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An Analysis of the President’s Budgetary
Proposals for Fiscal Year 2004

A t the request of the Senate Committee on Ap
propriations, the Congressional Budget Office (CBO),
with contributions from the Joint Committee on Taxa
tion (JCT), has prepared this analysis of the President’s
budgetary proposals for fiscal year 2004. CBO estimates
that under the President’s proposals, the deficit in 2003
and 2004 would rise to $287 billion and $338 billion,
respectively (see Tables 1 and 2 on pages 33 and 34). For
2003, revenues would remain nearly unchanged from
2002, while outlays would increase by 6.6 percent under
the President’s plan. The following year, revenues would
grow by 2.7 percent, while outlays would climb by 4.8
percent. As a share of the economy, revenues would dip
below 17 percent in 2004 and outlays would reach nearly
20 percent, thereby producing a total budget deficit equal
to 3 percent of gross domestic product (GDP).

Under the President’s plan, over the 2004 2013 period,
revenues would grow at an average annual rate of 6.1
percent, while the growth in outlays would slow to an
average annual rate of 4.9 percent. Over those 10 years,
under the President’s policies deficits would persist but
slowly decline, totaling roughly $1.8 trillion. However,
annual deficits would be small as a percentage of the
economy—less than 2 percent in most years.

In a departure from the practice of recent years, the Ad
ministration has submitted year by year estimates of its
budgetary proposals for a five year period instead of a 10
year period. Since the mid 1990s, lawmakers generally
have used the 10 year period as the basis for making base
line budget projections and for measuring the costs of
legislative proposals. But citing the uncertainty of making
budget projections and estimates, especially in later years,

the Administration has not provided annual estimates for
fiscal years after 2008. CBO has documented the uncer
tainty involved in budget projections and estimates,1 but
in preparing this report, it has continued recent practice
and has provided year by year estimates of the President’s
proposals for the 2009 2013 period.2

Overall, CBO’s estimates of the President’s budgetary
proposals are similar to those of the Administration. For
the 2004 2008 period, CBO estimates a cumulative defi
cit of $1.2 trillion under the President’s policies; the Ad
ministration estimates $1.1 trillion.

Constructed according to rules specified in law and in
tended to serve as a neutral benchmark, baseline projec
tions estimate what the future path of spending and reve
nues would be if current laws and economic assumptions
remained unchanged. In conjunction with its annual
analysis of the President’s budget, CBO has updated its

1. See Congressional Budget Office, The Budget and Economic
Outlook: Fiscal Years 2004 2013 (January 2003), Chapter 5.

2. Although the President’s budget does not provide year by year
estimates of spending and revenues after 2008, it specifies a total
effect from changes in tax and mandatory spending laws for the
entire 10 year period. However, the budget specifies proposed levels
of discretionary spending—generally provided one year at a time
in appropriation acts—only through 2008. Thus, CBO estimated
discretionary outlays for the 2009 2013 period by projecting the
discretionary budget authority recommended by the President for
2008, with adjustments for inflation.



2 AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004

10 year baseline projections that it published in January.3

CBO’s revised baseline reflects the projected effects of
increased spending resulting from the omnibus appropri
ation act for 2003 (Public Law 108 7), which was enacted
in February; technical revisions that reduce estimates of
federal revenues in the near term; other information that
has become available since January; and associated in
creases in debt service costs. The economic assumptions
that underlie this baseline are unchanged from those for
the previous projections.

CBO’s revised baseline, which follows a pattern that is
similar to its January projections, shows a deficit of $200
billion for 2004. Baseline deficits drop steadily thereafter
and yield to small but growing surpluses after 2007.
Under current laws and policies, over the 2004 2008
period, deficits would total about $360 billion—aver
aging 0.6 percent of GDP over that period. Steadily
mounting surpluses in later years would produce a cumu
lative surplus of almost $900 billion for the 10 year
period from 2004 to 2013. That projected surplus relies
heavily on the assumed expiration at the end of 2010 of
the tax cuts enacted in the Economic Growth and Tax
Relief Reconciliation Act of 2001 (EGTRRA); that as
sumption, which is required by law, contributes about
$600 billion to the projection of the cumulative surplus.

CBO estimates that the President’s budget would increase
deficits (or eliminate surpluses) relative to CBO’s baseline
in all years of the 10 year period. Those differences (in
cluding associated debt service costs) sum to about $800
billion for the first five years and about $2.7 trillion for
all 10 years. Nevertheless, CBO estimates that under the
President’s budget, deficits would decline in most years.
As a percentage of GDP, the deficit under the President’s
policies is projected to fall to 0.6 percent in 2013. Under
such a scenario, debt held by the public would remain
roughly near its current share of the economy throughout
the period (though nearly twice the level in CBO’s base
line by the end of 2013).

Excluding debt service, about two thirds of the increase
in deficits under the President’s budget (relative to the

baseline) would be caused by reductions in revenues. The
President proposes tax policies that would lower receipts
by about $1.5 trillion between 2004 and 2013.4 About
40 percent of that drop in revenues would occur from
2011 to 2013 as a result of the President’s proposal to
permanently extend provisions of EGTRRA that expire
at the end of 2010. Another 15 percent of the total
decrease in revenues would occur in 2004 and 2005,
largely from proposals to enact new tax cuts and to accel
erate certain tax cuts that are scheduled to go into effect
in later years. Nonetheless, cumulative revenues under the
President’s budget would represent 18.3 percent of total
GDP for the 10 year projection period—about the his
torical average for federal revenues since World War II.5

CBO estimates that on the spending side, the President’s
budget would increase outlays by $725 billion (excluding
debt service) for the 2004 2013 period relative to CBO’s
baseline. More than 85 percent of that total would come
from the President’s proposals to change various manda
tory spending programs, the largest of which is his pro
posal to reform Medicare—estimated by the Administra
tion to increase outlays by about $400 billion over the
10 year period. (CBO cannot estimate the cost of that
proposal because the details are not yet available.) The
President’s proposals for programs funded by discretion
ary appropriations, as extrapolated by CBO beyond 2008,
would increase outlays by $104 billion over the next 10
years relative to CBO’s baseline. Defense outlays would
rise by $211 billion and nondefense outlays would drop
by $108 billion under the President’s budget. Total
spending under the President’s budget would average
19.6 percent of GDP for the 2004 2013 period, CBO
estimates—about the same share as in 2002.

In this report, CBO has estimated the President’s bud
getary proposals using traditional conventions and prac

3. See Congressional Budget Office, The Budget and Economic
Outlook: Fiscal Years 2004 2013.

4. For proposals that would amend the Internal Revenue Code, CBO
is required by law to use estimates provided by the Joint Committee
on Taxation. For those estimates, see Joint Committee on Taxation,
Estimated Budget Effects of the Revenue Provisions Contained in the
President’s Fiscal Year 2004 Budget Proposal, JCX 15 03 (March
4, 2003).

5. See Congressional Budget Office, The Budget and Economic
Outlook: Fiscal Years 2004 2013, p. 49.
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tices that do not include the proposals’ possible macro
economic effects. However, the Administration’s pro
posals could affect the economy, which in turn would
influence their budgetary impacts. To help better inform
the Congress about those economic effects, CBO also
prepared a macroeconomic analysis of the Administra
tion’s proposals. Presented in the last section of this
report, that analysis uses various models and assumptions
to indicate the range of potential economic and budgetary
impacts of the President’s proposals.

CBO’s baseline projections and its reestimate of the Presi
dent’s budgetary proposals are subject to uncertainty.
Neither of those estimates include the costs of the mili
tary conflict with Iraq and its aftermath, which could add
tens of billions of dollars in spending this year and could
have large effects on the budget in future years (see Box 1).
Nor do those estimates include other possible demands
on the budget, such as additional spending that may be
necessary to respond to terrorist attacks or other contin
gencies. Furthermore, changes in economic growth from
projected levels or changes in other economic factors also
would affect the budget, especially federal revenues.

Changes to CBO’s Baseline
Both CBO and the Administration construct baseline
budget projections according to rules set forth in law, pri
marily the Balanced Budget and Emergency Deficit Con
trol Act of 1985 and the Congressional Budget and Im
poundment Control Act of 1974. In general, those laws
instruct CBO and the Office of Management and Budget
to project federal spending and revenues under current
laws and policies. As a result, baselines are not intended
to be predictions of future outcomes; rather, they serve
as neutral benchmarks that lawmakers can use to gauge
the effects of spending or revenue proposals, such as those
in the President’s budget.

Compared with its January projection, CBO’s updated
estimate of the deficit for 2003 under current law has
grown by $47 billion (see Table 3). Almost two thirds of
that change stems from lower projected revenues, reflect
ing weakness in collections to date. For the 2004 2013
period, CBO has reduced its projection of the cumulative
surplus by $446 billion, nearly three quarters of which

derives from enactment of the omnibus appropriation act
in February.

Overview of CBO’s Baseline Outlook
CBO estimates that in the absence of additional spending
or tax legislation, the deficit will grow from $158 billion
in 2002 to $246 billion in 2003 (see Table 4). Although
that amount would be one of the largest deficits recorded
in dollar terms, at 2.3 percent of GDP, it would be well
below the share of the economy that deficits accounted
for in the 1980s through the mid 1990s. As a share of
GDP, deficits peaked at 6 percent in 1983. If current
laws and policies remained unchanged, CBO projects,
deficits would decline after 2003 and switch to surpluses
in 2008. Over the 2004 2008 period, the cumulative
deficit would total $362 billion—more than double
CBO’s previous projection. For the full 10 year projec
tion period, CBO estimates a cumulative surplus of $891
billion.

The surpluses that are projected to emerge in 2008
mount steadily and accelerate after 2010, when the
EGTRRA tax cuts are scheduled to expire. Because of
that assumed expiration and because projections are most
uncertain in the later years of the projection period, the
10 year figure should be interpreted cautiously:  surpluses
projected for the last three years of the period total $1.1
trillion, whereas the preceding seven years show a cumu
lative deficit.

At the end of 2002, debt held by the public totaled $3.5
trillion, or 34 percent of GDP (see Table 5). Under
CBO’s baseline projections, such debt declines steadily
after 2007, dropping to $3 trillion (17 percent of GDP)
by the end of 2013. However, just past the 10 year base
line period loom significant strains on the budget that
will intensify as the baby boom generation ages and that
may require significant increases in federal borrowing.

The Omnibus Appropriation Act
In CBO’s baseline, the Consolidated Appropriations
Resolution for 2003 (also known as the omnibus appro
priation act) is projected to increase the deficit by $14 bil
lion in 2003 and to reduce the cumulative surplus by
$330 billion over the 2004 2013 period. Spending pro
jected as a result of that legislation is estimated to add
$82 billion in debt service costs over the 10 years. 
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Box 1.

Estimating the Costs of War with Iraq
Last September, the Congressional Budget Office
(CBO) was asked to gauge the costs of a war with Iraq.
In its response, CBO explained that estimates of the
total cost of a military conflict with Iraq and its
aftermath are highly uncertain.1 They depend on many
factors, including the strategy used, the duration of the
conflict, the number of casualties, the equipment lost,
and the need for reconstructing Iraq’s infrastructure.

In that previous analysis, CBO examined two possible
force levels among the many that might be used to pro
secute such a war. It now appears that the example em
phasizing U.S. ground forces (as opposed to empha
sizing air forces) is much closer in size and composition
to the contingent that the U.S. military is employing
for the war; in fact, the number of U.S. ground forces
ordered to the Persian Gulf area now exceeds the levels
that CBO assumed in its September 2002 estimate by
one and one third Army divisions and one Marine bri
gade. CBO has updated its cost estimate for the “heavy
ground force” accordingly.

CBO now estimates that the incremental costs of de
ploying a heavy ground force to the Persian Gulf (that
is, the costs incurred beyond the amounts budgeted for
routine operations) could be about $14 billion; after
that, the incremental costs of prosecuting the war in
Iraq could reach just over $10 billion during the first
month of combat and subsequently fall to about $8 bil
lion a month—although CBO cannot estimate how
long the war might last. After hostilities end, the costs

1. See Congressional Budget Office, Letter to the Honorable Kent
Conrad and John M. Spratt, Jr., regarding estimated costs of a

potential conflict with Iraq, September 30, 2002.

to return that force to home bases could be approxi
mately $9 billion, CBO estimates. Further, the incre
mental cost of an occupation following combat opera
tions could vary from about $1 billion to $4 billion a
month. CBO provided no estimate of the potential
costs for reconstruction or for foreign aid that the
United States might choose to extend after the conflict
has ended.

Regardless of the composition of the force used, mul
tiple unknowns exist about how the conflict with Iraq
will unfold. If the Iraqi leadership or selected elements
of its military capitulates quickly, ground combat could
be short, as in Operation Desert Storm. If urban
fighting is protracted or Iraq uses chemical or biologi
cal weapons against regional military or transportation
facilities, the war might last longer. Given such uncer
tainty, CBO’s estimates of the monthly costs of opera
tions exclude expenditures for decontaminating areas
or equipment affected by chemical or biological weap
ons.

The war with Iraq could lead to substantial costs in
later years, but CBO did not include such costs either
because their magnitude cannot be assessed even
roughly or because they depend on highly uncertain
decisions about future policies. For example, the
United States might leave troops or equipment in Iraq,
which could require the construction of new military
bases. Also, sustaining the occupation over time could
require either increases in overall levels of active duty
and reserve forces or major changes in current policies
on basing and deployment. Furthermore, the United
States might provide Iraq with funds for humanitarian
assistance and reconstruction, and it might provide
substantial aid to allies and other friendly nations in the
region.
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When CBO prepared its January projections, only two
of the 13 regular appropriation acts—those for defense
and military construction—had been enacted for 2003.
Programs and activities funded in the other 11 acts were
operating under a temporary continuing resolution.
However, the President and the Republican leadership
had apparently agreed that regular appropriations for
2003 should total about $751 billion in budget authority,
so CBO adjusted its baseline to that level.6 The omnibus
appropriation act, which was enacted on February 20,
2003 (for the fiscal year that began on October 1, 2002),
consolidated the 11 outstanding appropriation bills into
one and boosted total discretionary budget authority for
2003 to $766 billion.

The $15 billion increase in budget authority relative to
CBO’s January projections will add $9 billion to discre
tionary outlays in 2003, CBO estimates. About two
thirds of that increase is for defense programs. As spe
cified in the Deficit Control Act, CBO extrapolated the
2003 level of appropriations through 2013, which results
in a cumulative increase in defense outlays of $121 billion
and an increase in nondefense outlays of $78 billion over
the projection period.

In addition to providing funding for discretionary pro
grams, the omnibus legislation also boosted mandatory
spending. Increased agricultural assistance will add $3 bil
lion to outlays in 2003. Higher payments to physicians
for services that they provide to Medicare beneficiaries
will add almost $1 billion in outlays this year. The rates
paid to those physicians were scheduled to drop by 4.4
percent on March 1, 2003, but based on a provision in
the omnibus appropriation act, the Administration re
placed the decrease with an increase of 1.6 percent. For
2004 through 2013, CBO estimates that the change in
rates for payments to physicians will boost Medicare
spending by $53 billion.

Technical Changes to the Baseline
Other changes in CBO’s estimates have increased the
projected deficit for 2003 by $33 billion and reduced the
cumulative surplus over the 2004 2013 period by $116

billion. Most of those technical revisions to the baseline
occur over the next three years and are concentrated on
the revenue side of the budget.

The near term outlook for revenues has dimmed a bit
since CBO published its January projections. In light of
recent data on withheld taxes, CBO has lowered its esti
mates of revenues by $30 billion in 2003 and by more
than $60 billion over the 2004 2008 period. The largest
changes, in 2003 and 2004, amount to about 1.5 percent
of total projected revenues in those years.

On the basis of new information from the President’s
budget, from year to date data on spending and receipts,
and from other sources, CBO has also made technical re
estimates of outlays. Because of faster than expected de
fense spending on operations and maintenance—which
funds such activities as maintaining a presence in
Afghanistan, fighting the global war on terrorism, and
conducting military operations in Iraq—CBO now anti
cipates discretionary outlays to be $4 billion higher in
2003. CBO has also increased its estimate of Medicare
outlays by $3 billion, mostly because of higher than
anticipated spending recorded since September.

Offsetting some of the additional spending for this year
is a net reduction in the estimated subsidy cost for credit
programs.7 The budget includes dozens of programs that
either guarantee loans made by private financial institu
tions or provide direct loans to individuals or businesses.
Accurately projecting loan repayments, defaults, and
changes in interest rates over the life of credit programs
is difficult, and errors are inevitable. In every year since
1994, federal agencies have reestimated the cost of the
credit subsidy for loans and guarantees that were made
in previous years. Although the net budgetary impact of
those changes is to reduce outlays by more than $1 billion
for 2003, some agencies have reported sizable reestimates
to the Office of Management and Budget. For example,
the Export Import Bank plans a negative adjustment of

6. See Congressional Budget Office, The Budget and Economic
Outlook: Fiscal Years 2004 2013, Box 1 1.

7. The estimated subsidy cost is defined as the net present value of
a credit program over its full term, accounting for interest rate
subsidies, fees, expected repayments, and anticipated defaults and
recoveries.
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more than $3 billion, while the Department of Educa
tion’s revision will boost outlays by almost $2 billion.

The largest technical change that CBO made in its esti
mates of outlays over the 2004 2013 period (other than
a change in debt service costs) was a $32 billion increase
for Medicaid. CBO raised its projection because of such
factors as higher spending on managed care, the enroll
ment of more children because of states’ outreach efforts
and the creation of the State Children’s Health Insurance
Program (SCHIP), and the approval of additional waivers
that allow Medicaid programs to provide prescription
drug benefits to low income Medicare beneficiaries. In
CBO’s baseline, those increases are partly offset by lower
spending to reflect efforts by states to address their diffi
cult budgetary conditions by further restricting eligibility
for Medicaid.

In addition, CBO upped its estimate of outlays for dis
cretionary programs by $11 billion over the 10 year
period, largely on the basis of information reported in the
President’s budget. That amount includes a mix of small
increases and decreases in spending that raise net outlays
by about $1 billion per year.

Partially offsetting those increases are revised estimates
for Medicare, which reduce projected outlays by $10 bil
lion over the 2004 2013 period. On the basis of updated
information, CBO reduced its projected rate of increase
in per capita spending for hospice services and for services
furnished by therapists, health centers, and hospital based
laboratories.

Under CBO’s baseline, as a result of the technical revi
sions that decrease projections of revenues and increase
estimates of outlays, the Treasury will need to borrow
more than it otherwise would have over the 2004 2013
period. By CBO’s estimate, such additional borrowing
would raise net interest payments by $39 billion over the
decade.

Differences from the Administration’s 
Current-Services Baseline
Both CBO and the Administration estimate that if cur
rent laws and policies remained in place, the budget
would show a deficit for several years. The Administra

tion projects a deficit of $158 billion in 2004, turning
into a small surplus in 2006; CBO projects the emer
gence of a surplus in 2008. For the five year period from
2004 through 2008, CBO’s projection of the cumulative
deficit exceeds that of the Administration by $248 billion
(see Table 6).

Differences in Projections of Revenues
In projecting revenues, CBO’s baseline over the period
from 2004 through 2008 is very similar to the Admini
stration’s—higher by about 0.5 percent. That relatively
small difference obscures some larger deviations in speci
fic years. CBO’s revenue baseline is higher than the Ad
ministration’s by $24 billion in 2003 then falls below the
Administration’s by $30 billion by 2005. Thereafter,
CBO’s baseline projection gradually moves higher than
the Administration’s, with the difference reaching $55
billion in 2008.

