insurance Fund because of a lower projected bal-
ance and because of other small changes in the estimates
for programs administered by the FDIC and the National
Credit Union Administration.

Pension Benefit Guaranty Corporation. CBO’s 10-year
projections of net outlays for that agency are $24 billion
lower than it projected in the previous baseline. (Net out-
lays are negative because collections from premiums and
other sources exceed gross outlays, which are primarily
for benefit payments. CBO’s new projections are more
negative than the previous ones.) The largest source of
the decrease in net outlays was an increase in projected
receipts from variable-rate premiums paid by under-
funded single-employer pension plans, reflecting newly
available data on premiums for the first part of fiscal year
2017. The updated baseline also includes the effects of an
increase in projected interest receipts, which are intra-
governmental transfers that do not affect the deficit.

Fannie Mae and Freddie Mac. For 2017, CBO’s updated
baseline reports a $17 billion reduction in net outlays
associated with Fannie Mae and Freddie Mac, two
institutions that facilitate the flow of funding for home
loans nationwide. In CBO’s baseline, the budgetary treat-
ment of those entities in the current fiscal year is different
from that in the later years of the projection period: For
the current year, the baseline includes an estimate of the
net cash payments from those entities to the Treasury,
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following the treatment in the Administration’s budget
reports. For later years, the baseline includes risk-adjusted
projections of subsidy costs.” CBO estimates that the net
payments from Fannie Mae and Freddie Mac will total
$15 billion in 2017 (on the basis of their most recent
quarterly financial releases); those payments are recorded
in the budget as offsetting receipts (reductions in out-
lays). By comparison, CBO’s August baseline showed an
estimated subsidy cost—that is, additional outlays—of
about $3 billion for their activities in 2017. All told, that
conceptual difference reduces 2017 outlays in the base-

line by $17 billion.

For the 2018-2026 period, CBO now estimates that
those subsidy costs will total $14 billion—about $4 bil-
lion more than it projected in August. CBO expects that
Fannie Mae and Freddie Mac will guarantee fewer mort-
gages over the next decade but that those mortgages will
have higher associated fair-value costs.

In total, CBO’s projection of net outlays for Fannie Mae
and Freddie Mac is $13 billion lower for the 2017-2026
period than its August projection.

Other Mandatory Programs. Technical updates concerning
other mandatory programs led CBO to lower its outlay
projections by $23 billion for 2017 and by $58 billion for
the 10-year period.

The largest changes for 2017 include a $7 billion reduc-
tion in estimated outlays for agriculture programs and a
$3 billion reduction in subsidies for health insurance pur-
chased through the marketplaces established under the
Affordable Care Act. The net effect of smaller adjust-
ments in other programs further reduced CBO’s estimate
of 2017 outlays by about $13 billion.

5. The government placed Fannie Mae and Freddie Mac into
conservatorship in 2008 and now controls their operations. As a
result, CBO considers the two entities’ activities to be
governmental and includes their budgetary effects in its
projections as though they were federal agencies. On that basis, for
the 10 years after the current fiscal year, CBO projects subsidy
costs for new activities according to procedures that are similar to
those specified in the Federal Credit Reform Act of 1990 for
determining the costs of federal credit programs—but with
adjustments to reflect the associated market risk. The
Administration, in contrast, considers Fannie Mae and Freddie
Mac to be outside the federal government for budgetary purposes
and records cash transactions between those entities and the
Treasury as federal outlays or receipts. (In CBO’s view, those
transactions should be considered intragovernmental.)
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For the 2017-2026 period, the largest technical change
was an $18 billion increase in projected receipts from
contributions by federal agencies toward their employees’
retirement (shown as a reduction in outlays). Those pro-
jections were updated to account for new information on
the average retirement benefit received by new retirees

in 2016 and for revised projections from the Office of
Personnel Management of the number and characteristics
of future retirees.

In addition, CBO and the staff of the Joint Committee on
Taxation reduced by $16 billion their 10-year projections
of outlays associated with the health insurance market-
places. The largest component of that change was a
reduction of $15 billion in outlays for the risk adjustment
program, which transfers funds from health insurance
plans that attract a relatively small proportion of high-risk
enrollees (people with serious chronic conditions, for
example) to plans that attract a relatively large proportion
of such people in both the nongroup and the small-group
insurance markets. CBO lowered its estimate because
actual spending in 2016 was less than the amount that it
had previously anticipated. (CBO also made a corre-
sponding reduction to its projection of revenues from the
risk adjustment program. Collections and payments for
risk adjustment ultimately offset each other, but because
of differences in the timing of collections and payments,
slight discrepancies between the two will occur in any
given period.) Most of the remaining $1 billion reduction
is the net effect of changes associated with subsidies for
health insurance obtained through the marketplaces
established under the Affordable Care Act. Those changes
include a decrease in projected spending resulting from a
lower projection of subsidized enrollment through the
marketplaces, partially offset by an increase in spending
arising from an increase in estimated premiums for such
insurance.
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Lower projections of spending related to crop insurance

($13 billion) and the National Flood Insurance Program
($10 billion) also contributed to the overall reduction in
CBO’s 10-year spending projections.

Discretionary Spending. As a result of technical updates,
CBO’s estimates of discretionary outlays for 2017 are

$6 billion lower than those in the August baseline; pro-
jected outlays for the 2017-2026 period are $34 billion
(or 0.1 percent) lower. The largest changes over the
10-year period arise from downward adjustments to
spending for certain military activities of the Department
of Defense (mostly in the areas of operation and mainte-
nance and procurement, to bring projections more in line
with historical spending patterns) and from lower pro-
jected outlays for medical services provided by the
Department of Veterans Affairs (largely because of recent
trends of slower spending).

Net Interest. Technical changes led CBO to decrease

its projections of net interest outlays by $6 billion for
2017 and by $62 billion for the 2017-2026 period. The
longer-term decrease is mainly attributable to an increase
in projected interest payments from the financing
accounts associated with federal credit programs. CBO
has increased its estimate of the balances held by those
accounts—mostly as a result of higher-than-expected dis-
bursements of student loans. After reviewing recent pat-
terns of such payments, CBO also increased the average
interest rate that it projects will be paid to the Treasury
from those financing accounts.

CBO raised its projection of debt service costs by $9 bil-
lion for the 2017-2026 period. That effect stems largely
from the additional debt that would be required to
finance the increased activity in the federal credit pro-
grams, partially offset by the projected reduction in the
cumulative deficit stemming from technical changes in
other areas of the budget.
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APPENDIX

How Changes in Economic Projections
Might Affect Budget Projections

he federal budget is highly sensitive to economic
conditions. Revenues depend on the total amount of
income that is subject to taxation—including wages and
salaries, other income received by individuals, and corpo-
rate profits. Those types of income generally rise or fall
with overall economic activity, although not necessarily in
proportion. In addition, the Treasury regularly refinances
portions of the government’s outstanding debt—and
issues more debt to finance new deficits—at market inter-
est rates. Thus, the amount that the federal government
spends to pay interest on its debt is directly tied to those
rates. Finally, spending for many mandatory programs is
affected by inflation, either explicitly through cost-of-
living adjustments or indirectly in other ways.

To show how the economic outlook can affect projections
of the federal budget, the Congressional Budget Office
has constructed simplified scenarios to illustrate rough
“rules of thumb.” The rules provide a sense of how differ-
ences in individual economic variables would affect the
budget totals. Changes in any single variable, however,
would quite likely affect many other variables in ways
that would depend crucially on the cause of the original
change and on the general economic conditions prevail-
ing at the time. Estimating that full set of effects would
require a more comprehensive analysis that could not be
summarized in a simple rule.

CBO has developed rules of thumb for three variables:

B Productivity growth, which affects gross domestic
product (GDP) and other economic variables,

B Interest rates, and
B Inflation.

All three rules of thumb reflect alternative assumptions
about economic conditions beginning in January 2017.