Differing economic projections explain most of the dif
ferences in the estimates of revenues. For 2003 and 2004,
CBO forecasts a lower level of taxable income than the
Administration does. Thereafter, CBO projects a higher
level of income—resulting from higher estimates of cor
porate profits and nonwage personal income—thereby
leading to the higher projection of revenues over the en
tire 2004 2008 period.

Offsetting some of that difference attributable to differing
economic projections are technical estimating differences
between CBO and the Administration—that is, differ
ences in the estimated amount of revenue generated by
a given macroeconomic projection. For 2003, CBO pro
jects a total of $34 billion in higher receipts from such
technical factors. Much of that difference stems from the
Administration’s decision to reduce its estimate of reve
nues by $25 billion (without allocating it to any specific
revenue source) to reflect uncertainty. For 2005, CBO
projects $32 billion less in revenues than the Administra
tion does because of technical estimating differences
about such factors as the effects of the expiration of the
tax cuts for businesses enacted last year in the Job Crea
tion and Worker Assistance Act of 2002 and assumptions
about the permanence of the recent weakness in individ
ual income tax receipts. For 2006 through 2008, the
technical differences are much smaller.
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Differences in Projections of Outlays
On the spending side of the budget, CBO’s baseline for
outlays is $6 billion higher for 2003 than the Administra
tion’s. CBO’s March baseline includes the additional
funding provided in the omnibus appropriation legisla
tion, which was enacted after the Administration com
pleted its projections. In addition, CBO anticipates
higher defense outlays than does the Administration. For
mandatory spending, however, CBO’s baseline is lower
than the Administration’s by $8 billion primarily because
of different estimates of outlays for Medicaid, refundable
tax credits, and student loans. Because CBO projects
lower enrollment in Medicaid, its estimates of spending
for that program continue to be below the Administra
tion’s throughout the projection period.

Overall, for the 2004 2008 period, CBO’s estimate of
total outlays exceeds the Administration’s by $309 bil
lion; discretionary spending accounts for about 70 per
cent of that difference. CBO’s projections of discretionary
spending are higher than the Administration’s largely
because CBO included the spending from the omnibus
appropriation legislation, used a higher rate of inflation
to project budget authority for spending not related to
federal pay, and assumed a faster rate of spending for de
fense appropriations.

The remaining 30 percent of the difference in projected
outlays over the five year period stems mostly from diver
gent estimates for Social Security, Medicare, and net in
terest. Because CBO projects a higher consumer price
index (CPI), automatic increases in benefits to Social
Security recipients are higher in CBO’s baseline than in
the Administration’s. CBO also estimates that real
(inflation adjusted) benefits will grow more quickly and
that retroactive disability income payments will be greater
over the period. CBO’s estimates for Medicare include
the effect of the Administration’s decision to boost the
rates paid to participating physicians, while the Adminis
tration’s estimates, which were prepared before that deci
sion, do not. In addition, CBO anticipates higher Medi
care spending in 2003 and more rapid growth in that
spending over the 2004 2008 period. Although CBO’s
estimates of net interest are lower than the Administra
tion’s in the near term (because of lower projections of
interest rates and a different assumption about the mix
of securities issued by the Treasury), they surpass the

Administration’s starting in 2005 (as CBO’s projections
of interest rates are then above those of the Administra
tion).

The President’s Budgetary Policies
Overall, CBO’s and the Administration’s estimates of the
President’s budget are similar (see Table 7). Both antici
pate that deficits will peak in 2004: CBO projects a defi
cit of $338 billion that year and the Administration, one
of $307 billion. For the 2004 2008 period, CBO projects
a cumulative deficit of $1.2 trillion; the Administration
estimates a deficit of $1.1 trillion. Beyond 2008, under
the President’s proposals, the deficit would decline in
most years, reaching a low of $102 billion in 2013, CBO
estimates. The Administration did not provide such esti
mates beyond 2008.

Policy Proposals Affecting Revenues
The President’s budget proposes several changes to tax
law that would significantly reduce revenues over the next
decade. His proposals include an economic growth pack
age, the extension of a number of expiring tax provisions,
a variety of new tax incentives, a few simplifications of
the tax code, and miscellaneous changes in the admini
stration of taxes and other items. Many of the proposals
to spur growth and extensions of expiring provisions
relate to features of the Economic Growth and Tax Relief
Reconciliation Act of 2001.

CBO and the Joint Committee on Taxation estimate that
the proposals would reduce revenues by $35 billion and
increase outlays by $4 billion—through their effects on
refundable credits—in 2003 (see Table 8). For the 2004
2013 period, CBO and the JCT anticipate that the pro
posals would reduce revenues by $1.5 trillion and increase
outlays by $96 billion. As a share of projected gross do
mestic product, the revenue reductions would average 1.0
percent over the 10 year period, with the largest reduc
tions occurring in the final three years. A few of the pro
posed changes would increase revenues, contributing
$3 billion over 10 years.

Proposals accelerating and making permanent the
changes in EGTRRA account for about 55 percent of the
revenue reductions in the package. A proposal to elimi
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nate the double taxation of dividends constitutes an addi
tional 27 percent. The most significant proposals are
these:

Extend EGTRRA’s Expiring Provisions. Currently, all
provisions of EGTRRA still in effect on December 31,
2010, are set to expire the following day. The President’s
proposal would permanently extend all of those provi
sions, which include reductions in the marginal income
tax rate, the child tax credit, relief from the so called mar
riage penalty, education incentives, the repeal of the estate
tax and associated modifications of gift and other taxes,
retirement income provisions, and other incentives. The
total reduction in revenues during the 10 year period
would be $602 billion, and the increase in outlays would
be $22 billion. In all cases save one, the reductions in
revenues would occur after 2010. In the case of estate
taxes, some revenue effects would occur shortly following
the provision’s passage, as taxpayers altered their estate
planning in expectation of the permanent repeal of the
taxes.

Exclude Dividends from Double Taxation. Currently,
income from corporate activity is subject to being taxed
twice, once under the corporate income tax and then
again when taxpayers receive dividends or realize capital
gains on their corporate stock. Under the President’s pro
posal, taxpayers would be able to exclude from their indi
vidual income tax liability dividends on which corporate
taxes had already been paid. Additionally, shareholders
would receive an increase in their cost basis for tax pur
poses for amounts of corporate earnings not distributed
as dividends but on which corporate taxes had been paid
(thereby reducing capital gains liability upon realization).
The proposal, which would become effective for cor
porate distributions beginning January 1, 2003, is esti
mated to reduce revenues by nearly $8 billion in 2003
and by $388 billion over the 2004 2013 period.

Accelerate Individual Income Tax Cuts Scheduled
Under EGTRRA. Currently under EGTRRA, an expansion
of the 10 percent tax bracket is scheduled to take place
in 2008, a reduction in tax rates is scheduled for 2006,
an expansion of the 15 percent bracket and an increase
in the standard deduction for joint filers (the provisions
addressing the marriage penalty) are set to phase in from

2005 to 2009, and an increase in the child tax credit is
slated for 2010. The President proposes to make all of
those features effective for tax year 2003 (and includes an
advance payment, or “rebate,” of the higher child tax
credit). The JCT estimates that those provisions would
reduce revenues by $25 billion in 2003 and $211 billion
over the 2004 2013 period. They would also increase
outlays for refundable credits by $23 billion over the next
decade. (For a more detailed discussion of this proposal’s
effect on outlays, see page 13.)

Permanently Extend the Research and Experimenta-
tion Tax Credit. Corporations can take a tax credit of 20
percent on certain research expenditures above a base
amount. The credit is currently scheduled to expire on
June 30, 2004, but the President proposes to make it per
manent. The cost of doing so is estimated to be $56 bil
lion between 2004 and 2013.

Increase the Amount of the Alternative Minimum Tax
Exemption. The alternative minimum tax (AMT) is a
parallel income tax system with fewer exemptions, deduc
tions, and rates than the regular income tax; taxpayers pay
the greater of the regular tax or the AMT. Without
changes in the AMT, many taxpayers would not receive
the full benefits of the EGTRRA tax cut. Hence,
EGTRRA provided for an increase in the AMT exemp
tion but only through tax year 2004. The President pro
poses to increase the exemption under the AMT in 2003
and 2004 and to extend it through 2005. After that, the
AMT would revert to its pre EGTRRA form. The result
ing loss of revenue is estimated to be $1 billion in 2003,
$36 billion between 2004 and 2006, and nothing there
after.

Increase Expensing Provisions for Small Businesses.
Businesses are currently permitted to expense (take the
whole cost as a deduction in the first year instead of de
preciating it over several years) up to $25,000 of invest
ment in certain equipment. The benefit is phased out at
investment levels exceeding $200,000. As part of his eco
nomic growth package, the President proposes to raise
the amount permitted to $75,000, allow expensing for
certain computer software (for which it is currently dis
allowed), and raise the investment level at which the
benefit begins to phase out to $325,000. The proposal
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would be effective retroactively to the beginning of calen
dar year 2003. The cost is estimated to be about $1 bil
lion in 2003 and $27 billion from 2004 to 2013.

Allow an Above-the-Line Deduction for Long-Term
Care Insurance. The costs of long term health insurance
are currently treated largely as other medical expenses are.
Taxpayers can take a deduction from taxable income if
they itemize deductions and have total medical expendi
tures exceeding 7.5 percent of their adjusted gross income
(AGI). The proposal would permit a deduction of premi
ums for long term health care insurance (up to current
annual limits) regardless of whether taxpayers itemized
and without any percentage floor. The provision would
be phased in through 2007. The cost from 2004 through
2013 would be $18 billion.

Allow Nonitemizers to Deduct Charitable Contribu-
tions. Taxpayers who itemize can currently reduce their
taxable income by the amount of their charitable contri
butions. The President proposes to allow a deduction for
nonitemizers (those who take the standard deduction) of
up to $250 for individuals and $500 for joint filers for
charitable contributions exceeding those amounts. The
provision would become effective at the beginning of tax
year 2003 and be indexed thereafter. The cost would be
less than $1 billion in the first year and $15 billion over
the 2004 2013 period.

Provide a Tax Credit for Developers of Affordable
Single-Family Housing. The President proposes to cre
ate a new tax credit analogous to the existing low income
housing tax credit (LIHTC) for single family homes. The
LIHTC applies to low income rental units; the single
family housing tax credit would apply to new or rehabili
tated homes intended for eligible lower income families.
Like the LIHTC, the credit would be allocated to states
and localities to be awarded to projects. Recapture rules
would be implemented in the event that homes were re
sold to ineligible purchasers. Credit allocations would
begin in calendar year 2004. The 2004 2013 cost would
be nearly $15 billion.

Provide a Refundable Tax Credit for Health Insurance.
The President proposes to create a refundable income tax
credit for the cost of health insurance. The credit would
be worth up to $1,000 per adult and $500 per child (for

up to two children). It could cover a maximum of 90
percent of the cost of insurance for individual taxpayers
with a modified adjusted gross income of $15,000 and
lesser amounts for individuals with higher income,
phasing out completely at a modified AGI of $30,000.
It would become effective at the beginning of calendar
year 2004. In total, the proposal would reduce revenues
over the 2004 2013 period by $13 billion and increase
outlays by $51 billion.

Expand Tax-Free Savings Plans. A variety of individual
retirement accounts (IRAs) currently exist that can be
used not only for retirement but for other purposes (such
as education). The President proposes to unify many of
those accounts into two tax free savings vehicles—retire
ment savings accounts (RSAs) and lifetime savings ac
counts (LSAs)—and to expand their applicability. 

For RSAs, individuals could contribute up to $7,500 an
nually, and no income limits would apply. Contributions
would be taxable, but all earnings on the accounts would
accumulate tax free. Withdrawals without penalty could
occur after age 58 or because of death or disability. Ac
counts currently held in Roth IRAs would become RSAs.
Additionally, traditional IRAs and nondeductible IRAs
could be converted into RSAs in the same way as they
currently can be converted to Roth IRAs.

Individuals could also contribute up to $7,500 annually
to lifetime savings accounts with the same tax treatment
as RSAs and, again, without limits based on income.
However, withdrawals from LSAs could be taken for any
purpose and at any age. Balances currently held in Archer
medical savings accounts, Coverdell education savings
accounts, and qualified state tuition plans could be con
verted into balances in LSAs. 

Over the 2004 2013 period, the net revenue loss due to
the expansion of tax free savings plans would be nearly
$7 billion. However, there would be a net revenue gain
of almost $2 billion in 2003 and $10 billion from 2004
through 2008. Revenue gains would occur from 2003
through 2007 because many of the current vehicles re
ceiving favorable tax treatment collect contributions on
a pretax basis. Contributions to the new vehicles, how
ever, would be made on an after tax basis. As a result, the
proposal would increase federal revenues at the time the
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contributions were made (but reduce revenues when
withdrawals went untaxed later on).

Extend Nonrefundable Personal Tax Credits Against
the AMT. Except under a temporary provision, individ
uals cannot take certain personal credits, such as the de
pendent care credit and HOPE Scholarship and lifetime
learning credits, against their liability under the alterna
tive minimum tax. The temporary provision, which per
mitted taxpayers to take the full amount of these credits
against the AMT, was scheduled to expire in 2001. That
provision has been extended through tax year 2003. The
President proposes extending the exemption another two
years through tax year 2005. The 2004 2006 revenue loss
would be $1 billion, and there would be no losses beyond
2006.

Other Proposals. The President also proposes a large
number of additional tax changes, including a variety of
additional incentives for charitable giving and health care;
incentives related to education, energy, and the environ
ment; additional simplification of the tax code; changes
in tax administration; the extension of additional expiring
provisions; and reform of unemployment compensation.
Altogether, those provisions would reduce revenues by
$66 billion over the 2004 2013 period.

Policy Proposals Affecting Discretionary Spending
The President’s budget would boost discretionary budget
authority for fiscal year 2004 to $787 billion, CBO esti
mates, a 2.7 percent increase over the $766 billion en
acted for 2003 (see Table 9). That increase would be
smaller than the 4.2 percent jump in discretionary budget
authority between 2002 and the current level for 2003.
(The increase for 2003 may ultimately exceed 4.2 percent
if the Congress provides additional funding for the war
with Iraq and other needs.)

The President submitted his budget before the omnibus
appropriation act was enacted. In the budget, the Ad
ministration assumed that appropriations for 2003 would
total $749 billion, nearly $17 billion less than the level
contained in the act. Starting from that base of $749
billion, the request for 2004 sought an increase of 4.4

percent in discretionary budget authority.8 From 2004
through 2008, the President would increase discretionary
budget authority at an average annual rate of 4.7 percent
for defense activities and 2.3 percent a year for nonde
fense programs. In CBO’s baseline over that same period,
which assumes that discretionary spending grows at spe
cified rates of inflation, budget authority for both defense
and nondefense programs rises at an average annual rate
of 2.6 percent.

If no further legislation is enacted that affects spending
in 2003, CBO anticipates that discretionary outlays will
total $805 billion this year. Under the President’s budget,
discretionary outlays would rise to $836 billion next year
and to $922 billion by 2008 (see Table 10).

National Defense. The President’s budget for 2004
would continue the upward trend in defense spending
that began in the mid 1990s but at a slower pace than in
recent years. The proposed budget would add $8 billion
in discretionary budget authority for defense programs—
an increase of 2 percent over the amount currently appro
priated for 2003.9 By comparison, increases in budget
authority averaged about $30 billion a year over the past
three years. CBO estimates that the $8 billion increase—
along with spending from budget authority previously
provided—would boost defense outlays for 2004 by $14
billion over CBO’s estimated level for 2003.

The 2004 request would increase funding for pay raises
and other benefits for service members (by almost $4 bil
lion), the development of new weapon systems (by $4 bil
lion), and defense programs within the Department of

8. This calculation uses the Administration’s estimate of budget
authority for 2004 ($782 billion). This number differs from CBO’s
estimate of discretionary budget authority for 2004 because of
the level of advance appropriations contained in the omnibus legis
lation and other technical estimating differences between the Ad
ministration and CBO.

9. The Administration’s budget assumed discretionary budget au
thority of $382 billion for defense programs in 2003; that figure
did not include the effects of the omnibus legislation (which
provided an additional $10 billion in budget authority for defense).
If measured relative to that base of $382 billion, the request for
2004 sought an $18 billion increase in budget authority for
defense—an increase of 4.7 percent.
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Energy and various other agencies (by $2 billion). The
Administration also proposes to reduce funding from the
levels appropriated for 2003 for operations and mainte
nance and revolving funds (by almost $1 billion) and for
military construction and family housing (by $1 billion).
The 2004 request for the military personnel and opera
tions and maintenance accounts does not include explicit
funding for continuing the U.S. military presence in
Afghanistan and prosecuting the war on terrorism and
does not account for military operations in Iraq. (Nor
does the funding appropriated for 2003 for defense ex
plicitly include much of the money needed to conduct
those operations in this fiscal year.) According to public
statements by officials of the Department of Defense, the
Administration will instead rely on supplemental appro
priations to provide funding for those missions. After
accounting for those activities, the increases in funding
for defense for 2003 and 2004 may substantially exceed
the levels witnessed in recent years.

For 2005 through 2008, the President’s budget envisions
an average annual rate of growth of 4.7 percent in budget
authority for national defense, although that growth does
not include funding for continued antiterrorism activities
or for dealing with the aftermath of the war with Iraq.

Nondefense Programs. The President is proposing for
2004 a 3.5 percent increase in appropriations for non
defense discretionary activities above the level enacted for
2003, CBO estimates, including funds for the new De
partment of Homeland Security (see Box 2). With those
funds excluded, the growth rate for nondefense budget
authority for 2004 would drop to 2.2 percent.

Among the budget functions that would receive the larg
est increases are community and regional development,
which would receive a boost in funding of over 21 per
cent to increase grants to first responders—which include
firefighters and state and local law enforcement per
sonnel—and to cover payments for disaster relief (activi
ties that both now fall within the jurisdiction of the new
Department of Homeland Security). In addition, inter
national affairs would receive an increase of almost 13
percent in 2004. The President proposes to use that
money to create the Millennium Challenge Account
(which is designed to provide assistance to countries that

follow sound economic and social policies), increase
military and economic assistance to certain states in the
Middle East and South Asia, and pay for reconstruction
programs in Afghanistan. Education, training, employ
ment and social services would receive more than a 6 per
cent increase, with much of that going for increases in
elementary, secondary, and postsecondary educational
activities.10

By contrast, the President seeks to reduce funding for
some budget functions below what has been enacted for
2003. Included in that group is the administration of
justice, which would receive a cut of 5.8 percent, accom
plished in part by reducing funding for the Department
of Justice’s grants to states (by $1.8 billion) and reducing
election reform grants to states (by $1.5 billion). Natural
resources and the environment would receive 4.4 percent
less than in 2003 and agriculture would receive 7.6 per
cent less.

Policy Proposals Affecting Mandatory Spending
The President’s proposals would add $621 billion to
mandatory spending over the 2004 2013 period, CBO
estimates. Proposals involving Medicare and Medicaid
would account for 75 percent of that increase (see
Table 8).