CBO’s first rule of thumb shows the effects of productiv-
ity growth that is 0.1 percentage point lower each year
than in the agency’s economic projections, which trans-
lates into annual rates of economic growth that are about
0.1 percentage point lower than those that underlie its
baseline budget projections.' (The budget projections are
summarized in Chapter 1, and the economic projections
are described in Chapter 2.) The rule of thumb for inter-
est rates shows the effects of rates that are 1 percentage
point higher each year than the rates used in the baseline.
(In this scenario, inflation is held equal to the rate under-
lying the baseline, so the rule shows the effects of higher
real interest rates.) Finally, the rule of thumb for inflation
shows the effects of inflation that is 1 percentage point
higher each year than in the baseline.

Each rule of thumb is roughly symmetrical. Thus, if pro-
ductivity growth was 0.1 percentage point higher than
in CBO’s baseline, or if interest rates or inflation were
1 percentage point lower, the effects would be about the
same as those shown here, but with the opposite sign.’

In addition to being symmetrical, the rules are also
roughly scalable for moderate differences in growth rates.
For example, a difference in inflation of 1.1 percentage
points in each year, rather than 1 percentage point, would
increase the change in the deficit by about 10 percent—

1. In previous years, CBO analyzed a potential change in the rate of
real economic growth, relative to its baseline projections, without
characterizing the underlying cause of such a change or incorpo-
rating effects on other economic variables. This year, CBO exam-
ined a more complex (but still simplified) scenario—one in which
a change in productivity growth affects GDP, income (including
wages), and interest rates.

2. Interest rates on short-term Treasury securities are unlikely to be
much lower in the near term. Rates on 3-month Treasury
securities were 0.30 percent in the last quarter of 2016, and CBO
forecasts that they will remain below 1 percent through most of
this calendar year.
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but such a calculation would be less useful for a
substantially different rate of inflation.

CBO chose variations of 0.1 percentage point for pro-
ductivity and 1 percentage point for inflation and interest
rates solely for simplicity. Those differences do not neces-
sarily indicate the extent to which actual economic per-
formance might differ from CBO’s projections. For
example, CBO estimates that there is roughly a two-
thirds chance that the average annual growth rate of real
GDP over the next five years will be within 1.4 percent-
age points above or below the forecast rate. Similarly,
there is about a two-thirds chance that the average annual
rate of inflation (as measured by the consumer price
index for all urban consumers) over the next five years
will be within 0.6 percentage points—and the average
interest rate (on 3-month Treasury bills, in real terms),
within 1.7 percentage points—of the rate in CBO’s
forecast.”

Slower Growth of Productivity

Productivity is an important determinant of economic
output. Higher productivity leads to stronger economic
growth, which in turn improves the budget’s bottom line,
whereas lower productivity reduces GDP, thereby wors-
ening the budget outlook.

The first rule of thumb illustrates the budgetary effects
of slightly weaker growth in productivity than expected.
Specifically, if productivity grew at a rate that was

0.1 percentage point lower each year than in CBO’s
baseline projections, annual deficits would be larger by
amounts that would climb to $56 billion by 2027, CBO
estimates. The cumulative deficit from 2018 through
2027 would be $273 billion higher (see Table B-1).

In this simplified analysis, CBO examined how slower
growth of total factor productivity (that is, real output
per unit of combined labor and capital services) might
affect GDP, income (including wages), and interest rates.*
CBO found that lower-than-projected productivity
growth would lead to slower growth in GDP because
both labor and capital would be producing less than they

3. Those prediction ranges are based on analysis of CBO’s fore-
casting accuracy over the past four decades for GDP and since
1983 for inflation and interest rates. For related discussion, see
Congressional Budget Office, CBO’s Economic Forecasting Record:
2015 Update (February 2015), www.cbo.gov/publication/49891.
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are currently projected to produce in CBO’s baseline. If
workers produced less, they would earn less, so total
wages and labor income would be lower. Meanwhile, if
capital production was lower, the returns on that capital
would also decline. Because Treasury securities compete
with other investments for investors’ money, lower pri-
vate returns imply that rates on Treasury securities would
also be lower. Other variables, such as the allocation of
taxable income, unemployment, and inflation, could also
be affected; however, this rule of thumb does not include
the effects of changes in those variables.