Medicare. The President’s budget proposes an allowance
of $400 billion for an initiative to modernize Medicare
that would restructure aspects of the program and pro
vide coverage for outpatient prescription drugs. The Ad
ministration estimates that the initiative would cost a
total of $400 billion through 2013; however, the budget
does not provide sufficient details for CBO to make its
own estimate.

Medicaid and the State Children’s Health Insurance
Program. The President’s budget contains a proposal that
would allow states to voluntarily convert their federal
funding for Medicaid and the State Children’s Health
Insurance Program into block grants. The grants, called
State Health Care Partnership Allotments, would be

10. About half of the increase—$2.3 billion—has already been
provided by advance appropriations in the omnibus appropriation
legislation.



12 AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004

Box 2.

Requested Funding for Homeland Security
For 2004, the President has requested about $35 billion
in net discretionary budget authority for homeland
security.1 About 55 percent of that amount ($19 bil
lion) would go to the new Department of Homeland
Security and the balance ($16 billion) would go to
other departments and agencies that also have respon
sibilities for homeland security.2

In total, the President requested about $27 billion in
net discretionary budget authority for the Department

1. That figure, which reflects estimates by the Office of Manage
ment and Budget (OMB), includes about $3 billion in offsetting
fees for the Transportation Security Administration and the
Department of State. In addition, according to OMB’s estimates,
about $3 billion in mandatory spending would go toward home
land security, much of that offset by receipts. Total gross budget
authority in 2004 for homeland security would thus be $41 bil
lion.

2. The Administration’s definition of homeland security activities
is not limited to those of the Department of Homeland Security.
For a complete discussion of that definition, see Office of Man
agement and Budget, Annual Report to Congress on Combating
Terrorism (June 2002), available at www.whitehouse.gov/omb/
legislative/combating_terrorism06 2002.pdf.

of Homeland Security, but only about $19 billion of
that amount would provide funding for activities that
fall within the Office of Management and Budget’s
(OMB’s) definition of homeland security. The $19 bil
lion would fund activities such as those of the Trans
portation Security Agency ($2.3 billion) and border en
forcement and protection activities previously per
formed by the Customs Service and the Immigration
and Naturalization Service ($7 billion). It also includes
about $3.5 billion for the Department of Homeland
Security’s Office of Domestic Preparedness to provide
state and local governments with grants and training
to improve the ability of first responders (police, fire
fighters, and other emergency personnel) to address ter
rorist attacks. (The remaining $8 billion of the $27 bil
lion requested for the Department of Homeland Secu
rity would go to activities such as maritime safety and
immigration services. Such activities are not included
in the $35 billion total for homeland security because
they are outside of OMB’s definition.)

Of the $16 billion for homeland security activities per
formed by other departments and agencies, almost
$7 billion would go to the Department of Defense,

based on spending levels in 2002 and would grow each
year thereafter. States that participated would enjoy much
broader flexibility in providing health benefits than
current law allows, particularly for beneficiaries who
currently are covered at the states’ discretion. (States that
did not participate would be unaffected by the proposal.)
The Administration anticipates that states accounting for
half of total Medicaid and SCHIP spending would
choose the block grant option.

Again, the President’s budget did not provide enough
details for CBO to provide an independent estimate of
federal outlays for that proposal. Key features of the
proposal that have not been specified include the exact
method that would be used to calculate the base amount
for the block grants, the rates at which they would grow
in later years, and the degree of additional flexibility that
would be given to participating states. Therefore, in pre

paring this report, CBO incorporated the Administra
tion’s estimate of Medicaid and SCHIP spending for
states assumed to choose the block grants. Because the
budget does not display projections of Medicaid or
SCHIP spending for the 2009 2013 period, CBO pro
jected spending for those years by taking the Administra
tion’s projections for 2008 and inflating them using the
annual growth rates for Medicaid and SCHIP incor
porated into CBO’s baseline.

CBO used the Administration’s estimate of total spend
ing for Medicaid and SCHIP in evaluating the proposal;
however, underlying differences in baseline spending pro
jections between CBO and the Administration lead to
very different estimates of the proposal. CBO estimates
that, relative to what spending would be if current laws
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Box 2.

Continued
another $4 billion would go to the Department of
Health and Human Services, and $2 billion would go
to the Department of Justice.

The Congressional Budget Office (CBO) cannot com
pare the Administration’s total request for homeland
security for 2004 with amounts appropriated for 2003
because the Administration has not finished reviewing
the enacted spending levels to identify which funding
falls within its definition of homeland security. When
compared with the $29 billion in funding enacted for
fiscal year 2002, however, the $35 billion request repre
sents a 20 percent increase over the two year period.

The President is proposing a number of new programs
for homeland security. The largest is Project BioShield,
which would, among other things, create incentives to
increase research for new vaccines. The President is re
questing permanent, indefinite funding authority to
enable the government to purchase vaccines as soon as
they are demonstrated to be safe and effective. The
Administration estimates that this proposal would re
quire about $890 million in mandatory budget author

ity in 2004 and would cost about $3 billion over the
2004 2008 period, but the President’s budget did not
provide enough details about this proposal for CBO
to provide an independent estimate.

The Administration also proposes to increase funding
for a number of existing programs.  In particular, the
President would increase funding for the Information
Analysis and Infrastructure Protection Directorate of
the Department of Homeland Security by about $650
million to allow the organization to assess the vulner
ability of critical infrastructure, such as power plants,
dams, and bridges.

In certain instances, the President’s request for 2004
represents a decrease from 2003 levels.  For example,
although the Administration currently estimates that
about $9 billion in funding was enacted in 2003 for the
Department of Defense’s homeland security activities,
the President proposes to reduce that amount to about
$7 billion in 2004, because significant purchases of
force protection equipment in 2003 would not be re
peated in 2004.

and policies remained unchanged, the proposal would
increase the federal government’s outlays for Medicaid
and SCHIP by $38 billion over the 2004 2008 period
and by $73 billion over the 2004 2013 period. By
contrast, the Administration estimates that the proposal
would cost the federal government $9 billion over the
2004 2008 period and save $0.1 billion over the 2004
2013 period. CBO expects lower spending under current
law than does the Administration; thus, the shift to block
grants at the amounts estimated in the budget by the
Administration (and used by CBO) would result in a
larger increase in spending relative to CBO’s baseline
projections.

In addition, several other much smaller proposals affect
ing Medicaid and SCHIP would increase outlays by
about $1.5 billion from 2004 to 2008 and decrease total

outlays by about $1 billion from 2004 to 2013, CBO
estimates.

Refundable Tax Credits. The Administration’s tax pro
posals would add an estimated $96 billion to outlays over
the 2004 2013 period because a number of the proposals
involve refundable tax credits (see the discussion of the
proposals affecting revenues for further description of the
proposed changes, pages 8 and 9). In particular, the
President proposes to accelerate an expansion of the child
tax credit and make it permanent, to extend the expansion
of the earned income tax credit enacted in 2001, and to
introduce two new refundable tax credits (one for health
insurance and another for education). Accelerating the
child tax credit and other tax relief so that they applied
in 2003 would increase outlays by $4 billion in that year
and $23 billion from 2004 through 2010, JCT estimates.
Permanently extending EGTRRA would increase



14 AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004

spending on those two credits by about $22 billion from
2011 through 2013. The health insurance credit would
add $23 billion to outlays over the 2005 2008 period and
$51 billion through 2013.

Postal Service. Under the President’s budget, changes
would be made to the way the U.S. Postal Service fi
nances retirement benefits for many of its current and
former employees.11 The Office of Personnel Manage
ment projects that under current law, the Postal Service
will eventually overfund its pension obligations for its
workers by as much as $71 billion. Under the proposal,
the Postal Service’s payments to the retirement fund
would decline by about $3 billion to $5 billion a year.

The budgetary impacts would flow from two aspects of
the proposed change: the loss of receipts to the Civil Ser
vice Retirement System trust fund (which is on budget)
and the response of the Postal Service (whose net cash
flow is classified as off budget) to a sizable reduction in
one of its major expenses. CBO estimates that the total
budgetary effect of the proposal (that is, combining both
on budget and off budget impacts) would be a cost of
nearly $38 billion over the 2004 2013 period, as the
result of lower postage rates and additional spending by
the Postal Service for operations, capital investments, or
both.

Customs User Fees. Under current law, customs user fees
expire on September 30, 2003. The President has pro
posed extending those fees, which CBO estimates would
increase offsetting receipts by $18 billion over the 2004
2013 period.

Other Initiatives. The President has proposed that
states, rather than the federal government, pay the
administrative costs of running their unemployment
compensation programs. Under that proposal, states
would be expected to fund those activities on their own,
probably through their employment taxes. (Receipts and
outlays from state accounts for employment taxes are

included in the federal budget.) CBO estimates that the
proposal would add about $17 billion to mandatory
spending over the 2004 2013 period. At the same time,
discretionary appropriations for those activities would be
reduced by similar amounts.

The President has also requested $3.6 billion for 2003 to
enable states to create personal reemployment accounts.
Under that proposal, states could provide individuals who
were likely to exhaust their regular unemployment bene
fits with bonuses of up to $3,000 to be used toward the
costs of job training or overcoming other barriers to em
ployment. If individuals were reemployed within a certain
period of time without spending the entire benefit, they
could keep the remainder. CBO estimates that the bulk
of the requested funds would be spent in 2004.

The President’s budget proposes to open a portion of the
coastal plain of the Arctic National Wildlife Refuge to oil
and gas leasing and development. By CBO’s estimate,
leasing sales from such a program would generate receipts
(net of payments to Alaska) totaling $2 billion over the
2006 2008 period.

The President’s budget includes four legislative proposals
that would affect offsetting receipts from licenses awarded
by the Federal Communications Commission (FCC) for
use of the electromagnetic spectrum. The proposals
would impose new fees on licenses used for analog televi
sion broadcasts and on licenses awarded by methods other
than auctions, allow certain agencies to spend some auc
tion receipts without further appropriations, and extend
the FCC’s authority to conduct auctions beyond 2007.
Overall, CBO estimates that implementing those pro
posals could increase net outlays by $5 billion over the
next five years (largely because some auctions would be
delayed) but would reduce outlays by more than $2 bil
lion over the 10 years from 2004 to 2013.

Differences Between CBO’s and the 
Administration’s Estimates
The differences between the Administration’s estimates
and the JCT and CBO’s estimates of the proposals in the
President’s budget affecting revenues are relatively small
through 2008 compared with the total costs of the pro
posals, although the differences increase in later years.
According to the JCT and CBO’s estimates, the proposals

11. See Congressional Budget Office, Letter to the Honorable Jim
Nussle, Chairman, House Budget Committee, regarding the pro
posal to reduce payments by the Postal Service to the Civil Service
Retirement System, January 27, 2003. 
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would reduce revenues by $13 billion more than the
Administration projects for the 2004 2008 period (see
Table 11). The JCT and CBO estimate greater reductions
in revenues than the Administration does for several pro
visions, most notably for the increase in expensing for
small businesses ($7 billion less in revenues); the dividend
exclusion ($6 billion less); and the acceleration of the
EGTRRA tax cuts ($5 billion less). The JCT and CBO
also estimate a smaller increase in revenues from the ex
pansion of tax free savings accounts ($4 billion less). In
the other direction, the JCT and CBO expect smaller net
reductions in revenues from the two provisions affecting
the AMT ($17 billion more) and the research and experi
mentation tax credit ($4 billion more).

For the 2004 2013 period, the JCT and CBO estimate
revenue losses that exceed the Administration’s estimate
by $148 billion. The largest differences are from the pro
posals to extend the EGTRRA tax cuts ($103 billion) and
to provide a dividend exclusion ($28 billion). 

On the outlay side, a number of significant differences
exist between CBO’s and the Administration’s estimates
of the President’s proposals. The largest differences occur
in estimates of discretionary spending; however, the
variation almost entirely reflects underlying differences
in baselines rather than different assumptions about the
effects of the President’s request. CBO’s baseline for
discretionary spending is higher than the Administra
tion’s because CBO incorporated the effects of the
omnibus appropriation act (which was enacted after the
Administration had released its budget) and because of
other, technical factors. As a result, although the
Administration estimated that its policies would raise
discretionary outlays by $218 billion between 2004 and
2008 compared with its own baseline, when measured
against CBO’s baseline such spending is only $7 billion
higher over those five years.

For mandatory outlays, CBO estimates that the Presi
dent’s proposals would increase spending by $239 billion
over the 2004 2008 period—or by roughly $30 billion
more than the Administration estimated for the pro
posals. Most of that difference results from the proposal
to allow states to convert their funding for Medicaid and
SCHIP into block grants. CBO’s estimate of the impact
of that proposal is $29 billion higher than the Administra

tion’s because CBO measured the cost against a lower
baseline estimate of spending.

Another significant estimating difference between CBO
and the Administration involves the President’s proposal
to reduce the Postal Service’s payments to the Civil Ser
vice Retirement System. The Administration assumes that
the Postal Service would initially use all of the realized
savings to pay off its debt (which has no net budgetary
impact), while CBO assumes that most of the funds
would be used for capital projects and other operating
costs or to postpone postal rate increases. Over the 2003
2008 period, the difference would amount to $8 billion
in outlays. For the proposal to create personal reemploy
ment accounts, CBO’s and the Administration’s estimates
of total outlays for those accounts are the same ($3.6 bil
lion) but CBO expects that the accounts would take
longer to set up than does the Administration; conse
quently, CBO anticipates that all of the outlays would
occur in 2004 and 2005, while the Administration ex
pects significant outlays in 2003.

Other major differences involve the effects of certain tax
proposals on outlays. Because the JCT and CBO assume
lower participation than the Administration does for the
refundable health tax credits, CBO expects the proposal
to increase outlays by $37 billion less over the 2004 2013
period than the Administration does. In addition, the
JCT and CBO expect the refundable child tax credit to
increase outlays by $4 billion less than the Administration
does. Finally, the Administration anticipates that holding
lease sales for the right to develop oil and gas resources
in the Arctic National Wildlife Refuge would generate
gross receipts from bonus bids totaling $2.6 billion over
the next five years. In contrast, CBO estimates that re
ceipts from such sales would total over $4 billion (half of
which would go to the state of Alaska).

CBO’s and the Administration’s
Economic Assumptions
Because the Administration’s economic forecast assumes
larger tax bases for 2003 and 2004, it generates higher
estimates of revenues for this year and the next; however,
the opposite is true in subsequent years, when CBO’s eco
nomic projections generate higher estimates of revenues.
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For the early years of the 10 year projection period, the
Administration’s forecast of wages and salaries plus pro
fits—the income categories that have the largest effect on
revenue projections—is greater than CBO’s, but that dif
ference is reversed during 2005. That pattern is largely
the result of the difference between the Administration’s
and CBO’s forecasts for the GDP price index. The Ad
ministration’s forecast has consistently faster growth of
real GDP than CBO’s. However, because the Administra
tion’s forecast for growth of the GDP price index is more
than 0.2 percentage points lower than CBO’s, the Ad
ministration’s projection of nominal GDP begins to fall
significantly below CBO’s during 2004 (see Table 12).

That pattern is reinforced by differences in the projected
relationship of the major tax bases to GDP. The Ad
ministration assumes that the total share of income going
to wages and salaries plus profits is higher than CBO
does through 2005 and slightly lower thereafter.

However, there are two aspects of the Administration’s
projections that partially offset the pattern in the latter
years. The expectations for interest rates and unemploy
ment are significantly lower than CBO’s, particularly
after 2004. The Administration’s projection of the un
employment rate averages 0.2 percentage points below
CBO’s from 2003 through 2008; its projection of three
month Treasury bill rates averages 70 basis points below
CBO’s projection for 2005 through 2008. Those dif
ferences reduce the projected cost of servicing the na
tional debt and the costs associated with unemployment.

The Potential Macroeconomic Effects
of the President’s Budgetary Proposals
The overall macroeconomic effect of the proposals in the
President’s budget is not obvious. For example, some
provisions in the proposals would lower marginal federal
tax rates on labor and capital income. By themselves,
those provisions would tend to increase labor supply,
investment in productive capital (such as factories and
machines), and the economy’s output. However, the pro
posals also would promote the consumption of goods
and services by both the government and the private
sector, which would tend to reduce investment. CBO’s
analysis suggests the proposals, on net, would probably

increase labor supply but decrease investment and the
stock of capital.

Largely because of those two opposing effects, the net
effect on economic output could be either positive or
negative—with the difference depending not only on how
the private sector would respond to the proposals them
selves, but also on how the proposals would influence
what budgetary policies people might expect in the future.
Importantly, regardless of its direction, the net effect on
output through long term changes to the supply side of
the economy—including fundamental “inputs” such as
labor supply or the stock of capital—would probably be
small. Under most assumptions, the proposals’ supply
side effects would raise or lower the level of output by less
than a percentage point, on average, from 2004 to 2013.

That modest effect on the economy is not surprising.
Taken altogether, the proposals would provide a relatively
small impetus in an economy the size of the United
States’. Excluding any economic effects, CBO estimates
that in 2004 the President’s proposals would reduce reve
nues by $117 billion, or 1.0 percent of gross domestic
product, and would raise spending (including interest
costs) by $21 billion, or 0.2 percent of GDP. From 2004
to 2008, the proposals would reduce revenues by $454
billion, or 0 .7 percent of cumulative GDP, and increase
spending by $348 billion, or 0.5 percent of GDP.

The economic impacts should not, of course, be evaluated
on a dollar basis alone. For example, as noted above, the
proposals would alter marginal tax rates on capital and
labor. Over the long term, the effects of budgetary
policies depend on the degree to which they alter incen
tives to acquire skills, work, save, innovate, and undertake
investments. Indeed, a subset of the President’s proposals
are intended to increase those incentives. Those proposals
would not operate in isolation, however. The remainder
of the revenue proposals and those that would increase
spending embody few such incentives. They likely would
tend to reduce growth in the long run by increasing gov
ernment and private consumption, at the expense of sav
ing and investment.

Taking account of the budget’s potential effects on the
economy could change the estimated budgetary cost of
the President’s proposals. But as with the macroeconomic
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effects, the direction of the influence could be positive
or negative and is unlikely to be dramatic (see Figure 1).
CBO estimates that the supply side economic effects of
the budgetary proposals could add as much as 10 percent
to their cumulative cost or subtract as much as 15 percent
over the period from 2004 to 2008, and add as much as
15 percent or subtract as much as 17 percent over the
period from 2009 to 2013. The estimated cumulative
deficit from 2004 to 2008 varies from as much as $1,242
billion to as little as $1,042 billion when supply side ef
fects are included, compared with an estimated $1,164
billion under baseline assumptions; the estimated cumu
lative deficit from 2009 to 2013 varies from as much as
$942 billion to as little as $335 billion when supply side
effects are included, compared with an estimated $656
billion under baseline assumptions (see Figure 2).

In addition to benefiting from supply side growth from
the accumulation of greater technologies, skills, labor
supply, and capital over the long term, the U.S. economy
may grow faster in the near term through “demand side,”
or cyclical, growth—greater utilization of the existing
labor force, factories, and economic capacity. From a
demand side perspective, budgetary policies that raise
consumption (and other purchases) may increase eco
nomic growth temporarily, especially if the economy is
operating below its potential. Including such demand
side effects would make the overall macroeconomic im
pacts somewhat larger, raising economic output by as
much as 1.4 percent on average from 2004 to 2008.12

However, the direction of the budgetary effect is ambigu
ous, largely because the rise in GDP is estimated to be
accompanied by a rise in interest rates.