CBO estimates that if actual productivity growth was
about 0.1 percentage point lower each year than it is pro-
jected to be, GDP growth and income growth would also
be about 0.1 percentage point lower each year. Mean-
while, interest rates would be about 1 basis point below
CBO’s forecast for 2017; that difference would increase
by 1 additional basis point in each subsequent year.” By
the end of the 10-year period, GDP and total income
would be 1.1 percent lower than they are in the baseline,
and interest rates would be about 10 basis points lower.

If economic growth slowed in each year as a result of that
lower productivity, taxable income would also grow more
slowly than projected, and tax revenues would be lower—
$2 billion less than in the baseline in 2017 and

$63 billion less in 2027. Over the 2018-2027 period, the
drop in revenues stemming from the slower growth in
income would increase deficits by a total of $315 billion.
Slower growth in income would also lead to $5 billion
less in mandatory outlays: Reductions to Social Security
payments that resulted from lower earnings and other
similar, but smaller, effects would reduce mandatory
spending by $11 billion, but $6 billion of that amount
would be offset by an increase in outlays for the refund-
able portions of the earned income and child tax credits.’

4. For further discussion about growth in productivity, its relation-
ship to GDP, and the uncertainty of projections of such growth,
see Congressional Budget Office, The 2016 Long Term Budget
Outlook (July 2016), pp. 80-82, www.cbo.gov/publication/
51580.

5. Abasis point is equal to one one-hundredth of a percentage point.
For example, the difference between interest rates of 5.5 percent
and 5.0 percent is 50 basis points.

6. Tax credits reduce a taxpayer’s income tax liability; if a refundable
credit exceeds a taxpayer’s other liability, all or a portion of the
excess is refunded to the taxpayer and recorded as an outlay in the

budget.
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Table B-1.

How Selected Economic Changes Might Affect CBO’s Baseline Budget Projections
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Billions of Dollars

Total
2018- 2018-
2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2022 2027
Productivity Growth Is 0.1 Percentage Point Lower per Year
Changes in Revenues -2 -6 -10 -15 -20 -26 -32 -39 -47 -55 -63 -78 -315
Changes in Outlays
Mandatory outlays * * * * -1 -1 -1 -1 -1 -1 -1 -2 5
Net interest
Lower interest rates * -1 -1 -2 -4 5 -7 -8 -10 -12 -14 -13 63
Debt service * * * * 1 2 2 3 5 6 8 3 27
Subtotal, net interest * -1 -1 -2 -3 -3 -4 -5 -5 -6 -6 -10 -36
Total Change in Outlays * -1 -1 2 -3 -4 5 5 -6 -6 -7 -12 -42
Increase (-) in the Deficit -2 5 -9 -13 -17 -22 -28 -34 -41 -48 -56 -67 -273
Interest Rates Are 1 Percentage Point Higher per Year
Changes in Revenues -19 -21 -16 -10 -7 -3 1 4 6 9 1" 58 -27
Changes in Outlays
Higher interest rates 17 48 70 90 109 129 146 163 177 193 210 446 1,335
Debt service 1 2 4 8 13 19 26 34 43 52 63 46 264
Total Change in Outlays 17 49 74 98 122 148 172 197 220 246 272 492 1,599
Increase (-) in the Deficit -36 -1 9 -108 -130 -151 -171 -193 -214 -237 -262 -550 -1,626
Inflation Is 1 Percentage Point Higher per Year
Changes in Revenues 1 33 75 118 163 212 265 325 387 455 528 601 2,561
Changes in Outlays
Mandatory outlays 3 16 40 68 99 136 172 210 260 313 372 359 1,687
Discretionary outlays® 0 1 2 3 4 5 12 24 37 51 66 15 206
Net interest
Higher interest rates’ 26 64 90 114 137 161 183 204 223 245 267 567 1,688
Debt service * 1 3 5 9 13 18 23 30 37 46 32 186
Subtotal, net interest 26 66 93 119 146 174 200 227 253 282 313 598 1,874
Total Change in Outlays 29 83 135 190 249 315 385 461 550 646 751 973 3,766
Increase (-) in the Deficit -28 -50 -60 -72 86 -103 -120 -137 -164 191 -222 -371 -1,205
Memorandum:
Deficit in CBO's
January 2017 Baseline 559 487 -601 -684 -797 -959 -1,000 -1,027 -1,165 -1,297 -1,408 -3,528 9,426

Source: Congressional Budget Office.