While the demand side effects would in some cases be
somewhat larger than the supply side effects over the next
five years, such effects are temporary, and they should be
viewed cautiously even when the economy is operating
below its potential. First, the economy is likely to experi
ence a cyclical recovery in the absence of budgetary poli
cies that boost aggregate demand. Recoveries typically
stem primarily from economic adjustments in the private

sector. Moreover, the Federal Reserve may adjust mone
tary policy to aid recovery. Second, changes in spending
and taxes can help boost the economy out of recession
only if they are correctly timed—they must be enacted
at a point of subpar economic growth and in a fashion
timely enough to lead (and not follow) the recovery. Past
experience in the United States and elsewhere suggests
deliberate attempts to employ budgetary policies to aid
cyclical recoveries have had little systematic success. 

One key determinant of the net macroeconomic impact
of a proposed policy change is how it would affect
people’s expectations of what taxes and other government
policies they might face in the future (see Box 3). For ex
ample, to the extent people expect that proposals to lower
taxes now will lead to higher taxes in the future, they are
more likely to increase saving, and perhaps work more,
today. But such effects on expectations are very hard to
determine. Tax cuts could make people believe that taxes
are more likely to rise in the future to finance the interest
payments, or that spending is more likely to be cut. Alter
natively, people might not worry much about future
policy changes. 

How Fiscal Policy Affects the Economy
The aggregate production of goods and services changes
over time in two distinct ways. First, the economy’s un
derlying potential to generate output rises with increases
in the quantity and quality of the labor force, the size of
the stock of productive capital, and the level of tech
nological know how. Economists refer to those three
determinants of potential output as “supply side” vari
ables because they determine the quantity of goods and
services that the economy is capable of supplying. Supply
side changes have a lasting effect on the economy.

Second, actual economic output cycles around its poten
tial level, as unemployment rises and falls and the stock
of capital is used more or less intensively. Those move
ments are referred to as demand side, or cyclical, varia
tions because they occur as the total demand for goods
and services moves above and below the level of potential
output. Unlike movements in the supply side of the
economy, cyclical changes are temporary—built in cor
rective forces tend to move the economy back toward the
potential level determined by the supply side.

12.  Because forecasts of demand side effects become increasingly more
unreliable over longer time horizons, CBO limited its estimates
of those effects to the years from 2004 to 2008. 
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Figure 1.

Various Models’ Estimates of the Budgetary Savings or
Cost (-) from Supply-Side Effects
(As a percentage of the conventional estimate of the President’s proposals)*

Source: Congressional Budget Office.

Notes: The figure depicts the variation of the models’ estimates from CBO’s conventional estimate of the budgetary impact of the President’s proposal assuming no
macroeconomic feedbacks.

The models used (which are described in detail later) are these: (A) “textbook” growth model, (B) closed-economy life-cycle model with lower government
consumption after 2013, (C) closed-economy life-cycle model with higher taxes after 2013, (D) open-economy life-cycle model with lower government
consumption after 2013, (E) open-economy life-cycle model with higher taxes after 2013, (F) infinite-horizon model with lower government consumption
after 2013, (G) infinite-horizon model with higher taxes after 2013, (H) Macroeconomic Advisers’ model, and (I) Global Insight’s model.

A negative number means that the macroeconomic feedbacks are estimated to increase the budgetary cost; a positive number, that they are estimated to reduce
it (or provide savings).

* Assumes no macroeconomic feedbacks.

** Because the model is designed primarily to capture business-cycle developments, which are hard to predict beyond a few years out, CBO did not compute an estimate
for the 2009-2013 period.



AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004 19

-1500

-1200

-900

-600

-300

0

-1500

-1200

-900

-600

-300

0
2004-2008

2009-2013

A B C D E F G H I

A B C D E F G H I
* *

Deficit Under the President's Proposals
Assuming No Macroeconomic Feedbacks

Deficit Under the President's Proposals
Assuming No Macroeconomic Feedbacks

-1,200

-1,500

-1,200

-1,500

Figure 2.

Various Models’ Estimates of the Deficit Under the President’s
Budgetary Proposals
(In billions of dollars)

Source: Congressional Budget Office.

Notes: The figure depicts supply-side effects only.

The models used (which are described in detail later) are these: (A) “textbook” growth model, (B) closed-economy life-cycle model with lower government
consumption after 2013, (C) closed-economy life-cycle model with higher taxes after 2013, (D) open-economy life-cycle model with lower government
consumption after 2013, (E) open-economy life-cycle model with higher taxes after 2013, (F) infinite-horizon model with lower government consumption
after 2013, (G) infinite-horizon model with higher taxes after 2013, (H) Macroeconomic Advisers’ model, and (I) Global Insight’s model.

* Because the model is designed primarily to capture business-cycle developments, which are hard to predict beyond a few years out, CBO did not compute an estimate
for the 2009-2013 period.
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Box 3.

How Would the President’s Proposals Be Paid For?
According to the Congressional Budget Office’s
(CBO’s) projections, the President’s budgetary pro
posals imply a deficit in every year over the next decade
and would keep the ratio of debt to gross domestic
product (GDP) over that period close to its current
level of 34 percent. However, if spending and tax poli
cies remained unchanged, as assumed under CBO’s
baseline, the ratio of debt to GDP would fall to 17 per
cent. That higher level of debt under the President’s
budget would imply higher interest payments and thus
would add to the budget’s financing requirements after
the end of the projection period in 2013. 

For some time, that added need could be met by run
ning higher deficits. However, the federal government
could not follow such an approach indefinitely. At
some point in the future under the President’s pro

posals, either taxes would have to be higher than they
otherwise would have been, or spending would have to
be lower.

Some analysts might argue that the President’s pro
posals be compared with an alternative standard that
includes other policy changes, rather than be compared
against CBO’s current policy baseline, which assumes
no policy changes. For example, compared with an
alternative that included fewer tax cuts, less encourage
ment of investment, and more government spending,
the President’s proposals could look more favorable to
growth. However, CBO has no basis on which to con
struct such an alternative for comparison, and all of its
analyses of legislative proposals are made relative to
baseline assumptions.

When the economy is below its potential level of output,
policies that increase aggregate demand can increase
output without running the risk of accelerating inflation.
The President’s budget would add to demand both by
cutting taxes and increasing some transfer payments—
which would increase the disposable income people had
available to spend—and by increasing the government’s
own spending on goods and services. 

The demand side effects of budgetary policies depend
critically on the way the Federal Reserve responds to them
in its monetary policies. That response in turn depends
on the state of the business cycle. For example, during a
recession, the Federal Reserve would be unlikely to in
crease interest rates to offset budgetary policies that in
creased aggregate demand, but if the economy was ro
bust, the Federal Reserve might do so. 

But business cycles cannot be projected with any degree
of reliability beyond a few years, and the same would be
true of the Federal Reserve’s actions. Consequently,
CBO’s analysis of the demand side effects of the Presi
dent’s budgetary proposals is restricted to five years. In
contrast, CBO evaluates supply side effects over a con
ventional 10 year window. 

In the United States, both supply side and demand side
economic developments depend on the choices of mil
lions of individuals about things such as what and how
much to buy, how much to save and what assets to hold,
and where and how much to work. While government
spending and tax policies can influence those choices, and
therefore the economy, the impact of budgetary changes
on the economy is limited. Although the government
plays a crucial role in establishing the legal and institu
tional framework within which the economy operates,
once that general framework is in place, personal circum
stances and preferences play a much larger role in people’s
behavior than do marginal changes in government poli
cies.

The following sections review how the policies in the
President’s budget might affect the economy, first ex
amining supply side effects that would change potential
output and then turning to demand side effects.
 
The Quantity and Quality of Labor. The overall quantity
and quality of labor is an important determinant of po
tential output. Most simply, an increase in the overall
number of hours worked in the economy raises potential
output. In addition, increases in educational attainment,
the amount of training provided, workers’ level of experi
ence, or their degree of effort on the job raise the quality
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of each hour worked, increasing output. Some analysts
might assert that the policies in the President’s budget
would affect the quality of labor. However, the ways in
which budgetary policies affect labor quality are not well
understood. For that reason, CBO’s analysis concentrated
on the effect of the budget proposals on the hours of
labor supplied.
 
The President’s budget would affect the hours of labor
in two main ways. First, a number of provisions, such as
accelerating the increase in the child tax credit and ex
empting most dividend income from taxation, would in
crease after tax income without changing marginal tax
rates. Such increases tend to reduce the number of hours
worked because people can maintain the same standard
of living with less work. Second, provisions such as the
acceleration and extension of EGTRRA’s reductions in
marginal tax rates would increase the after tax compensa
tion for each additional hour of work in addition to
raising after tax income. Evaluating the effect of such rate
reductions on labor supply is complicated by the fact that
they have opposing effects—people earn more for each
extra hour they work, which tends to encourage work,
but can earn the same after tax income in fewer hours,
which tends to discourage work. Most studies, however,
find that, on net, reductions in marginal tax rates increase
labor supply, primarily by drawing secondary earners into
the labor force. 

To estimate the effect of lower marginal tax rates, CBO
estimated the changes in the effective marginal tax rate
on labor income—the rate at which the average addi
tional dollar of compensation for labor is taxed (see
Table 13). The percentage point changes are smaller than
the change in statutory income tax rates under the Presi
dent’s proposals because some of the compensation that
people receive for working—such as employer provided
health benefits—is not taxed.

Provisions in the budget proposals that would affect the
level of the capital stock could also change compensation
per hour of work by affecting productivity. If the pro
posals led to lower investment, that would imply a
smaller stock of productive capital and therefore lower
wages. A positive effect on investment would have the
opposite effect. CBO incorporated those secondary in
fluences on labor supply into its analysis. 
 

CBO estimates that, overall, the President’s budget would
increase the number of hours worked somewhat—that
is, the positive effect of lower marginal tax rates would
outweigh the negative effect of increased after tax income.

The budget’s policies could also affect labor supply by
changing people’s expectations of future policies. The
budget’s proposals would increase the federal budget
deficit, which could lead people to expect that some time
in the future, taxes would have to be increased or transfer
payments (such as unemployment compensation or
Social Security) or government services would have to be
cut to finance the federal government’s increased interest
payments. If people expect to face higher tax rates on
labor in the future, they may try to work more before the
rates go up and work less when the rates are higher. Even
if they expect simply to have to pay more taxes (whether
or not the marginal tax rate on labor goes up) or receive
less transfer payments or government services, they may
try to work and save more now in order to have more
resources to compensate for the larger burden in the
future. It is difficult to gauge, however, the degree to
which people make decisions with so much foresight, the
time horizon they consider in making plans, and the
future policy changes they might expect. To deal with
that uncertainty, in its analysis CBO used various as
sumptions about people’s degree of foresight and expecta
tions of future policies. 

The Size and Composition of the Capital Stock. The
President’s budgetary policies would affect the size of the
capital stock—the nation’s stock of productive equipment
such as factories and information systems—primarily
through their impacts on government and private con
sumption and, therefore, on investment. The policies
would directly increase government consumption relative
to the level in CBO’s baseline. That increased govern
ment consumption would tend to reduce investment in
productive capital by reducing the resources available. 

Some of the effect of higher government consumption
on investment would probably be offset by an increase
in the amount of foreign capital that was invested in the
United States. However, most of the returns to those
investments would accrue to foreigners and therefore
would not be available to U.S. residents. For that reason,
the additional foreign investment would not necessarily



22 AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004

increase the resources available to Americans in the long
run.

The President’s budgetary policies would also influence
private consumption in a number of ways. For one, the
budget would increase disposable income through re
duced taxes and increased transfer payments (such as a
Medicare prescription drug benefit). That would tend to
boost consumption, because people would probably
spend some of that extra disposable income. 

However, some tax proposals in the President’s budget
would tend to reduce consumption by increasing the
after tax rate of return on savings. Accelerating and
making permanent EGTRRA’s reductions in marginal
tax rates, reducing the share corporate income subject to
double taxation, and expanding tax free savings accounts
would all reduce the marginal tax rates on income from
savings. (For a detailed analysis of the President’s pro
posals concerning double taxation and savings accounts,
see Box 4.) Overall, those changes would increase the
after tax return on savings. 

CBO estimated the average effective marginal tax rate on
capital income—the rate at which the average additional
dollar of capital income is taxed—with and without the
budget’s policies to estimate the changes in the rate of
return on savings (see Table 14). Those changes in effec
tive tax rates are smaller than the changes in statutory
income tax rates under the President’s proposals because
some capital income (such as that which flows into tax
free savings accounts or pension funds) is not taxed. 

The proposed reductions in taxes on capital income
would raise the return on savings and affect consumption
in two opposing ways, just as lowering the marginal tax
rate on labor income has opposing effects on labor sup
ply. The increase in the rate of return on savings would
raise savers’ wealth by increasing their current and future
after tax returns—which would tend to increase current
consumption—but also increase the gain in future con
sumption for every dollar saved, which would tend to
increase saving and reduce current consumption. 

Perhaps partly for that reason, analysis based on empirical
data tends to estimate that changes to the return on sav
ings have a relatively small effect on consumption, which

could be positive or negative. However, some models of
behavior predict a large negative effect on consumption.

CBO attempted to span that range of estimates: some
economic models used by the agency in its analysis as
sume that the rate of return on savings has little or no
effect on consumption, while others assume that in
creasing the rate of return on saving reduces consumption
—and increases saving—significantly.

Finally, as described in the previous section, the increased
deficits under the President’s budget might lead some
people to anticipate changes in policy in the future. If
people expected higher taxes, lower transfer payments, or
less government services in the future, they might tend
to reduce consumption in order to build up savings to
compensate for those anticipated policies. CBO used a
range of assumptions about those expectations in its esti
mates.

The President’s proposal to make permanent the repeal
of the estate and gift tax after 2010 is particularly difficult
to analyze. To begin with, there is no clear consensus
regarding the motive for leaving bequests, or even
whether they are typically the result of a deliberate savings
plan. If they are not, repealing the estate tax would not
encourage saving. Moreover, those who believe that estate
taxes affect consumption and saving disagree about the
direction of the effect. A lower estate tax makes it cheaper
for people to leave money to their heirs, which could
encourage them to save more to leave larger bequests. In
contrast, with a lower estate tax, people can leave the
same after tax bequest with less saving, which might
induce them to save less. Also, other things being equal,
a lower estate tax increases the after tax size of bequests,
which could lead potential recipients to increase their
consumption and reduce their saving. Finally, although
a great deal of attention has been focused on the role of
estate taxes in sectors such as agriculture or activities such
as entrepreneurial ventures, the implications for the
economy as a whole are less clear.

Because so little is understood about how repealing the
estate tax would affect consumption, most of CBO’s
estimates assumed that in their consumption and saving,
people would respond in the same way as they have on
average to past spending or tax changes that affected the



AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004 23

Box 4.

The Potential Economic Effects of the President’s Proposals to Reduce Double
Taxation of Corporate Income and Expand Tax-Free Savings Accounts

Two provisions in the President’s budget—the pro
posal to reduce double taxation of corporate income
by exempting from taxation most dividend income and
some capital gains on corporate stock and the proposal
to expand the availability of tax free savings accounts—
have unusually complex economic effects.

Reduce Double Taxation of Corporate Income
Under current law, some corporate income is taxed
twice, once under the corporate tax and again when
individuals receive taxable income in the form of
dividends or capital gains. The President proposes to
reduce significantly that double taxation of corporate
income by eliminating individuals’ tax liability for
income that has already been taxed at the corporate
level. The Congressional Budget Office (CBO) esti
mates that the proposal would eventually shelter some
90 percent of dividends and 40 percent of capital gains
on corporate shares, although some of that sheltering
would be redundant because only about half of divi
dends and one quarter of those gains are now taxed.1

Because gains are effectively taxed at a lower rate than
dividends and the proposal would shelter a smaller
share of gains than of dividends, the dividend exclusion
would account for more than 90 percent of the value
of the reduction in revenues.2

The proposal and its economic effects are complex.
First, eliminating taxes on most dividends and some
capital gains would reduce the overall taxation of
capital income. In general, that might be expected to

1. Dividends and capital gains are not taxed if they accrue to tax
free accounts or nontaxable entities such as pension funds and
nonprofit institutions. In addition, some gains are not taxed
because the owner of the asset dies before the gains are realized.
In that case, taxes are levied only on increases in value after the
owner’s death—the so called step up in basis at death.

2. The effective tax rate on capital gains is relatively low in part
because investors can defer the realization of the gains, because
about half of all gains go untaxed on account of step up in basis
at death, and because some gains accrue to assets held in tax free
accounts.

lower the cost of funds for businesses because they
could pay investors less before taxes to yield the same
after tax return. But the extent of the reduction in the
cost of capital is unclear: some analysts hold to a theory
of corporate finance which implies that the reduction
in the cost of capital would reflect only the less than 10
percent of the tax saving stemming from the reduction
in taxes on capital gains, while others hold that the
reduction would reflect both the reduction of taxes on
gains and the reduction of taxes on dividends.3 CBO
has adopted a middle estimate of the implications of
the President’s proposal for the cost of capital for firms,
largely because the proposal accords a saving incentive
to a specific sector. In an open economy, such a tar
geted incentive would have results in between those
predicted by either theory, even if the theory predicting
a greater fall in the cost of capital was otherwise correct
(as CBO normally assumes).4

Second, the proposal would tend to increase sharehold
ers’ consumption by raising the value of their corporate
stock. The interaction of the current schedule of accel
erated depreciation and the proposed cut in taxes
would reduce the distinction between new and old
corporate capital, raising the value of the existing
stock.5 More important, share values would rise to the
extent that the tax savings were not immediately offset
by lower pretax returns stemming from more invest
ment. (To the extent that the tax proposal encouraged
extra investment, the size of the capital stock would
rise, decreasing the pretax rate of return to capital and
offsetting the tax savings to shareholders.)

3. George R. Zodrow, “On the ‘Traditional’ and ‘New’ Views of
Dividend Taxation,” National Tax Journal, vol. 44, no. 4, part
2 (December 1991), pp. 497 509.

4. Clemens Fuest and Bernd Huber, The Optimal Taxation of
Dividends in a Small Open Economy, Working Paper No. 348
(Munich: CESifo 2000), available at www.cesifo.de.

5. Alan J. Auerbach and Laurence J. Kotlikoff, Dynamic Fiscal
Policy (New York: Cambridge University Press, 1987), pp. 134
136.
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Box 4.

Continued

Corresponding to the disagreement about the size of
the drop in the cost of capital, opinions differ about
how much share values would rise. The theory of
corporate finance that predicts a relatively large increase
in share values predicts a relatively small decrease in the
cost of capital, and vice versa. Because increased share
values lead to more consumption, the President’s
proposal would help increase aggregate demand in the
short run. However, the more it would help demand
by raising consumption, the more it would hurt supply
in the long run by lowering saving and investment. As
with the cost of capital, CBO adopted a middle
estimate for the increase in share values.

Third, the proposal would lessen the disadvantage that
the corporate sector now faces in the competition for
capital. Currently, while some income from the cor
porate sector is taxed twice, the imputed income from
owner occupied housing is not taxed at all, and income
from small businesses is taxed only once (at the per
sonal level). That disparity in tax treatment leads to less
investment in the corporate sector than is optimal for
economic output. Lowering taxes on the corporate sec
tor would allow that sector to attract additional capital
from the other two sectors. In general, such a shift
would improve efficiency, although it might conflict
with other goals, such as supporting owner occupancy
of homes or unincorporated businesses.