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

a. Most discretionary spending through 2021is governed by caps established by the Budget Control Act of 2011. In CBO’s baseline, that spending would
not be affected by changes in projected inflation.

b. The change in outlays attributable to higher interest rates in this scenario differs from the estimate in the rule of thumb for interest rates because the
principal of inflation-protected securities issued by the Treasury grows with inflation.
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Because slower productivity growth also lowers interest
rates, the amount of interest that the federal government
would pay on its debt would decrease by $63 billion over
the 2018-2027 period. However, if revenues were
reduced by the amounts indicated above, the federal
government would need to borrow more to finance the
resulting net increase in the deficit. That additional bor-
rowing would add $27 billion to interest payments over
the period. On net, CBO estimates, those effects would
result in interest outlays that were $36 billion less over
the 10-year period than in the agency’s baseline.

Higher Interest Rates

The second rule of thumb illustrates the sensitivity of the
budget to changes in interest rates, which affect the flow
of interest payments to and from the federal government.
When the budget is in deficit, the Treasury must borrow
additional funds from the public to cover the shortfall.
Moreover, each year the Treasury refinances a substantial
portion of the nation’s outstanding debt at market inter-
est rates. Those rates also help determine how much the
Federal Reserve remits to the Treasury. Changes in inter-
est rates could affect economic growth, taxable income,
unemployment, and inflation; however, this rule of
thumb does not include the effects of changes in those
variables.

CBO estimates that if interest rates were 1 percentage
point higher than projected in the baseline and all other
economic variables were unchanged, the deficit would
progressively worsen over the projection period by
amounts increasing from $36 billion in 2017 to

$262 billion in 2027. The cumulative deficit for the
2018-2027 period would be $1.6 trillion higher (see
Table B-1).

Most of that difference would arise because the govern-
ment’s interest costs would be substantially larger. The
difference in interest costs would amount to only $17 bil-
lion in 2017 because most marketable government debt is
in the form of securities that have maturities greater than
one year. As the Treasury replaced maturing securities and
increased borrowing to cover future deficits, however, the
budgetary effects of higher interest rates would mount.
Under this scenario, the added costs of higher interest
rates on the debt projected in CBO’s baseline would
reach $210 billion in 2027 and would total $1.3 trillion
over the 2018-2027 period.
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As part of its conduct of monetary policy, the Federal
Reserve buys and sells Treasury and other securities. It also
pays interest on reserves (deposits that banks hold at the
central bank). The interest that it earns on its portfolio of
securities and the interest that it pays on reserves affect its
remittances to the Treasury, which are counted as revenues.
If all interest rates were 1 percentage point higher for the
coming decade than CBO projects, the Federal Reserve’s
remittances would be smaller for several years because
higher interest payments on reserves would outstrip addi-
tional interest earnings on its portfolio. Over time, how-
ever, the current holdings in the portfolio would mature
and be replaced with higher-yielding investments. CBO
projects that by 2023 the Federal Reserve’s remittances
would be larger if interest rates were higher than pro-
jected. Overall, rates that were 1 percentage point higher
than in CBO’s baseline (all else being equal) would cause
revenues from the Federal Reserve’s remittances to be
$27 billion smaller between 2018 and 2027.

The larger deficits generated by the increase in interest
rates would require the Treasury to borrow more than it is
projected to borrow in the baseline. That additional bor-
rowing would raise the cost of servicing the debt by
amounts that would reach $63 billion in 2027 and total
$264 billion over the 2018-2027 period.

Higher Inflation

The third rule of thumb shows the budgetary effects of
inflation that is 1 percentage point higher, for all price
and wage indexes, than in CBO’s baseline each year—
with no differences in other economic variables except for
interest rates, as described below. Although higher infla-
tion increases both revenues and outlays, the impact on
outlays would be greater, and the net effect would be sub-
stantially larger budget deficits. Changes in inflation
could also lead to changes in economic growth and
unemployment; however, this rule of thumb does not
include the effects of changes in those variables.