Fourth, the proposal would tend to make equity fi
nancing more attractive to firms relative to debt
financing, and it would make paying dividends more
attractive relative to retaining earnings. Currently,
interest payments are deductible from corporate
income, so they are taxed only at the personal level.
However, if a firm finances investment through equity,
some of the returns are taxed at both the corporate and
personal levels. So under the proposal, the difference
between the effective tax on interest and equity returns
would narrow. Also, because most investors currently
face a lower tax rate on capital gains than on ordinary

income and capital gains taxes are deferred until the
gains are realized, firms are encouraged to retain
earnings and build up the value of their stock rather
than pay out dividends. Under the President’s proposal,
that incentive would no longer apply.

The proposed reduction in the double taxation of
corporate income would also interact with some of the
President’s other proposals and with current law. For
instance, the President’s proposal to expand tax free
savings accounts would increase the share of personal
assets held in tax free accounts—duplicating some of
the effect that the proposal to reduce the double taxa
tion of capital income would have on the cost of capital
and on the allocation of capital among economic sec
tors. However, the expanded accounts would partly
undo the impact that the proposal concerning double
taxation would have in bolstering equity financing,
because interest income (as opposed to dividends or
gains) earned on assets in the accounts would not be
taxed at either the personal or corporate level. That ef
fect would be strengthened by the fact that the combi
nation of the proposals would increase the share of
interest bearing assets in tax free accounts—there
would be little incentive to hold equities in such ac
counts if their returns were already largely sheltered
from taxes. 

In addition, corporate income taxes are currently
temporarily low, both because firms have relatively low
earnings as a result of the sluggish economy and be
cause the temporary investment incentives in the Job
Creation and Worker Assistance Act of 2002 reduce the
taxes corporations pay on earnings. Because the Presi
dent’s proposal would eliminates taxes at the individual
level only on income that was already taxed at the
corporate level, the low corporate taxes would limit the
initial impact of the proposal on firms’ cost of capital.
And, in general, the lower combined tax on corporate
income would reduce the tax value of accelerated de
preciation and the deductibility of corporate interest.
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CBO incorporated the effects of the proposal to reduce
double taxation of corporate income into its analysis
in two ways. For the macroeconometric models that
CBO used, it estimated the effect of the proposal on
the cost of capital in different economic sectors and on
share values. CBO then incorporated those estimates
into the models, and the models’ equations determined
the ultimate effect on the economy.

For the supply side models, CBO estimated the overall
effect on the average cost of capital and incorporated
that estimate into the models. Those models have no
mechanism to estimate the effect of the reallocation of
capital. To incorporate that effect, CBO reviewed
outside estimates of the effect of that reallocation on
output, determined a middle range estimate, and added
that amount to the models’ underlying estimates of the
effect on output. That procedure added an average of
0.1 percent to the estimated effect on gross domestic
product over the 2004 2013 period in those models.

Expand Tax-Free Savings Accounts
The President's budget includes a proposal to create
retirement savings accounts (RSAs) and lifetime savings
accounts (LSAs) to consolidate the current system of
tax free savings accounts for retirement and other pur
poses (such as education). The RSAs would replace the
three tiered system of traditional, Roth, and non
deductible individual retirement accounts (IRAs).
Taxpayers could use the LSAs to consolidate other
savings plans, including the Archer medical savings

accounts, Coverdell education savings accounts, and
qualified state tuition plans. The proposal would also
up the contribution limits, eliminate some of the eli
gibility restrictions based on income, and liberalize
some of the distribution rules.

If the President’s other proposals were also enacted, the
proposal for savings accounts would not have any ap
preciable effect on the economy on average through
2013, CBO estimates.6 Most taxpayers would simply
save the same amount in one of the new accounts as
they would have saved in one of their current tax free
accounts. Moreover, people who currently have assets
in taxable accounts could reduce their tax liability by
selling those assets and putting the cash from the sale
into the tax preferred accounts—an action that would
have no effect on private saving. Most new saving
would be done in small amounts by taxpayers with few
taxable assets to shift.

However, the effects beyond 2013 could be larger.
CBO estimates that after the first few years, the
proposals for new tax free accounts would have a slight
positive effect on saving that would increase after 2013.

6. The assumption that all of the proposals in the budget are
enacted is important because their effects interact. For example,
as described above, the proposal to reduce double taxation of
corporate income would lessen the incentive to invest equities
in tax free accounts because the returns to those equities would
already be largely tax sheltered. Therefore, fewer people might
take advantage of the accounts.

budget deficit. That assumption implies that people
would spend some of their increased after tax income,
increasing aggregate consumption. In one model, how
ever, CBO assumed that people would respond in the
same way they would to a change in lump sum taxes,
which have no effect on marginal incentives. That
assumption implies that all of the increase in after tax
income would be saved, so consumption would not rise.

Most of CBO’s estimates indicate that the President’s
budget would increase the sum of private and govern
ment consumption on net, which would tend to imply
somewhat less investment and a smaller capital stock.13

Only under the most dramatic assumption about fore

13.  The President’s budget does not include significant changes in
direct government investment of a type likely to increase the
economy’s potential output.
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sight—in which people are assumed to care just as much
for future generations as they do for themselves—did
CBO estimate the President’s budgetary proposals would
lead to a bigger capital stock. In effect, if people have a
sufficiently long time horizon, they may recognize and
counter the deleterious effects of policy on capital forma
tion and, thus, future standards of living. 

The President’s budget could also affect potential output
by changing the mix of capital over time. The proposal
with the greatest potential to change the composition of
the capital stock is the one to reduce double taxation of
corporate income. Some corporate income is taxed twice:
once at the corporate level by the corporate income tax
and again at the personal level by the individual income
tax. That tax treatment creates a distortion in the alloca
tion of capital, discouraging investment in the corporate
sector relative to the housing and noncorporate business
sectors. As a result, less capital is held in the corporate
sector than is efficient. The taxation of dividends also
encourages firms to finance investment with debt rather
then equity (because interest payments on debt are de
ducted from tax at the corporate level and so only taxed
once), which may also lead to economic inefficiencies.
Reducing the tax on dividends would lessen those ineffi
ciences, thereby increasing overall economic output.

Entrepreneurship and Technological Progress. Bud
getary policies might conceivably affect the economy by
influencing the rate of technological progress. That ave
nue is potentially important because new and improved
processes and products are the source of most of the long
term growth in productivity. Unfortunately, however,
economists have little basis for estimating how budgetary
policies influence technological innovation. Because so
little is understood about the sources of technological
progress, CBO has not incorporated into its analysis any
effects of the budget on technological progress.

Demand-Side, or Cyclical, Effects. Government policies
also affect the economy by adding to or subtracting from
the total demand for goods and services in the economy.
Increases in demand can cause firms to temporarily gear
up production and hire more workers to meet the
demand. That type of effect can be especially beneficial
if the economy is operating below its potential, which,
according to CBO’s estimates, it currently is. In that case,
if an adjustment to fiscal policy is well timed, it can help

move the economy back to equilibrium more quickly
than it would have moved otherwise. Of course, if the
adjustment is ill timed, there are no such benefits, and
there could be economic costs.14

Demand side effects, however, can only temporarily raise
or lower output above what it would have been other
wise—with or without demand side effects, built in eco
nomic forces tend to move output toward its potential
level. Moreover, policies that increase demand by raising
government or private consumption tend to lower output
in the long run because they tend to eventually decrease
investment and the size of the capital stock.

Description of Models and Results
CBO estimated the economic effects of the President’s
budget using several different models of the aggregate
economy. Those models constitute simplified representa
tions of the economy but differ substantially in the ways
that they are constructed and the estimates that they
produce. The models fall into two broad types. Three of
the models that CBO used in its analysis—a “textbook”
growth model, a life cycle growth model, and an infinite
horizon growth model—estimate only supply side effects.
Two commercial macroeconometric models also used by
CBO emphasize business cycle aspects of the economy
and are designed primarily to analyze demand side ef
fects, although they include some supply side effects as
well. 

Ten-Year Analysis of Supply-Side Effects. CBO analyzed
the supply side effects of the President’s budget on the
economy through 2013 using three models: a textbook
growth model, a life cycle growth model, and an infinite
horizon growth model (see Box 5). The texbook growth
model is not forward looking—it assumes that people do
not explicitly incorporate expected future policies into
their current plans. The life cycle model is so called
because it assumes that people make life long plans for
working and saving but do not care about events after
their death. By contrast, the infinite horizon model as
sumes that people care about the welfare of their descen

14.  For example, the Omnibus Budget Reconciliation Act of 1990,
intended to reduce budget deficits, increased taxes and reduced
aggregate demand during the 1990 1991 recession; the onset of
the recession had not yet become apparent.
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dants as much as they care about their own. That as
sumption means people behave as if they will live forever.

The life cycle and infinite horizon growth models pro
duced estimates using three different assumptions for
how the increased deficits under the budget will eventu
ally be financed (those models require such an assump
tion about financing because they are forward looking).
The life cycle model also produced estimates using two
different assumptions about how open the economy is to
inflows of capital from abroad.

The textbook growth model projection, which makes no
assumption about future financing, estimates that the
budget will decrease GDP by about 0.2 percent, on aver
age, over the 2004 2008 period and by 0.7 percent over
the 2009 2013 period (see Table 15). That model does
not assume any direct effect of lower marginal (as op
posed to average) tax rates and a higher pretax interest
rate on private consumption, but it does incorporate
CBO’s calculation of the effect of marginal tax rates on
labor supply.

The estimates produced by the life cycle and infinite
horizon models depend critically on how the President’s
budgetary policies affect people’s expectations of bud
getary policies beyond 2013. The life cycle growth model
projects that if people think the President’s budgetary
proposals would be financed by eventual decreases in gov
ernment consumption, economic output would decrease
by between 0.3 and 0.6 percent over the 2004 2008
period compared with CBO’s baseline and by between
0.5 and 1.5 percent over the 2009 2013 period. How
ever, the life cycle model projects that if people think the
proposals would be financed through a future lump sum
tax increase—an equal dollar tax increase levied on every
one—the proposals would raise output by between 0.3
and 0.5 percent over the first five years and by between
0.3 and 0.6 percent during the second. (Estimates assum
ing a future increase in marginal tax rates, not shown for
brevity, fall between those assuming a future cut in gov
ernment consumption and those assuming a future in
crease in lump sum taxes.15) Estimates assuming an even

tual increase in taxes tend to be more positive because
people, as represented in the model, work and save more
inside the 10 year projection period in preparation for the
tax increase but not for a cut in government spending,
which the model assumes people do not value. (Assuming
that government consumption was valued as highly as
personal consumption would lead to an estimate similar
to the one assuming a lump sum tax increase.)

The estimated economic effects of the budget also depend
on the extent to which the economy is open or closed.
Assuming an open economy—one in which international
capital flows freely to keep U.S. interest rates equal to
fixed world rates—tends to lead to larger estimates of
GDP on average over the 2004 2013 period. However,
that result occurs partly because investment is boosted by
inflows of foreign capital, and most of the profits from
the investments financed by those inflows go to foreigners
rather than U.S. residents. The income of U.S. residents
(represented by gross national product (GNP) in Table
15) is actually lower under the assumption of an open
economy, despite the higher domestic output. (In a
closed economy, GDP and GNP are identical, so the ef
fect on GNP assuming an open economy can be com
pared directly with the effect on GDP assuming a closed
economy.) 

The proposals would have the most positive effect on
output if people behaved as assumed in the infinite
horizon model and expected the proposals would be
financed with a lump sum tax increase. In that case, the
proposals would raise output by 0.9 percent over the first
five years and 1.4 percent over the second. As with the
life cycle model, assuming that people expect future cuts
in government spending leads to more negative effects on
output—an increase in GDP of 0.2 percent during the
first five years and a decrease of 0.6 percent during the
second. The infinite horizon model tends to predict more
positive effects than the life cycle model if people expect
a future tax increase because, as they are represented in
the infinite horizon model, people know that they (or

15. Beyond 2013, the relative effects on output under the three
assumptions about financing are very different. Assuming that the
President’s proposals are ultimately financed by an increase in
marginal tax rates implies the most negative effect on output in

the long run, while assuming that they are financed by a lump sum
increase in taxes (or a cut in government consumption that is valued
as highly as personal consumption) implies the most positive effect
on output. (Assuming a cut in government spending that is not
valued leads to an intermediate effect on output.)
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Box 5.

The Models That the Congressional Budget Office Used to Analyze the
Economic Effects of the President’s Budget Over the Next Decade

The Congressional Budget Office (CBO) used three
models to estimate the effects of the President’s budget
from 2003 to 2013: a textbook growth model, a life
cycle growth model, and an infinite horizon growth
model. 

The textbook growth model, which CBO uses to
produce projections of the economy’s potential output
for the agency’s 10 year economic baseline, is an
enhanced version of the model developed by Robert
Solow, a pioneer of growth accounting theory.1 It as
sumes that output is determined by labor supply, the
capital stock, and total factor productivity (which
represents the state of technological know how). The
textbook growth model is not forward looking—
people do not respond to expected future changes in
government policy. The textbook growth model in
corporates no effects from demand side, or cyclical,
variations in the economy; the model assumes the
economy is always at its potential level. 

The estimates using the textbook growth model in
corporate effects of marginal tax rates on labor supply,
which CBO estimated in a side calculation. Those ef
fects increase labor supply relative to the level in CBO’s
baseline. 

By contrast, the capital stock is lower than the baseline
level because of increased government and private
consumption, which crowds out investment. The
decrease in the capital stock is limited by two factors,
for which the model includes assumptions based on
past relationships. First, the increase in private con
sumption is dampened because people are assumed to
increase their private saving by 40 cents for every dollar
that the deficit rises. Second, for every dollar that
national saving (private plus government saving) falls,

1. For a detailed description of the textbook growth model, see
Congressional Budget Office, CBO’s Method for Estimating
Potential Output: An Update (August 2001).

the amount of foreign capital invested in the United
States is assumed to rise by 40 cents. In the textbook
growth model, changes in marginal tax rates on capital
have no direct effect on spending by the private sector.

The life cycle growth model and the infinite horizon
growth model differ in fundamental ways from the
other models that CBO used in this analysis. The two
models incorporate simulated people who make
decisions about how much to work and save in order
to make themselves as well off as possible over their
lifetime. Their behavior is calibrated so that macroeco
nomic variables such as the total amount of labor sup
plied and the size of the capital stock match the levels
occurring in the U.S. economy. In the life cycle and
infinite horizon growth models, people’s consumption
changes by a relatively large amount in response to
changes in their after tax rate of return on saving. Like
the textbook growth model, those models do not allow
for any demand side effects.

The people in the life cycle and infinite horizon
models are assumed to be forward looking—that is,
they know all future changes in policy and alter their
behavior accordingly. In terms of the degree to which
people incorporate future events into their current
behavior, this “perfect foresight” is at the other end of
the range of possible assumptions from the assumption
used in the growth model. Most people in the real
world fall somewhere between those two extremes.
However, in using those two assumptions, CBO has
attempted to span a range of possible responses to the
policies in the President’s budget.

Because people’s behavior in the life cycle and infinite
horizon growth models depends in part on future poli
cies, using those models requires making assumptions
about budgetary policies beyond 2013, the end of the
projection period. Policies that increase deficits must
be offset at some point in the future by taxes that are
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higher or spending that is lower than it would have
been in the absence of the increased deficits.

The assumptions about how and when to offset the bill
that comes due have a large influence on the estimated
economic effects over the 2003 2013 period. That
influence stems from the fact that people anticipate the
offsetting policies and plan accordingly. In its analysis,
CBO used two different assumptions about how the
budget would be stabilized after 2013: that taxes would
be raised by a lump sum for everyone and that
government consumption, which the models assume
does not enhance people’s well being, would be cut.2

In general, if people believe that some time after 2013
their taxes will rise, they will work more and consume
less in order to build up savings in preparation. There
fore, the effects on economic output before 2013 tend
to be relatively more positive under that assumption.
If, however, people expect government consumption
to fall in the future, rather than taxes to rise, they do
not need to work and save more in preparation (under
the assumption that such consumption does not en
hance people’s well being). So the effects on output
over the first 10 years tend to be relatively more nega
tive under that assumption. (If, on the other hand,
government consumption was valued by people as
highly as they valued their own consumption, the pre
dicted economic effects from assuming a future fall in
spending would be the same as those from assuming
a lump sum increase in taxes. The actual impact of
government consumption on people’s well being prob
ably falls somewhere between those two extremes.) 

2. CBO also estimated economic effects assuming that marginal
income tax rates, rather than lump sum taxes, would be raised
after 2013. Those results are not presented because they lie
between those under the assumptions of lump sum tax increases
and cuts in government consumption.

The life cycle and infinite horizon growth models dif
fer in what they assume about how far ahead people
look in making their plans. The life cycle model is
calibrated so that the probability of death at a given age
matches current U.S. mortality rates, and, as the name
of the model suggests, people are assumed to take ac
count of the impact of future economic or policy
changes only on themselves and not on their children.
In the infinite horizon model, however, people behave
as though the well being of their descendants is as im
portant to them as their own. That leads them to be
have as if they expect to live forever. While that as
sumption cannot be ruled out, there is some evidence
against it.3

The difference in the models’ time horizons has an
important effect on the resulting estimates. In both
models, people expect the increase in deficits under the
President’s budget to be offset at some point in the
future. However, a person in the life cycle model,
especially an older one, knows that he may die before
an offsetting policy change occurs. Consequently, that
person is less willing to work harder or save more dur
ing the 10 year projection period in order to compen
sate for any future tax increases. 

By contrast, people in the infinite horizon model are
certain that they (or, equivalently, their descendants,
whom they care about as much as they do themselves)
will be alive when the offsetting policy change is made.
That certainty implies that the expectation of a future

3. See Joseph G. Altonji, Fumio Hayashi, and Laurence Kotlikoff,
“Risk Sharing Between and Within Families,” Econometrica, vol.
64, no. 2 (March 1996), pp. 261 294; Paul Evans, “Consumers
Are Not Ricardian: Evidence from Nineteen Countries,”
Economic Inquiry, vol. 31, no. 4 (October 1993), pp. 534 548;
and T.D. Stanley, “New Wine in Old Bottles: A Meta Analysis
of Ricardian Equivalence,” Southern Economic Journal, vol. 64,
no. 3 (January 1998), pp. 713 727.
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increase in taxes will have a greater effect on their cur
rent work and saving than it does in the life cycle
model. For that reason, the infinite horizon model
using the assumption of future tax increases produces
the most positive estimates of the effect of the budget
on the economy.

In its analysis using the life cycle model, CBO used
two different assumptions about how open the econo
my is to flows of capital to and from other countries.
One assumption is that the economy is completely
closed—no capital can flow into or out of the country.
The other assumption is that the economy is com
pletely open and cannot affect the world interest rate—

capital flows freely into and out of the country to keep
the domestic interest rate equal to a constant world
rate. The U.S. economy effectively behaves somewhere
between those two extremes, because while it is rela
tively open to investment, it is so large that its economy
can influence world interest rates. The estimated im
pact on U.S. incomes assuming an open economy
tends to be more negative, or less positive, than that
assuming a closed economy because of the premise that
interest rates cannot rise. In a closed economy, policies
that reduce the capital stock tend to increase interest
rates, which gives people a greater incentive to save
rather than consume and offsets some of the reduction
in the capital stock and output. 

their descendants, whom they care about as much as
themselves) are going to bear the burden of any future
increase in taxes. 