If each year inflation was 1 percentage point higher than
the rate underlying CBO’s baseline, total revenues over
the 10-year period would be about 6 percent greater than
in the baseline, and total outlays, about 7 percent greater,
CBO estimates. The cumulative deficit for the 2018—
2027 period would be $1.2 trillion higher (see

Table B-1).
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Effects on Revenues

Larger increases in wage rates and prices generally lead to
greater labor income, profits, and other income, which in
turn generate larger collections of individual income
taxes, payroll taxes, and corporate income taxes. The
parameters in the individual income tax system that affect
most taxpayers—including the income thresholds for
both the regular and the alternative minimum tax brack-
ets, the standard deduction, and personal exemptions—
are indexed for inflation. Therefore, the share of taxpay-
ers’ income that is taxed at certain rates does not change
very much when income increases because of higher
inflation, so tax collections tend to rise roughly propor-
tionally with income under those circumstances. How-
ever, some parameters of the individual income tax sys-
tem are not indexed for inflation. For example, the
income thresholds for the surtax on investment income
are fixed in nominal dollars, so if income rose because of
higher inflation, the surtax would apply to a larger share
of taxpayers’ income.

For the payroll tax, rates are mostly the same across
income levels, and the maximum amount of earnings
subject to the Social Security tax rises (after a lag) with
average wages in the economy; therefore, higher wage
inflation leads to a roughly proportional increase in pay-
roll tax revenues. Similarly, although the brackets for the
corporate income tax are not indexed for inflation, nearly
all corporate profits are taxed at the top rate. Conse-
quently, an increase in profits resulting from higher infla-
tion generates a roughly proportional increase in corpo-
rate tax revenues. All told, inflation that was 1 percentage
point higher each year than CBO projects would add
$2.6 trillion to projected revenues in CBO’s baseline
between 2018 and 2027.

Effects on Mandatory Spending

Higher inflation would also increase the cost of a number
of mandatory spending programs, adding $1.7 trillion to
projected spending. Benefits for many mandatory pro-
grams are automatically adjusted each year to reflect
increases in prices. Specifically, benefits paid for Social
Security, federal employees’ retirement programs, disability
compensation for veterans, the Supplemental Nutrition
Assistance Program, Supplemental Security Income, the
refundable portion of the earned income tax credit, and
the child nutrition programs, among others, are adjusted
(with a lag) for changes in the consumer price index, one
of its components, or other measures of inflation. Many of
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Medicare’s payment rates are also adjusted annually for
inflation. Spending for some other programs, such as Med-
icaid, is not formally indexed to price changes but tends to
grow with inflation because the costs of providing benefits
under those programs increase as prices rise. In addition, to
the extent that initial benefit payments to participants in
retirement and disability programs are linked to wages,
increases in nominal wages resulting from higher wage
inflation boost future outlays for those programs.

Effects on Discretionary Spending

Higher inflation would raise CBO’s baseline projections
of spending for discretionary programs in two main ways.
First, higher inflation would increase CBO’s baseline pro-
jections of outlays for most discretionary programs after
2021. The Budget Control Act of 2011 (Public Law
112-25), as modified by subsequent legislation, imposed
caps on most discretionary budget authority through
2021, and CBO’s baseline incorporates the assumption
that appropriations for most purposes will equal those
caps. Higher inflation would not alter the statutory caps
and thus would have no effect on CBO’s projections of
spending constrained by those limits. However, for the
years following 202 1—when, under current law, caps will
no longer be in place—CBO’s baseline projections incor-
porate the assumption that the discretionary funding that
is currently subject to the caps will increase with inflation
from the 2021 amount. As a result, inflation that was

1 percentage point higher than in the baseline each year
would boost projected outlays from 2022 through 2027
by a total of $153 billion.

Although the caps on discretionary appropriations are
not indexed for inflation, higher inflation would dimin-
ish the amount of goods that could be acquired and the
benefits and services that could be provided under those
fixed caps.” If, over time, higher inflation led lawmakers
to adjust the discretionary caps, the effect on spending
and on the deficit would be greater.