The economic changes from fiscal policy would in turn
affect the budget through 2013 (see Table 16). Under
different assumptions, the economic effects of the Presi
dent’s proposals could increase their cost by as much as
10 percent or decrease their cost by as much as 15 percent
over the 2004 2008 period and could increase their cost
by as much as 15 percent or decrease their cost by as
much as 17 percent over the 2009 2013 period. 

Two of the most important effects on budgetary cost are
the effect of output on revenues and the effect of interest
rates on the composition of income and on interest costs.
The models focusing on supply side effects do not reflect
any response of monetary policy to budgetary changes;
the effects on interest rates stem only from the influence
of changes in the capital stock on the rate of return to
capital. That assumption is common to many projection
models.

Five-Year Analysis Including Demand-Side Effects. CBO
used macroeconometric forecasting models created by
Macroeconomic Advisers (MA) and Global Insight (GI),
private forecasting firms, to analyze both demand side
and supply side effects of the President’s budgetary pro

posals on the economy over the next five years. (The
analysis was limited to five years because of the increasing
unreliability of estimates of demand side effects over
longer periods.) The macroeconometric models consist
of sets of equations describing the relationship between
various economic variables, based for the most part on
how they have behaved in the past. 

Although those models are the most common type used
by businesses trying to plan for the future, they have some
disadvantages, especially for longer run analyses. First,
although the MA and GI models have supply side growth
models embedded in them, their design concentrates on
demand side economic effects. Consequently, they are
not well suited to analyze policies intended to elicit
supply side effects. 

Second, the macroeconometric models are not forward
looking—they assume that people do not behave as
though they have specific expectations about future
policies or economic developments. Instead, people are
assumed to respond to economic changes in the same way
as they have in the past, regardless of the source of those
changes. For example, in response to the tax proposals in
the President’s budget, which would raise disposable in
come, people as represented in the models would increase
consumption by about as much as they have, on average,
when disposable income rose in the past. However,
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people may actually increase consumption less in response
to a tax cut than they would in response to some other
change that raised income, such as an increase in produc
tivity, because they feel that the tax cut is more likely to
be reversed in the future. 

The lack of forward looking behavior in the macroeco
nometric models implies that specific policy changes
scheduled to occur in the future do not affect current
behavior. For example, in extending EGTRRA’s tax cuts,
the President’s proposal would sharply reduce taxes in
2011 to 2013. That would increase expected future after
tax income, which might cause people to increase con
sumption today. In the macroeconometric models, how
ever, those tax cuts would affect consumption only when
they occurred. As noted above, economists do not agree
about the degree to which people base their behavior on
expectations about future, as opposed to current, events.

As constructed, the macroeconometric models incorpo
rate small or no effects from tax changes on the supply
of labor, so CBO had to adjust the models’ equations to
incorporate its own estimates of those effects. To aug
ment the models, CBO estimated the effects of changes
in taxes on labor supply in a separate calculation that
accounted for the potential effects of the budgetary pro
posals on both marginal tax rates and after tax income.
That calculation used data on a large sample of taxpayers
and incorporated a larger response to changes in marginal
tax rates among secondary earners than among primary
earners. CBO then introduced the resulting estimated
changes in labor supply into the macroeconometric
models. 

CBO attempted to estimate the demand  and supply side
effects of the President’s budget separately by producing
two sets of estimates. In one, CBO ran the models as they
normally are, assuming that monetary policies allowed
both demand  and supply side effects. In the second,
CBO attempted to isolate supply side effects by altering
interest rates in the models in such a way as to hold the
unemployment rate at its baseline level. That procedure
is equivalent to assuming that the Federal Reserve would
offset all of the demand side effects of the proposals but
none of the supply side effects. The approach fairly
accurately measures the implications of the proposals for
potential (or noncyclical) GDP, but it implies substantial
increases in interest rates that reflect the suppression of

demand stimulus.16 CBO took the difference between the
two projections as its estimate of the demand side effects
on various economic variables.

The MA and GI models predict that the policy changes
in the President’s budget would have positive demand
side effects on economic output because of the effect of
higher government consumption, lower taxes, and in
creased transfer payments (see Table 17). Both models
predict that those changes would add a cyclical boost of
about 1 percent to GDP in 2004. For the next few years
after that, the GI model predicts that the cyclical boost
would add growing amounts to GDP. In the MA model,
by contrast, the boost to output is much more temporary
and completely dissipates by 2007. The differences be
tween the two projections reflect in part on differences
in how the models predict the Federal Reserve would re
spond to the President’s program. 

The estimated supply side effects of the President’s
budget are very similar in both models. Initially, higher
labor supply due to the drop in marginal tax rates on
labor income leads output to increase by a few tenths of
a percent at most. However, from 2006 to 2010, mar
ginal tax rates are not changed (they are already scheduled
to fall under current law because of EGTRRA’s tax cuts).
The primary supply side effect in 2006 through 2008 is
the crowding out of capital due to higher government
and private consumption, which decreases output by
about half a percent on average. 

The estimated economic effects in turn could influence
the budget in a number of ways. Other things being
equal, the higher output predicted by the models suggests
greater revenues. However, the models also predict higher
interest rates, which imply higher interest payments on
the federal debt. Higher interest rates also imply that
more of capital income will be earned as interest and less

16. Because the increase in interest rates stems mostly from demand
side effects and the Federal Reserve’s effort to offset them, using
those changes in interest rates in calculating budgetary effects
ascribed to the supply side would make little sense. Instead, in its
estimates of the budgetary impacts of the supply side contribution
in Table 19, CBO used interest rate changes that reflected only
the predicted changes in the marginal product of capital (the
amount produced by one additional unit of capital)—the true
supply side effect.
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as profits. Because interest income is taxed at a lower rate,
on average, than profits, that shift can lower revenues.
Finally, higher interest rates also lead to an appreciation
of the dollar and greater inflows of foreign capital. The
more valuable dollar lowers the price of imports, which
tends to decrease the consumer price index, but not the
GDP deflator (which includes only the prices of goods
and services produced in the United States). Because the
CPI affects a number of government spending categories,
but the GDP deflator is more important in determining
tax revenues, those changes in price indexes that result
from an appreciated dollar can have a positive effect on
the budget balance. More generally, the increased de
mand under the President’s proposals leads to higher in
flation in both the CPI and GDP deflator, which tends
to improve the budget balance. Higher inflation translates
into higher revenues. However, only mandatory spending
such as Social Security benefits is assumed to increase
with higher inflation. The levels of discretionary spending
in the President’s budget are stated in dollar terms and
are therefore assumed to be unaffected by changes in
prices. That assumption implies a decrease in the pur
chasing power of those fixed spending levels when prices
rise above their baseline levels. 

The economic effects estimated by one model would
decrease the cost of the President’s proposals, on net,
while those estimated by the other would increase them.
CBO estimates that the net economic changes predicted
by the GI model would lessen the cumulative budget
deficit by $231 billion over the 2004 2008 period, off
setting nearly 30 percent of the estimated $802 billion
cost of the budget’s proposals assuming no macroeco
nomic feedbacks (see Tables 18 and 19). The economic
changes predicted by the MA model would, on net,
increase the cumulative budget deficit over the same
period by an estimated $75 billion, adding about 9 per
cent to the cost of the President’s proposals. In both cases,
most of the effects on the budget would stem from the
demand side effects of the proposals. 

The difference between the estimates derives primarily
from the fact that the MA model predicts that the Presi
dent’s proposals would increase inflation by more than
the GI model does. Tighter monetary policies in the MA
model, to fight inflation, imply higher interest rates than
in the GI model. The interest rates in the MA model are
high enough that the increased interest cost on the federal
debt outweighs the effect of increased output on revenues,
leading to a deterioration in the budget balance.
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Table 1.

Comparison of Projected Deficits and Surpluses in CBO’s Baseline and
in CBO’s Estimate of the President’s Budget
(In billions of dollars)

Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

CBO’s Estimate of the President’s Budget

On-Budget Deficit (-) -317 -452 -512 -464 -429 -404 -416 -421 -427 -458 -424 -434 -2,225 -4,389
Off-Budget Surplus  160  165  174  194  211  231  250  268  286  304  318  331  1,061  2,569

Total Deficit (-) -158 -287 -338 -270 -218 -173 -166 -153 -141 -154 -106 -102 -1,164 -1,820

CBO’s Baseline
On-Budget Deficit (-)

or Surplus -317 -408 -373 -317 -269 -240 -224 -207 -190 -73 88 128 -1,423 -1,678
Off-Budget Surplus  160  163  173  195  212  231  250  268  286 304 318 331 1,061  2,568

Total Deficit (-)
or Surplus -158 -246 -200 -123 -57 -9 27 61 96 231 405 459 -362 891

Difference (President’s budget minus baseline)
On-Budget Deficit

or Surplus 0 -43 -139 -146 -160 -164 -192 -215 -237 -385 -511 -561 -802 -2,711
Off-Budget Surplus 0    3      1     -1       *       *       *       *       *       *       *       *       *         1

Total Deficit or Surplus 0 -41 -138 -147 -161 -164 -192 -214 -237 -385 -511 -561 -802 -2,710

Memorandum:
Total Deficit (-) or Surplus
as a Percentage of GDP

CBO’s estimate of the
President’s budget -1.5 -2.7 -3.0 -2.3 -1.7 -1.3 -1.2 -1.0 -0.9 -0.9 -0.6 -0.6 -1.8 -1.3

CBO’s baseline -1.5 -2.3 -1.8 -1.0 -0.5 -0.1 0.2 0.4 0.6 1.4 2.4 2.6 -0.6 0.6

Debt Held by the Public
as a Percentage of GDP

CBO’s estimate of the
President’s budget 34.3 35.8 36.9 37.4 37.3 36.8 36.2 35.4 34.6 34.0 33.1 32.2 n.a. n.a.

CBO’s baseline 34.3 35.5 35.5 34.7 33.5 31.9 30.2 28.3 26.3 23.7 20.3 16.8 n.a. n.a.

Source: Congressional Budget Office.

Note: * = between -$500 million and $500 million; n.a. = not applicable.
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Table 2.

CBO’s Estimate of the President’s Budget for 2004

Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

In Billions of Dollars
Revenues

On-budget 1,338 1,325 1,349 1,512 1,654 1,782 1,889 2,000 2,112 2,216 2,343 2,480 8,186 19,338
Off-budget    515    532    558    588    619    651    685    719    756    792    830    870   3,101   7,067

Total 1,853 1,856 1,907 2,100 2,273 2,433 2,573 2,720 2,868 3,008 3,173 3,350 11,287 26,405

Outlays
Discretionary spending 734 805 836 849 867 889 922 952 980 1,011 1,031 1,064 4,363 9,402
Mandatory spending 1,106 1,183 1,243 1,310 1,387 1,466 1,552 1,645 1,742 1,855 1,944 2,079 6,958 16,223
Net interest    171    155    166    210    237    252    265    275    287    295    303    310   1,130   2,599

Total 2,011 2,143 2,245 2,370 2,491 2,606 2,739 2,873 3,009 3,162 3,279 3,452 12,451 28,225
On-budget 1,655 1,776 1,861 1,976 2,083 2,186 2,305 2,422 2,539 2,673 2,767 2,914 10,411 23,726
Off-budget 356 367 384 394 408 420 434 451 469 488 512 538 2,040 4,499

Deficit (-) or Surplus
On-budget -317 -452 -512 -464 -429 -404 -416 -421 -427 -458 -424 -434 -2,225 -4,389
Off-budget  160  165  174  194  211  231  250  268  286  304  318  331  1,061  2,569

Total -158 -287 -338 -270 -218 -173 -166 -153 -141 -154 -106 -102 -1,164 -1,820

Debt Held by the Public 3,540 3,852 4,178 4,460 4,691 4,875 5,051 5,213 5,362 5,524 5,636 5,744 n.a. n.a.

Memorandum:
Gross Domestic Product 10,337 10,756 11,309 11,934 12,582 13,263 13,972 14,712 15,480 16,250 17,013 17,851 n.a. n.a.

As a Percentage of GDP
Revenues

On-budget 12.9 12.3 11.9 12.7 13.1 13.4 13.5 13.6 13.6 13.6 13.8 13.9 13.0 13.4
Off-budget   5.0   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9   4.9

Total 17.9 17.3 16.9 17.6 18.1 18.3 18.4 18.5 18.5 18.5 18.6 18.8 17.9 18.3

Outlays
Discretionary spending 7.1 7.5 7.4 7.1 6.9 6.7 6.6 6.5 6.3 6.2 6.1 6.0 6.9 6.5
Mandatory spending 10.7 11.0 11.0 11.0 11.0 11.1 11.1 11.2 11.3 11.4 11.4 11.6 11.0 11.2
Net interest   1.7   1.4   1.5   1.8   1.9   1.9   1.9   1.9   1.9   1.8   1.8   1.7   1.8   1.8

Total 19.5 19.9 19.9 19.9 19.8 19.6 19.6 19.5 19.4 19.5 19.3 19.3 19.7 19.6
On-budget 16.0 16.5 16.5 16.6 16.6 16.5 16.5 16.5 16.4 16.5 16.3 16.3 16.5 16.4
Off-budget 3.4 3.4 3.4 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0 3.2 3.1

Deficit (-) or Surplus
On-budget -3.1 -4.2 -4.5 -3.9 -3.4 -3.0 -3.0 -2.9 -2.8 -2.8 -2.5 -2.4 -3.5 -3.0
Off-budget  1.5  1.5  1.5   1.6  1.7  1.7  1.8  1.8  1.8  1.9  1.9  1.9  1.7  1.8

Total -1.5 -2.7 -3.0 -2.3 -1.7 -1.3 -1.2 -1.0 -0.9 -0.9 -0.6 -0.6 -1.8 -1.3

Debt Held by the Public 34.3 35.8 36.9 37.4 37.3 36.8 36.2 35.4 34.6 34.0 33.1 32.2 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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Table 3.

Changes in CBO’s Baseline Projections of the Deficit or Surplus
Since January 2003
(In billions of dollars)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

Total Deficit (-) or Surplus
as Projected in January 2003a -199 -145 -73 -16 26 65 103 140 277 451 508 -143 1,336

Changes to Revenue Projections
(Technical) -30 -30 -20 -10 * * * * * * * -61 -63

Changes to Outlay Projections
Legislative

Discretionary 9 19 18 18 19 19 20 20 21 21 22 93 198
Mandatory 4 3 3 4 5 6 7 6 6 5 4 22 50
Debt service   *   1   2   4   5   7   9 11 13 15 17   18   82

Subtotal, legislative 13 22 24 26 29 32 35 37 39 41 44 134 330

Technical
Discretionary 4 2 1 1 1 1 1 1 1 1 1 6 11
Mandatory

Medicaid 1 2 3 2 3 3 3 4 4 4 4 13 32
Medicare 3 1 * -1 -1 -1 -1 -1 -1 -3 -3 -1 -10
Debt service * 1 3 4 4 4 5 5 5 5 5 16 39
Other -5 -4 -1 -1 -2 -2 -2 -2 -2 -3 -3 -10 -20

Subtotal, mandatory -1 1 5 4 4 4 5 6 6 3 4 18 42

Subtotal, technical   3   2   6   4   5   6   6   7   7   4   5   24   53

Total Outlay Changes 17 25 29 31 35 38 42 44 46 45 48 157 383

Total Impact on the Surplus -47 -55 -50 -41 -35 -38 -42 -45 -46 -46 -49 -218 -446

Total Deficit (-) or Surplus
as Projected in March 2003 -246 -200 -123 -57 -9 27 61 96 231 405 459 -362 891

Memorandum:
Total Legislative Changes -14 -22 -24 -26 -29 -32 -35 -37 -39 -41 -44 -134 -330
Total Technical Changes -33 -33 -26 -15 -6 -6 -7 -7 -7 -5 -5 -85 -116

Source: Congressional Budget Office.

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

a. Those projections incorporated the assumption that discretionary budget authority would total $751 billion for 2003 and grow at the rate of inflation thereafter.
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Table 4.

CBO’s Baseline Budget Projections

Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

In Billions of Dollars
Revenues

Individual income taxes 858 869 924 1,011 1,089 1,176 1,259 1,349 1,447 1,649 1,819 1,939 5,458 13,660
Corporate income taxes 148 156 185 228 249 260 269 276 285 295 306 316 1,190 2,669
Social insurance taxes 701 725 766 811 856 901 944 989 1,037 1,085 1,134 1,188 4,276 9,708
Other   146    141    150    156    165    168    176    184    181    191    221    231      816   1,823

Total 1,853 1,891 2,024 2,205 2,360 2,504 2,647 2,798 2,949 3,220 3,479 3,674 11,741 27,860
On-budget 1,338 1,360 1,466 1,617 1,741 1,853 1,963 2,078 2,193 2,427 2,650 2,804 8,640 20,793
Off-budget 515 532 558 588 619 651 685 719 756 792 830 870 3,101 7,067

Outlays
Discretionary spending 734 805 837 854 868 886 911 936 961 991 1,011 1,043 4,356 9,299
Mandatory spending 1,106 1,177 1,223 1,277 1,332 1,403 1,484 1,575 1,670 1,782 1,861 1,993 6,720 15,602
Net interest   171    155    164    197    217    224    226    225    222    215    201    179  1,027   2,069

Total 2,011 2,137 2,224 2,328 2,417 2,513 2,621 2,736 2,853 2,989 3,074 3,215 12,103 26,970
On-budget 1,655 1,768 1,839 1,935 2,010 2,093 2,187 2,285 2,383 2,500 2,562 2,677 10,063 22,471
Off-budget 356 369 385 393 407 420 434 451 470 488 512 539 2,040 4,499

Deficit (-) or Surplus
On-budget -317 -408 -373 -317 -269 -240 -224 -207 -190 -73 88 128 -1,423 -1,678
Off-budget  160  163  173  195 212 231 250 268 286 304 318 331 1,061 2,568

Total -158 -246 -200 -123 -57 -9 27 61 96 231 405 459 -362 891

Debt Held by the Public 3,540 3,816 4,013 4,142 4,212 4,233 4,217 4,165 4,077 3,854 3,456 3,003 n.a. n.a.

Memorandum:
Gross Domestic Product 10,337 10,756 11,309 11,934 12,582 13,263 13,972 14,712 15,480 16,250 17,013 17,851 n.a. n.a.