Second, higher inflation would increase discretionary out-
lays in CBO’s baseline over the 2018-2027 period because
the law specifies that the caps may be adjusted to accom-
modate appropriations for certain purposes. In 2017, those
adjustments include $84 billion designated for overseas

7. In CBO’s baseline, the cap for 2018 is slightly lower than the cap
for 2017. From 2019 through 2021, the caps grow by about
2.5 percent each year.
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contingency operations (war-related activities, primarily
in Afghanistan), $8 billion in funding provided for disas-
ter relief, $2.7 billion in funding for emergencies, and
$1.5 billion for initiatives aimed at enhancing program
integrity by reducing improper payments from certain
benefit programs. In its baseline, CBO generally extrapo-
lates the funding provided for those purposes in future
years based on the amounts appropriated for 2017, with
adjustments for inflation. If inflation was 1 percentage
point higher each year, projected outlays for those pur-
poses would increase by $53 billion between 2018 and
2027. All told, CBO’s projections of discretionary outlays
for the 10-year period would rise by $206 billion.

Effects on Net Interest Costs
Inflation also has an impact on outlays for net interest
because it affects interest rates. If inflation was

JANUARY 2017

1 percentage point higher than CBO projects, for exam-
ple, then interest rates would be 1 percentage point
higher (all else being equal). As a result, new federal bor-
rowing would incur higher interest costs, and outstand-
ing inflation-indexed securities would be more costly for
the federal government. In addition, higher interest rates
would first reduce and then increase revenues from the
Federal Reserve’s remittances to the Treasury (as
explained above in the section on higher interest rates).
The direct effect of such higher rates would be to add
$1.7 trillion in interest costs to CBO’s baseline projection
of outlays. Moreover, the effects of higher inflation would
increase debt by a little more than $1 trillion over the
10-year period, boosting interest costs by an additional

$186 billion.
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C

CBO’s Economic Projections for 2017 to 2027

Ihe tables in this appendix expand on the information
in Chapter 2 by showing the Congressional Budget
Office’s economic projections for each year from 2017 to
2027 (by calendar year in Table C-1 and by fiscal year in
Table C-2). CBO’s projections for 2021 to 2027—unlike
its projections for 2017 and 2018—are not based on
forecasts of cyclical developments in the economy. Rather,
they are based on projections of underlying trends in key
variables that determine the growth of potential output,

such as the size of the labor force, the number of hours
worked, capital investment, and productivity—that is, the
trends those variables follow after the effects of business-
cycle fluctuations are removed. CBO also considers the
effects on those variables of the federal tax and spending
policies specified in current law. CBO’s projections for
2019 and 2020 do not reflect expected cyclical develop-
ments in the economy. Instead, they serve as transitions to
the values that CBO projects for the 2021-2027 period.
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Table C-1.
CBO’s Economic Projections, by Calendar Year

Estimated,
2016° 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027

Percentage Change From Year to Year

Gross Domestic Product

Real’ 1.6 2.3 2.0 1.7 1.5 1.8 1.9 1.9 1.9 1.9 1.9 1.9
Nominal 2.9 4.2 3.9 3.6 3.5 3.8 3.9 4.0 4.0 4.0 4.0 4.0
Inflation
PCE price index 1.1 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Core PCE price index® 1.7 1.8 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Consumer price index® 1.3°¢ 2.4 2.3 2.3 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4
Core consumer price index‘ 22°¢ 2.2 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.4 2.4
GDP price index 1.3 1.9 1.9 1.9 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Employment Cost Index’ 2.4 2.7 3.1 3.3 3.2 3.1 3.1 3.1 3.1 3.1 3.1 3.1

Calendar Year Average
Unemployment Rate (Percent) 49° 4.6 4.4 4.5 4.9 5.0 5.0 5.0 4.9 4.9 4.9 4.9

Payroll Employment
(Monthly change, in thousands)? 188 © 138 94 45 29 60 64 64 64 64 64 65

Interest Rates (Percent)

Three-month Treasury bills 03° 0.7 1.1 1.7 2.3 2.7 2.8 2.8 2.8 2.8 2.8 2.8

Ten-year Treasury notes 1.8° 2.3 2.5 2.8 3.1 3.4 3.5 3.6 3.6 3.6 3.6 3.6
Tax Bases (Percentage of GDP)