As a Percentage of GDP
Revenues

Individual income taxes 8.3 8.1 8.2 8.5 8.7 8.9 9.0 9.2 9.3 10.1 10.7 10.9 8.7 9.5
Corporate income taxes 1.4 1.5 1.6 1.9 2.0 2.0 1.9 1.9 1.8 1.8 1.8 1.8 1.9 1.8
Social insurance taxes 6.8 6.7 6.8 6.8 6.8 6.8 6.8 6.7 6.7 6.7 6.7 6.7 6.8 6.7
Other   1.4   1.3   1.3   1.3   1.3   1.3   1.3   1.2   1.2   1.2   1.3   1.3   1.3   1.3

Total 17.9 17.6 17.9 18.5 18.8 18.9 18.9 19.0 19.0 19.8 20.5 20.6 18.6 19.3
On-budget 12.9 12.6 13.0 13.5 13.8 14.0 14.0 14.1 14.2 14.9 15.6 15.7 13.7 14.4
Off-budget 5.0 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9 4.9

Outlays
Discretionary spending 7.1 7.5 7.4 7.2 6.9 6.7 6.5 6.4 6.2 6.1 5.9 5.8 6.9 6.4
Mandatory spending 10.7 10.9 10.8 10.7 10.6 10.6 10.6 10.7 10.8 11.0 10.9 11.2 10.7 10.8
Net interest   1.7   1.4   1.4   1.6   1.7   1.7   1.6   1.5   1.4   1.3   1.2   1.0   1.6   1.4

Total 19.5 19.9 19.7 19.5 19.2 18.9 18.8 18.6 18.4 18.4 18.1 18.0 19.2 18.7
On-budget 16.0 16.4 16.3 16.2 16.0 15.8 15.7 15.5 15.4 15.4 15.1 15.0 16.0 15.6
Off-budget 3.4 3.4 3.4 3.3 3.2 3.2 3.1 3.1 3.0 3.0 3.0 3.0 3.2 3.1

Deficit (-) or Surplus
On-budget -3.1 -3.8 -3.3 -2.7 -2.1 -1.8 -1.6 -1.4 -1.2 -0.4 0.5 0.7 -2.3 -1.2
Off-budget  1.5  1.5  1.5  1.6  1.7  1.7 1.8 1.8 1.8 1.9 1.9 1.9  1.7 1.8

Total -1.5 -2.3 -1.8 -1.0 -0.5 -0.1 0.2 0.4 0.6 1.4 2.4 2.6 -0.6 0.6

Debt Held by the Public 34.3 35.5 35.5 34.7 33.5 31.9 30.2 28.3 26.3 23.7 20.3 16.8 n.a. n.a.

Source: Congressional Budget Office.

Note: n.a. = not applicable.
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Table 5.

CBO’s Baseline Projections of Federal Interest Outlays and Federal Debt
(In billions of dollars)

Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

Federal Interest Outlays
Interest on the Public Debt
(Gross interest)a 333 323 332 381 420 446 468 489 508 526 537 542 2,047 4,649

Interest Received by Trust Funds
Social Security -77 -84 -90 -98 -109 -121 -135 -150 -166 -183 -201 -220 -553 -1,473
Other trust fundsb   -76   -72   -67   -72   -77   -81   -86   -90   -95 -100 -105 -111 -383   -885

Subtotal -153 -156 -157 -169 -185 -203 -221 -241 -261 -283 -306 -331 -936 -2,358

Other Interestc -8 -11 -11 -14 -16 -18 -20 -22 -24 -26 -29 -32 -80 -214

Investment Incomed    0     *   -1   -1   -1    -1    -1    -1    -1    -1    -1    -1      -4      -8

Total (Net interest) 171 155 164 197 217 224 226 225 222 215 201 179 1,027 2,069

Federal Debt, End of Year

Debt Held by the Public 3,540 3,816 4,013 4,142 4,212 4,233 4,217 4,165 4,077 3,854 3,456 3,003 n.a. n.a.

Debt Held by Government Accounts
Social Security 1,329 1,491 1,664 1,857 2,070 2,301 2,551 2,819 3,106 3,409 3,727 4,058 n.a. n.a.
Other government accountsb 1,329 1,361 1,443 1,543 1,657 1,778 1,904 2,034 2,170 2,311 2,460 2,612 n.a. n.a.

Total 2,658 2,851 3,107 3,400 3,727 4,079 4,455 4,854 5,276 5,721 6,187 6,671 n.a. n.a.

Gross Federal Debt 6,198 6,667 7,119 7,542 7,939 8,312 8,672 9,018 9,353 9,575 9,643 9,673 n.a. n.a.

Debt Subject to Limite 6,161 6,645 7,097 7,520 7,917 8,289 8,650 8,996 9,330 9,551 9,619 9,649 n.a. n.a.

Memorandum:
Debt Held by the Public
as a Percentage of GDP 34.3 35.5 35.5 34.7 33.5 31.9 30.2 28.3 26.3 23.7 20.3 16.8 n.a. n.a.

Source: Congressional Budget Office.

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

a. Excludes interest costs of debt issued by agencies other than the Treasury (primarily the Tennessee Valley Authority).
b. Principally the Civil Service Retirement, Military Retirement, Medicare, and Unemployment Insurance Trust Funds.
c. Primarily interest on loans to the public.
d. Earnings on private investments by the National Railroad Retirement Investment Trust.
e. Differs from gross federal debt primarily because it excludes most debt issued by agencies other than the Treasury. The current debt limit is $6,400 billion.
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Table 6.

Comparison of CBO’s March 2003 Baseline and the Administration’s
February 2003 Current-Services Baseline
(In billions of dollars)

2003 2004 2005 2006 2007 2008

Total,
2004-
2008

CBO’s March 2003 Baseline
Revenues

On-budget 1,360 1,466 1,617 1,741 1,853 1,963 8,640
Off-budget   532    558    588    619    651    685  3,101

Total 1,891 2,024 2,205 2,360 2,504 2,647 11,741

Outlays
Discretionary 805 837 854 868 886 911 4,356
Mandatory 1,177 1,223 1,277 1,332 1,403 1,484 6,720
Net interest    155    164    197    217    224    226   1,027

Total 2,137 2,224 2,328 2,417 2,513 2,621 12,103
On-budget 1,768 1,839 1,935 2,010 2,093 2,187 10,063
Off-budget 369 385 393 407 420 434 2,040

Deficit (-) or Surplus
On-budget -408 -373 -317 -269 -240 -224 -1,423
Off-budget  163  173  195 212 231 250 1,061

Total -246 -200 -123 -57 -9 27 -362

Administration’s February 2003 Current-Services Baseline
Revenues

On-budget 1,335 1,475 1,646 1,738 1,825 1,919 8,603
Off-budget    532    556    590    615    644    673   3,078

Total 1,867 2,031 2,235 2,352 2,469 2,593 11,681

Outlays
Discretionary 785 795 813 825 843 862 4,138
Mandatory 1,185 1,221 1,269 1,318 1,387 1,465 6,660
Net interest    161    173    193    205    211    214      996

Total 2,131 2,189 2,276 2,348 2,440 2,541 11,794
On-budget 1,760 1,805 1,883 1,944 2,024 2,112 9,768
Off-budget 371 384 393 403 416 430 2,026

Deficit (-) or Surplus
On-budget -425 -330 -237 -207 -199 -192 -1,166
Off-budget  160  172 197 211 228 243 1,052

Total -264 -158 -40 5 29 51 -114

(Continued)
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Table 6.

Continued

(In billions of dollars)

2003 2004 2005 2006 2007 2008

Total,
2004-
2008

Difference (CBO minus Administration)
Revenues

On-budget 24 -9 -29 3 29 44 38
Off-budget   *  2   -2 4   7 11 23

Total 24 -7 -30 7 35 55 60

Outlays
Discretionary 20 42 40 43 44 49 218
Mandatory -8 2 8 14 16 19 60
Net interest -6 -10   3 12 13 11   31

Total 6 35 52 69 73 79 309
On-budget 8 34 51 65 69 75 295
Off-budget -2 1 1 4 4 4 14

Deficit or Surplus
On-budget 16 -42 -80 -62 -41 -31 -257
Off-budget  2    1   -2     *    3    7     9

Total 18 -42 -82 -62 -38 -25 -248

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

Note: * = between zero and $500 million.
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Table 7.

Sources of Differences Between CBO’s and the Administration’s
Estimates of the President’s Budget
(In billions of dollars)

2003 2004 2005 2006 2007 2008

Total,
2004-
2008

Administration’s Estimate

Deficit Under the President’s Budget -304 -307 -208 -201 -178 -190 -1,084

Sources of Differences Between CBO and the Administration

Revenues
Baseline differences 24 -7 -30 7 35 55 60
Policy differences  -4   -8   -5   3   * -2 -13

Total Revenue Differences 20 -15 -35 10 35 52 47

Outlays
Discretionary 13 17 -1 -3 -3 -4 7

Mandatory
Baseline differences -8 2 8 14 17 19 60
Policy differences   3 7 13   4   4   3 30

Subtotal, mandatory -5 9 21 18 21 21 90

Net interest -6 -10   6 12 12 11   31

 Total Outlay Differences 3 16 26 27 30 28 128

All Differences 18 -31 -62 -17 6 24 -80

CBO’s Estimate

Deficit Under the President’s Budget -287 -338 -270 -218 -173 -166 -1,164

Memorandum:
Economic Differences

Revenues -10 -13 2 26 46 60 121
Outlays   *   -1 10 23 29 31   93

Total -9 -12 -9 2 17 29 28

Technical Differences
Revenues 30 -2 -37 -16 -11 -8 -73
Outlays   3  17  16    4     * -2    35

Total 27 -18 -53 -20 -11 -5 -108

Sources: Congressional Budget Office; Joint Committee on Taxation.

Note: * = between -$500 million and $500 million.
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Table 8.

CBO’s Estimate of the Effect of the President’s Budgetary Proposals
(In billions of dollars)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

Baseline Deficit (-) or Surplus as
Projected in March 2003 by CBO -246 -200 -123 -57 -9 27 61 96 231 405 459 -362 891

Effect of the President’s Revenue Proposals
Extend expiring EGTRRA provisions * -1 -1 -1 -1 -2 -2 -2 -134 -224 -234 -5 -602
Provide dividend exclusion -8 -23 -26 -29 -32 -36 -39 -44 -48 -52 -59 -147 -388
Accelerate individual income tax cuts -25 -78 -51 -27 -19 -15 -12 -8 -1 0 0 -190 -211
Extend experimentation credit 0 -1 -3 -4 -5 -6 -7 -7 -7 -8 -8 -19 -56
Increase AMT exemption -1 -9 -14 -13 0 0 0 0 0 0 0 -36 -36
Increase expensing for small businesses -1 -3 -3 -3 -3 -3 -3 -2 -2 -2 -2 -15 -27
Provide deduction for long-term

care insurance 0 * * -1 -1 -2 -2 -2 -3 -3 -3 -4 -18
Provide charitable contribution

deduction for nonitemizers * -1 -1 -1 -1 -1 -2 -2 -2 -2 -2 -7 -15
Provide tax credit for affordable

single-family housing 0 * * * -1 -1 -2 -2 -3 -3 -3 -2 -15
Provide refundable health

insurance credit 0 * -1 -1 -1 -1 -1 -1 -2 -2 -2 -5 -13
Expand tax-free savings 2 3 3 3 1 * -2 -3 -4 -4 -5 10 -7
Extend AMT treatment of

nonrefundable personal credits 0 * * * 0 0 0 0 0 0 0 -1 -1
Other proposalsa   -1     -5     -7   -7   -7   -7   -7   -7     -7     -6     -6   -32    -66

Total Revenue Effect -35 -117 -105 -87 -71 -74 -78 -81 -212 -307 -324 -454 -1,455

Effect of the President’s Outlay Proposals
Discretionary spending

Defense 0 -1 2 8 13 22 28 32 34 36 38 44 211
Nondefense 0   * -7 -9 -10 -11 -11 -13 -14 -16 -17 -37 -108

Subtotal, discretionary 0 -1 -4 -1 2 11 17 19 20 20 21 7 104

Mandatory spending
Medicareb 0 6 10 33 38 43 46 49 53 58 64 130 400
Medicaid and SCHIPc 0 8 7 9 8 9 9 9 8 4 1 40 72
Health care tax credit 0 0 5 6 6 6 6 6 6 5 5 23 51
Earned income and child tax credits 4 1 5 4 4 4 4 2 * 11 11 17 45
Postal Service 3 3 3 3 3 4 4 4 5 5 5 15 38
Unemployment insurance 0 0 0 * 1 2 3 3 3 3 3 2 17
Reemployment benefits 0 3 1 0 0 0 0 0 0 0 0 4 4
Customs fees 0 -1 -1 -2 -2 -2 -2 -2 -2 -2 -2 -8 -18
ANWR 0 0 0 -2 * * * * * * * -2 -2
Spectrum auctions 0 0 * * 2 2 * -1 -1 -3 -3 5 -2
Other -2   1   4  3   2  1   1   1   1   1   1   11  17

Subtotal, mandatory 6 20 33 55 63 68 70 72 73 83 86 239 621

(Continued)
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Table 8.

Continued
(In billions of dollars)

2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

Net interest *   3 13 20 28   39   50   65   80 102 131 103    530

Total Outlay Effect 6 21 42 74 93 118 136 156 173 205 237 348 1,255

Total Impact on the Surplus -41 -138 -147 -161 -164 -192 -214 -237 -385 -511 -561 -802 -2,710

Deficit Under the President’s Proposals -287 -338 -270 -218 -173 -166 -153 -141 -154 -106 -102 -1,164 -1,820

Sources: Congressional Budget Office; Joint Committee on Taxation.

Notes: * = between -$500 million and $500 million; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; AMT = alternative minimum tax; SCHIP
= State Children’s Health Insurance Program; ANWR = Arctic National Wildlife Refuge. 

Estimates of most of the revenue proposals were provided by the Joint Committee on Taxation and are preliminary.

a. Includes interaction effect from enacting all provisions together.
b. CBO did not have enough detail to make an independent estimate of the allowance for modernizing Medicare.  Instead, it used the estimate  contained in the President’s

budget.
c. CBO did not have enough detail to make an independent estimate of the proposal to allow states to convert their funding for Medicaid and SCHIP into a block grant.

Instead, it calculated the cost of the proposal as the difference between the Administration’s estimate of total spending for Medicaid and SCHIP (for states assumed
to choose the grants) and CBO’s baseline estimate.
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Table 9.

Comparison of Discretionary Budget Authority Enacted for 2003 and
the President’s Request for 2004, by Budget Function
(In billions of dollars)

Increase or Decrease (-)

Budget Function
2003

Enacted
2004

Request
Billions of

Dollars Percent

Defense Discretionary 392.1 400.1 7.9 2.0

Nondefense Discretionary 
International affairs 25.4 28.7 3.2 12.8
General science, space, and technology 23.0 23.5 0.4 1.8
Energy 3.2 3.7 0.5 15.2
Natural resources and environment 29.2 27.9 -1.3 -4.4
Agriculture 5.7 5.3 -0.4 -7.6
Commerce and housing credita 0.2 -0.5 -0.6 n.a.
Transportation 22.6 22.7 0.1 0.4
Community and regional development 11.7 14.2 2.5 21.1
Education, training, employment, and

social services 72.9 77.5 4.6 6.3
Health 49.5 49.6 0.2 0.3
Medicare (Administrative costs) 3.8 3.7 -0.1 -1.6
Income security 44.0 45.8 1.8 4.1
Social Security (Administrative costs) 3.8    4.3 0.4 11.7
Veterans benefits and services 26.5 28.2 1.6 6.1
Administration of justice 36.3 34.2 -2.1 -5.8
General government   15.7   17.8   2.1 13.2

Total Nondefense 373.7 386.6 12.9 3.5

Total Discretionary 765.8 786.6 20.8 2.7

Memorandum:
Department of Homeland Security 21.3 27.1 5.8 27.5
Transportation Obligation Limitations 41.3 39.6 -1.7 -4.1

Source: Congressional Budget Office.

Note: n.a. = not applicable.

a. Includes certain receipts (such as those from loan guarantees made by the Federal Housing Administration’s Mutual Mortgage Insurance Program) and other
collections (such as those from the Securities and Exchange Commission) that are recorded as negative budget authority and outlays.
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Table 10.

Discretionary Spending Under the President’s Budget and CBO’s Baseline
(In billions of dollars)

  
Actual
2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012 2013

Total,
2004-
2008

Total,
2004-
2013

CBO’s Estimate of Discretionary Spending Under the President’s Budgeta

Budget Authority
Defense 361 392 400 419 440 460 480 493 507 521 536 550 2,199 4,807
Nondefense 374 374 387 395 403 413 424 435 446 458   469   482 2,021 4,310

Total 735 766 787 814 842 872 904 928 953 979 1,005 1,032 4,220 9,117

Outlays
Defense 349 386 401 414 425 438 462 480 497 516 523 543 2,140 4,698
Nondefense 385 418 435 436 441 451 460 472 484   496   508   521 2,223 4,705

Total 734 805 836 849 867 889 922 952 980 1,011 1,031 1,064 4,363 9,402

CBO’s Baseline for Discretionary Spending
Budget Authority

Defense 361 392 402 412 423 434 446 459 471 485 498 512 2,117 4,543
Nondefense 374 374 389 398 409 420 431 443 455 468 481   494 2,047 4,388

Total 735 766 791 810 832 854 877 901 927 953 979 1,007 4,164 8,931

Outlays
Defense 349 386 402 411 418 425 440 452 465 481 487 505 2,096 4,486
Nondefense 385 418 436 442 450 461 471 484 496 510   524   538 2,260 4,812

Total 734 805 837 854 868 886 911 936 961 991 1,011 1,043 4,356 9,299

Source: Congressional Budget Office.

Note: Discretionary outlays are usually higher than budget authority because of spending from the Highway Trust Fund and the Airport and Airways Trust Fund, which
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.

a. The President’s budget specifies discretionary spending only through 2008.  The numbers shown here for discretionary spending after 2008 under the President’s
budget are projections by CBO using its baseline rates of inflation.
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Table 11.

Comparison of CBO’s and the Administration’s Estimates of the Effect
of the President’s Budgetary Proposals
(In billions of dollars)

Difference
CBO Administration (CBO minus Administration)

Total,
2004-2008

Total,
2004-2013

Total,
2004-2008

Total,
2004-2013

Total,
2004-2008

Total,
2004-2013

Total Baseline Deficit (-) or Surplus
as Projected in March 2003 by CBO -362 891 -114 n.a. -248 n.a.

Effect of the President’s Revenue Proposals
Extend expiring EGTRRA provisions -5 -602 -6 -498 1 -103
Provide dividend exclusion -147 -388 -140 -360 -6 -28
Accelerate individual income tax cuts -190 -211 -185 -214 -5 3
Extend experimentation credit -19 -56 -23 -68 4 12
Increase AMT exemption -36 -36 -26 -26 -10 -10
Increase expensing for small businesses -15 -27 -8 -15 -7 -13
Provide deduction for long-term care insurance -4 -18 -7 -28 2 10
Provide charitable contribution deduction

for nonitemizers -7 -15 -6 -13 -1 -2
Provide tax credit for affordable single-

family housing -2 -15 -2 -16 * 1
Provide refundable health insurance credit -5 -13 -3 -2 -2 -12
Expand tax-free savings 10 -7 15 2 -4 -9
Extend AMT treatment of nonrefundable

personal credits -1 -1 -18 -18 17 -17
Other proposalsa   -32      -66   -32     -52   -1   -14

Total Revenue Effect -454 -1,455 -441 -1,307 -13 -148

Effect of the President’s Outlay Proposals
Discretionary spending

Defense 44 211 111 n.a. -67 n.a.
Nondefense -37 -108 108 n.a. -145 n.a.

Subtotal, discretionary 7 104 218 n.a. -211 n.a.

Mandatory spending
Medicareb 130 400 130 400 0 0
Medicaid and SCHIPc 40 72 10 -3 30 75
Health care tax credit 23 51 31 88 -7 -37
Earned income and child tax credits 17 45 18 50 -1 -4
Postal Service 15 38 9 31 6 7
Unemployment insurance 2 17 2 17 * *
Reemployment benefits 4 4 2 2 2 2
Customs fees -8 -18 -8 -19 * 1
ANWR (Net of payments to Alaska) * * -1 -2 1 1
Spectrum auctions 5 -2 5 -4 1 2
Other     9   15   11     8  -1   8

Subtotal, mandatory 239 621 209 568 30 54

Net interest 103    530 102 n.a.       * n.a.

Total Outlay Effect 348 1,255 529 n.a. -181 n.a.

Total Impact on the Surplus -802 -2,710 -970 n.a. 168 n.a.

Total Deficit Under the President’s Proposals -1,164 -1,820 -1,084 n.a. -80 n.a.

(Continued)
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Table 11.

Continued

(In billions of dollars)
Difference

CBO Administration (CBO minus Administration)
Total,

2004-2008
Total,

2004-2013
Total,

2004-2008
Total,

2004-2013
Total,

2004-2008
Total,

2004-2013

Memorandum:
Economic Growth Packaged

Effect on revenues -388 -663 -359 -615 -28 -48
Effect on outlays 22 27 20 27 1 *

Sources: Congressional Budget Office; Joint Committee on Taxation; Office of Management and Budget. 

Note: * = between -$500 million and $500 million; n.a. = not applicable; EGTRRA = Economic Growth and Tax Relief Reconciliation Act of 2001; AMT = alternative
minimum tax; SCHIP = State Children’s Health Insurance Program; ANWR = Arctic National Wildlife Refuge.

a. Includes interaction effect from enacting all provisions together.
b. CBO did not have enough detail to make an independent estimate of the allowance for modernizing Medicare.  Instead, it used the estimate  contained in the President’s

budget.
c. CBO did not have enough detail to make an independent estimate of the proposal to allow states to convert their funding for Medicaid and SCHIP into a block grant.

Instead, it calculated the cost of the proposal as the difference between the Administration’s estimate of total spending for Medicaid and SCHIP (for states assumed
to choose the grants) and CBO’s baseline estimate.

d. Includes seven provisions affecting revenues: acceleration of the 10 percent individual income tax bracket expansion, acceleration of the reduction in individual
income tax rates, acceleration of marriage-penalty relief, acceleration of the increase in the child tax credit, elimination of double taxation of corporate earnings,
increase in expensing for small businesses, and provision of alternative minimum tax relief to individuals. Also includes two provisions affecting outlays: personal
reemployment accounts and the refundable portion of the child tax credit.
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Table 12.

Comparison of CBO’s, the Administration’s, and Private-Sector Economic
Projections for Calendar Years 2003 Through 2008

Projected
Estimate Forecast Annual Average,

2002 2003 2004 2005-2008

Nominal GDP (Billions of dollars)
CBO 10,443 10,880 11,465 14,154a

Administration 10,442 10,884 11,447 13,919a

March Blue Chip 10,446 10,948 11,499 n.a.

Nominal GDP (Percentage change)
CBO 3.6 4.2 5.4 5.4
Administration 3.6 4.2 5.2 5.0
March Blue Chip 3.6 4.3 5.5 5.4b

Real GDP (Percentage change)
CBO 2.4 2.5 3.6 3.2
Administration 2.4 2.9 3.6 3.3
March Blue Chip 2.5 2.6 3.6 3.2b

GDP Price Index (Percentage change)
CBO 1.1 1.6 1.7 2.1
Administration 1.1   1.3 1.5 1.7
March Blue Chip 1.1 1.6 1.8 2.2b

Consumer Price Index (Percentage change)
CBO 1.6 2.3 2.2 2.5
Administration 1.6 2.2 2.1 2.2   
March Blue Chip 1.6 2.3 2.3 2.6b

Unemployment Rate (Percent)
CBO 5.8 5.9 5.7 5.3
Administration 5.8 5.7 5.5 5.1
March Blue Chip 5.8 5.9 5.6 5.2b

(Continued)



48 AN ANALYSIS OF THE PRESIDENT’S BUDGETARY PROPOSALS FOR FISCAL YEAR 2004

Table 12.

Continued

Projected
Estimate Forecast Annual Average,

2002 2003 2004 2005-2008

Ten-Year Treasury Note Rate (Percent)
CBO 4.6 4.4 5.2 5.8
Administration 4.6 4.2 5.0 5.5
March Blue Chip 4.6 4.2 5.1 5.7b

Tax Basesd (Percentage of GDP)
Corporate book profits

CBO 6.2 6.8 7.3 9.2
Administration 6.3 7.1 7.2 8.4

Wages and salaries
CBO 48.1 48.1 48.1 48.0
Administration 48.1 48.5 48.7 48.7

Tax Basesd (Billions of dollars)
Corporate book profits

CBO 653 739 842 1,267a

Administration 659 771 830 1,120a

Wages and salaries
CBO 5,025 5,237 5,518 6,782a

Administration 5,021 5,275 5,575 6,757a

Sources: Congressional Budget Office; Office of Management and Budget; Aspen Publishers, Inc., Blue Chip Economic Indicators (March 10, 2003); Department
of Commerce, Bureau of Economic Analysis; Federal Reserve Board; Department of Labor, Bureau of Labor Statistics.

Notes: Percentage changes are year over year.

n.a. = not applicable.

Since the publication of an interim version of this report earlier this month, this table has been updated to include figures from the March Blue Chip survey.

a. Level in 2008.
b. Based on the 2005-2009 period.
c. The consumer price index for all urban consumers.
d. The Blue Chip survey does not include projections of tax bases.
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Table 13.

CBO’s Estimates of the Effective Marginal Federal Tax Rates on Labor
(In percent)

Calendar Year
Tax Rates Under

Current Law
Tax Rates Under

President’s Budget
Percentage-Point

Difference Percentage Change

2003 30.0 28.2 -1.8 -5.9
2004 29.7 28.4 -1.3 -4.3
2005 29.7 28.5 -1.1 -3.8
2006 29.2 29.2 -0.1 -0.3

2007 29.5 29.5 0 0
2008 29.7 29.7 0 0
2009 29.7 29.7 0 0
2010 30.2 30.2 0 0

2011 32.0 30.5 -1.5 -4.6
2012 32.0 30.5 -1.5 -4.6
2013 32.4 31.0 -1.3 -4.1

Source: Congressional Budget Office.

Note: Includes federal individual income taxes and payroll taxes.
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Table 14.

CBO’s Estimates of the Effective Marginal Federal Tax Rates on Capital
(In percent)

Calendar Year
Tax Rates Under

Current Law
Tax Rates Under

President’s Budget
Percentage-Point

Difference Percentage Change

2003 13.8 12.6 -1.2 -8.5
2004 13.7 12.6 -1.1 -8.1
2005 13.7 12.6 -1.1 -8.2
2006 13.5 12.5 -0.9 -6.9

2007 13.5 12.5 -0.9 -7.0
2008 13.5 12.5 -1.0 -7.1
2009 13.5 12.5 -1.0 -7.1
2010 13.5 12.5 -1.0 -7.2

2011 14.1 12.6 -1.5 -10.5
2012 14.1 12.6 -1.5 -10.5
2013 14.1 12.6 -1.5 -10.6

Source: Congressional Budget Office.

Note: Includes federal individual and corporate income taxes.
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Table 15.

CBO’s Estimates, from Supply-Side Models, of the Effect of the President’s
Budgetary Proposals on Real Gross Domestic Product
(Average percentage change from CBO’s baseline)

2004-2008 2009-2013

Without Forward-Looking Behavior

Textbook Growth Model -0.2 -0.7

With Forward-Looking Behavior

Closed-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -0.3 -1.5
Higher taxes after 2013 0.5 0.3

Open-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -0.6 -0.5
Higher taxes after 2013 0.3 0.6

Infinite-Horizon Growth Model
Lower government consumption after 2013 0.2 -0.6
Higher taxes after 2013 0.9 1.4

Memorandum: Effect on Real Gross National Product
Open-Economy Life-Cycle Growth Model

Lower government consumption after 2013 -0.8 -2.0
Higher taxes after 2013 0.3 0

Source: Congressional Budget Office.

Notes: The “textbook” growth model is an enhanced version of a model developed by Robert Solow, a pioneer of growth-accounting theory.  For a detailed description
of the model, see Congressional Budget Office, CBO’s Method for Estimating Potential Output: An Update (August 2001).  The life-cycle growth model, developed
by CBO, is described in Shinichi Nishiyama and Kent Smetters, “Consumption Taxes and Economic Efficiency in a Stochastic OLG Economy,” Technical Paper
2002-6 (December 2002), available from CBO’s Macroeconomic Analysis Division or at www.cbo.gov/tech.cfm.   The infinite-horizon growth model is an enhanced
version of a model first developed by Frank Ramsey; see Robert J. Barro and Xavier-I-Martin, Economic Growth (New York: McGraw-Hill, 1995).  The three
models reflect a wide range of assumptions about the extent to which people are forward-looking in their behavior: in the textbook model, their foresight is
the least, while in the infinite-horizon model, it is perfect and extends infinitely to include a full consideration of effects on descendants.

In models with forward-looking behavior, CBO had to make assumptions about how the President’s budget would be financed after 2013. CBO chose two
alternatives—cutting government consumption or raising taxes.

Real gross domestic product (GDP) is GDP adjusted for inflation.
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Table 16.

CBO’s Estimates, from Supply-Side Models, of the Cumulative Budgetary
Impact of the President’s Proposals
(In billions of dollars)

2004-2008  2009-2013  

Conventional Estimate of the President’s Proposalsa -802 -1,908

Budgetary Cost of the President’s Proposals with Macroeconomic Feedbacks

Textbook Growth Model -847 -2,126

Closed-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -846 -2,194
Higher taxes after 2013 -745 -1,817

Open-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -880 -2,013
Higher taxes after 2013 -753 -1,760

Infinite-Horizon Growth Model
Lower government consumption after 2013 -775 -1,989
Higher taxes after 2013 -680 -1,587

Budgetary Savings or Cost (-) from Macroeconomic Feedbacks
as a Percentage of the Conventional Estimateb

Textbook Growth Model -6 -11

Closed-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -6 -15
Higher taxes after 2013 7 5

Open-Economy Life-Cycle Growth Model
Lower government consumption after 2013 -10 -5
Higher taxes after 2013 6 8

Infinite-Horizon Growth Model
Lower government consumption after 2013 3 -4
Higher taxes after 2013 15 17

Source: Congressional Budget Office.

Notes: The “textbook” growth model is an enhanced version of the model developed by Robert Solow, a pioneer of growth-accounting theory.  For a detailed description
of the model, see Congressional Budget Office, CBO’s Method for Estimating Potential Output: An Update (August 2001). The life-cycle growth model,
developed by CBO, is described in Shinichi Nishiyama and Kent Smetters, “Consumption Taxes and Economic Efficiency in a Stochastic OLG Economy,” Technical
Paper 2002-6 (December 2002), available from CBO’s Macroeconomic Analysis Division or at www.cbo.gov/tech.cfm. The infinite-horizon growth model
is an enhanced version of a model first developed by Frank Ramsey; see Robert J. Barro and Xavier-I-Martin, Economic Growth (New York: McGraw-Hill,
1995).  The three models reflect a wide range of assumptions about the extent to which people are forward-looking in their behavior: in the textbook model,
their foresight is the least, while in the infinite-horizon model, it is perfect and extends infinitely to include a full consideration of effects on descendants.

In models with forward-looking behavior, CBO had to make assumptions about how the President’s budget would be financed after 2013. CBO chose two
alternatives—cutting government consumption or raising taxes.

a. CBO’s estimate of the budgetary impact assuming no macroeconomic feedbacks.
b. A negative number means that the macroeconomic feedbacks are estimated to increase the budgetary cost; a positive number, that they are estimated to reduce

it (or provide savings).
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Table 17.

CBO’s Estimates of the Effects of the President’s Budgetary Proposals
from Macroeconometric Models
(Percentage change from CBO’s baseline)

Type of Effect/Model 2003 2004 2005 2006 2007 2008
Average,

2004-2008

Nominal Gross Domestic Product

Supply-Side Contribution
    Macroeconomic Advisers 0.3 0.1 0.2 -0.3 -0.3 -0.4 -0.1
    Global Insight 0.2 0.4 0.3 0.2 0.1 0.2 0.2
Cyclical Contribution
    Macroeconomic Advisers 0.1 1.3 1.6 1.9 1.2 0.9 1.4
    Global Insight 0.3 1.1 1.7 2.1 2.6 2.9 2.1
Total Effect
    Macroeconomic Advisers 0.4 1.4 1.7 1.6 0.9 0.5 1.2
    Global Insight 0.5 1.5 2.0 2.3 2.6 3.1 2.3

Real (Inflation-Adjusted) Gross Domestic Product
Supply-Side Contribution
    Macroeconomic Advisers 0.3 0 0 -0.5 -0.5 -0.6 -0.3
    Global Insight 0.1 0.3 0.1 -0.2 -0.4 -0.6 -0.2
Cyclical Contribution
    Macroeconomic Advisers 0.1 1.3 1.1 1.0 -0.1 -0.6 0.5
    Global Insight 0.3 1.0 1.5 1.7 1.9 2.0 1.6
Total Effect
    Macroeconomic Advisers 0.5 1.3 1.1 0.5 -0.6 -1.2 0.2
    Global Insight 0.4 1.3 1.5 1.6 1.5 1.4 1.4

Real Gross Private Domestic Investmenta

Supply-Side Contribution
    Macroeconomic Advisers 0.5 -3.9 -3.9 -5.7 -3.2 -3.8 -4.1
    Global Insight 0.1 -1.1 -3.3 -4.8 -5.7 -6.2 -4.2
Cyclical Contribution
    Macroeconomic Advisers 0.6 6.9 4.4 1.7 -5.2 -5.4 0.5
    Global Insight 0.8 3.4 5.4 6.4 6.6 6.5 5.6
Total Effect
    Macroeconomic Advisers 1.1 3.0 0.5 -4.0 -8.4 -9.2 -3.6
    Global Insight 0.9 2.4 2.1 1.6 1.0 0.3 1.5

Employment
Supply-Side Contribution
    Macroeconomic Advisers 0.2 0.4 0.2 0 -0.1 0 0.1
    Global Insight 0.2 0.4 0.3 0.1 -0.1 -0.1 0.1
Cyclical Contribution
    Macroeconomic Advisers 0 0.6 0.8 0.5 0 -0.5 0.3
    Global Insight 0.1 0.6 1.0 1.2 1.3 1.2 1.1
Total Effect
    Macroeconomic Advisers      0.3 1.0 1.0 0.6 -0.1 -0.5 0.4
    Global Insight      0.3 0.9 1.3 1.3 1.2 1.1 1.2

(Continued)
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Table 17.

Continued

(Percentage change from CBO’s baseline)

Type of Effect/Model 2003 2004 2005 2006 2007 2008
Average,

2004-2008

Real Consumption
Supply-Side Contribution
    Macroeconomic Advisers      0.4 0.1 0 -0.2 0.1 0.1 0
    Global Insight      0.2 0.5 0.6 0.7 0.8 0.8 0.7
Cyclical Contribution
    Macroeconomic Advisers      0.1 1.2 1.1 0.9 -0.2 -0.7 0.4
    Global Insight      0.3 1.0 1.3 1.3 1.4 1.4 1.3
Total Effect
    Macroeconomic Advisers 0.5 1.3 1.1 0.7 -0.2 -0.6 0.5
    Global Insight 0.5 1.4 1.9 2.0 2.2 2.2 2.0

Source: Congressional Budget Office.

Note: The models, constructed by Macroeconomic Advisers and Global Insight (formerly DRI-WEFA), are designed primarily to capture short-run business-cycle
developments. However, to estimate supply-side contributions, CBO incorporated assumptions that held the unemployment rate at its baseline level and thereby
purged the simulations of cyclical effects.

a. Includes investment in business plants and equipment, housing, and inventories.
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Table 18.

CBO’s Estimates of the Budgetary Impact of the President’s Proposals
from Macroeconometric Models

2003 2004 2005 2006 2007 2008

Total,
2004-
2008

In Billions of Dollars

Baseline Deficit (-) or Surplus -246 -200 -123 -57 -9 27 -362

Conventional Estimate of the President’s Proposalsa   -41 -138 -147 -161 -164 -192 -802

Deficit Under the President’s Proposalsa -287 -338 -270 -218 -173 -166 -1,164

Additional Budgetary Impact from
Macroeconomic Feedbacks

Macroeconomic Advisers’ model 7 21 8 -10 -40 -54 -75
Global Insight’s model 11 31 38 46 53 63 231

Deficit Under the President’s Proposals with
Macroeconomic Feedbacks Incorporated

Macroeconomic Advisers’ model -280 -318 -262 -228 -212 -219 -1,239
Global Insight’s model -275 -307 -232 -172 -120 -102 -933

Memorandum:
Budgetary Impact of the President’s Proposals
with Macroeconomic Feedbacks Incorporated

Macroeconomic Advisers’ model -34 -118 -139 -171 -204 -246 -877
Global Insight’s model -29 -107 -109 -115 -111 -129 -571

Budgetary Savings or Cost (-) from Macroeconomic Feedbacks
as a Percentage of the Conventional Estimateb

Macroeconomic Advisers’ Model 16 15 5 -6 -24 -28 -9
Global Insight’s Model 27 22 26 28 32 33 29

Source: Congressional Budget Office.

Notes: The models, constructed by Macroeconomic Advisers and Global Insight (formerly DRI-WEFA), are designed primarily to capture short-run business-cycle
developments.

The results presented here reflect both supply-side and cyclical contributions.

a. Assumes no macroeconomic feedbacks.
b. A negative number means that macroeconomic feedbacks are estimated to increase the budgetary cost; a positive number, that they are estimated to reduce it (or

provide savings).
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Table 19.

CBO’s Estimates of the Budgetary Impact of the President’s Proposals
from Macroeconometric Models, by Source of Contribution
(In billions of dollars)

2003 2004 2005 2006 2007 2008

Total,
2004-
2008

Cyclical Contribution
Revenues

Macroeconomic Advisers 8 29 40 43 34 29 175
Global Insight 9 25 43 61 79 96 304

Outlays
Macroeconomic Advisers 2 4 22 41 60 66 193
Global Insight 0 -2 5 4 9 10 27

Deficit (-) or Surplus
Macroeconomic Advisers 6 25 18 2 -26 -37 -18
Global Insight 9 27 38 57 70 86 277

Supply-Side Contribution
Revenues

Macroeconomic Advisers 0 -1 -2 -3 -4 -4 -14
Global Insight 3 7 4 -1 -5 -3 2

Outlays
Macroeconomic Advisers 0 3 9 10 9 12 43
Global Insight 1 3 4 10 12 20 48

Deficit (-) or Surplus
Macroeconomic Advisers 0 -4 -11 -13 -13 -16 -57
Global Insight 2 4 0 -11 -17 -23 -46

Cyclical and Supply-Side Contributions
Revenues

Macroeconomic Advisers 8 28 38 40 30 25 161
Global Insight 12 32 47 60 74 93 306

Outlays
Macroeconomic Advisers 1 7 30 50 70 79 236
Global Insight 1 1 9 14 21 30 75

Deficit (-) or Surplus
Macroeconomic Advisers 7 21 8 -10 -40 -54 -75
Global Insight 11 31 38 46 53 63 231

Source: Congressional Budget Office.

Note: The models, constructed by Macroeconomic Advisers and Global Insight (formerly DRI-WEFA), are designed primarily to capture short-run business-cycle
developments. To estimate supply-side contributions, CBO incorporated assumptions that held the unemployment rate at its baseline level and thereby purged
the simulations of cyclical effects.