Wages and salaries 441 44.2 443 44.4 44.4 44.4 44.4 44.4 443 443 44.2 44.2

Domestic economic profits 9.1 8.9 8.4 8.1 7.9 7.7 7.5 7.4 7.4 7.5 7.5 7.6

Tax Bases (Billions of dollars)
Wages and salaries 8,190 8,559 8,913 9,249 9,578 9,939 10,326 10,726 11,142 11,570 12,015 12,476
Domestic economic profits 1,682 1,719 1699 1,694 1,702 1,718 1,746 1,801 1,871 1,950 2,040 2,136

Nominal GDP (Billions of dollars) 18,563 19,352 20,114 20,838 21,565 22,381 23,261 24,182 25,143 26,142 27,181 28,258

Source: Congressional Budget Office.
GDP = gross domestic product; PCE = personal consumption expenditures.

. Values for 2016 do not reflect the values for GDP and related series released by the Bureau of Economic Analysis since early December 2016.

o o

. Nominal GDP adjusted to remove the effects of inflation.

. Excludes prices for food and energy.

o o

. The consumer price index for all urban consumers.
. Actual value for 2016.

(0]

f. The employment cost index for wages and salaries of workers in private industries.

g. Calculated as the monthly average of the fourth-quarter-to-fourth-quarter change in payroll employment.
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Table C-2.
CBO’s Economic Projections, by Fiscal Year

Actual,
2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027

Percentage Change From Year to Year

Gross Domestic Product

Real® 1.6 2.2 2.1 1.8 1.5 1.7 1.9 1.9 1.9 1.9 1.9 1.9
Nominal 2.8 4.1 4.0 3.7 3.5 3.7 3.9 4.0 4.0 4.0 4.0 4.0
Inflation
PCE price index 0.8 1.8 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Core PCE price index” 1.6 1.8 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0 2.0
Consumer price index* 0.9 2.2 2.3 2.3 2.4 2.4 2.4 2.4 2.4 2.4 2.4 2.4
Core consumer price index® 2.2 2.2 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.3 2.4 2.4
GDP price index 1.2 1.8 1.9 1.9 1.9 2.0 2.0 2.0 2.0 2.0 2.0 2.1
Employment Cost Index® 2.3 2.6 31 3.3 3.3 3.1 31 3.1 3.1 3.1 31 31

Fiscal Year Average

Unemployment Rate (Percent) 4.9 4.7 4.5 4.5 4.8 5.0 5.0 5.0 4.9 4.9 4.9 4.9
Payroll Employment
(Monthly change, in thousands)® 205 155 101 59 25 55 64 64 64 64 64 65
Interest Rates (Percent)
Three-month Treasury bills 0.2 0.6 1.0 1.5 2.1 2.6 2.8 2.8 2.8 2.8 2.8 2.8
Ten-year Treasury notes 1.9 2.2 2.5 2.7 3.0 3.4 3.5 3.6 3.6 3.6 3.6 3.6
Tax Bases (Percentage of GDP)
Wages and salaries 441 44.2 443 444 444 444 444 444 443 443 442 44.2
Domestic economic profits 9.0 9.0 8.5 8.2 8.0 7.7 7.5 7.5 7.4 7.4 7.5 7.5

Tax Bases (Billions of dollars)
Wages and salaries 8,108 8,474 8826 9,169 9,492 9,846 10,228 10,625 11,036 11,462 11,902 12,360
Domestic economic profits 1,647 1,721 1,701 1,692 1,702 1,712 1,736 1,785 1,853 1,928 2,017 2111

Nominal GDP (Billions of dollars) 18,403 19,157 19,926 20,661 21,378 22,168 23,037 23,948 24,899 25,889 26,917 27,985

Source: Congressional Budget Office.
GDP = gross domestic product; PCE = personal consumption expenditures.
. Nominal GDP adjusted to remove the effects of inflation.

a
b. Excludes prices for food and energy.

(g

. The consumer price index for all urban consumers.

o

. The employment cost index for wages and salaries of workers in private industries.

e. Calculated as the monthly average of the fourth-quarter-to-fourth-quarter change in payroll employment.
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