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Congressional Budget Office’s Preliminary Analysis of
President Obama’s Fiscal Year 2012 Budget

SUMMARY

The Congressional Budget Office’s (CBO) Preliminary Analysis of the President’s FY 2012 Budget released
on Friday is further indication that the nation continues to face serious long-term fiscal challenges.
Under the President’s proposed budget, CBO estimates that by 2021:

* Federal debt will climb to 87 percent of gross domestic product (GDP).
* Interest costs will consume more than one-fifth of total revenues.
* Tax cuts and resulting interest costs fully explain the projected increase in debt.

These projections provide fresh evidence that the nation’s fiscal policy is on an unsustainable course and
changes in policy will be needed. Failing to address these budgetary imbalances will eventually harm
the economy: international evidence suggests that countries with government debts above 90 percent
of GDP grow more slowly.

The CBO issues its analysis of the President’s budget annually to help the Congress prepare the fiscal
year budget. The report compares the CBO’s projections of the budget under current law and under the
President’s policies. The CBO is a nonpartisan and independent agency of the Congress.

HIGHLIGHTS

CBOQ’s Estimate of the President’s Budget, FY 2012

2011 2012 2021 10-Year Total:
2012-2021
In Billions of Dollars

Revenue 2,229 2,524 4,579 36,702

Spending 3,655 3,708 5,756 46,172

Deficits 1,425 1,164 1,158 9,470

Debt held by the public 10,389 11,661 20,806 n.a.

In Percent of GDP

Deficits 9.5 7.4 4.9 4.8

Debt Held by the 69.1 74.3 87.4 n.a.
Public

Source: Congressional Budget Office, Preliminary Analysis of the President’s Budget for 2012, March 2011.
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WHAT IS THE OUTLOOK FOR DEBT AND DEFICITS?

In its latest analysis, the CBO projects that deficits under the President’s budget will remain stubbornly
high over the next decade. Although deficits are projected to decline from 9.5 percent of GDP in 2011,
they do not fall below 4.1 percent of GDP at any point during the next 10 years. Moreover, after four
years of improvement, deficits begin to creep back up and reach 4.9 percent of GDP in 2021.

By contrast, if policymakers simply maintained current law and did not make any additional changes to
the nation’s budget policies (beyond what is already scheduled in law), the deficit would stabilize at
about 3 percent over the next ten years. Under current law, the tax cuts that were enacted in 2001 and
2003 (and temporarily extended in 2010) would expire in 2012.
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SOURCE: Data from the Congressional Budget Office, Preliminary Analysis of the President’s Budget March 2011. Compiled by PGPF.

Under the President’s budget, the CBO projects that the federal debt will climb steadily over the decade
and eventually reach 87 percent of GDP in 2021. By contrast, if policymakers simply maintained current
law, the CBO projects that the debt would stabilize at about 75 percent of GDP over the next 10 years.
Although the CBO’s analysis is limited to 10 years, the President’s budget documents show that debt
would continue to grow in the following decades.
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- Federal debt held by the public increases more under the
" President’s budget than under current law

CBO's Analysis of the
100 President’s Proposals
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SOURCE: Data from the Office of Management and Budget, FY 2012 Budget of the United States, February 2011; and the Congressional Budget Office
Preliminary Analysis of the President’s Budget March 2011. Compiled by PGPF.

The projected rise of debt to 87 percent of GDP under the President’s budget is worrisome. Economists
Kenneth Rogoff and Carmen Reinhardt conducted research on the experience of several countries that
carried high levels of debt. They found that countries with debts above 90 percent of GDP tended to
grow more slowly than countries with lower levels of debt.

The Administration estimates that federal debt under the President’s policies would stabilize at 77
percent of GDP over the next 10 years. By contrast, the CBO does not expect debt to stabilize under the
President’s policies. Although a full accounting of the differences will not be available until the CBO
publishes its final analysis of the President’s budget next month, the differences likely stem from the
fact that the CBO does not assume that the economy recovers as quickly as the Administration does. The
CBO also makes different technical assumptions that can influence projections of the budgetary costs of
President’s various initiatives.

WHY DOES THE DEBT INCREASE?

The President’s budget proposes a substantial reduction in taxes relative to current law, and those tax
cuts are the main reason why federal debt climbs over the next 10 years. By the CBO’s calculations, the
Administration’s tax policies will reduce revenues by $2.3 trillion from 2012 to 2021.
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CBO’s Estimate of the Policy Changes Built into the President’s Budget (in Billions of Dollars

10-Year Total:

2012-2021
Current Law Baseline Deficits 6,737
Revenue adjustments
Extend Bush tax cuts for households earning less than 1,823
$250,000
Index the AMT starting at 2011 levels 683
Extend estate, gift, and generation-skipping transfer taxes 239
Cap the amount that deductions can reduce tax liability -293
Other tax adjustments -121
Total effect of revenue changes on deficits +2,331
Outlay adjustments
Mandatory programs 1,335
Discretionary programs -1,452
Subtotal, programs -117
Net interest 519
Total effect of outlay changes on deficits +402
Total effects of the President’s policies on deficits +2,733
Deficits under the President’s policies 9,470

Because of those tax cuts, the federal government will need to borrow more, which will significantly
raise the burden of servicing the nation’s debt. According to the CBO, net interest payments on the
federal debt will guadruple in nominal dollars over the next 10 years—growing from $260 billion in 2012
to $931 billion in 2021. Interest costs also will absorb a bigger share of total spending: net interest on
the federal debt is projected to rise from 7 percent of total spending in 2012 to 16 percent in 2021.
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« Interest costs more than double as a percentage of total
“ spending under the President’s policies
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SOURCE: Data from the Congressional Budget Office, Preliminary Analysis of the President’s Budget March 2011. Compiled by PGPF.

In assessing the relative riskiness of debt, credit analysts tend to look at interest costs as a share of
revenues. The CBO estimates that interest costs under the President’s budget will be 10 percent of
federal revenues this year, which is well above the levels seen in several other AAA-rated countries.
More worrisome, the CBO projects that interest costs will grow to more than 18 percent of revenues in
2018—just seven years from now. Some credit analysts believe that if interest costs were to reach that
level, the United States could risk losing its AAA status. A ratings downgrade would make Treasury
bonds and notes less attractive to investors and likely result in higher interest rates.

Although the President’s budget increases spending by about $400 billion, that increase stems entirely
from the growth of interest payments. Excluding interest costs, the CBO finds that the President’s
policies would actually reduce spending by $117 billion from 2012 to 2021.

SELECTED REVENUE POLICIES IN THE PRESIDENT’S BUDGET

The most significant revenue policies in the President’s budget are:

* Permanent extension of tax cuts for families earning less than $250,000 and individuals earning less
than $200,000; child credits; marriage-penalty relief; and lower rates on dividends and capital gains.

* Permanent indexing of the Alternative Minimum Tax (AMT) for inflation.

* Anincrease in the estate tax exemption to $3.5 million and a lowering of the top rate to 45 percent.

* Alimit on the deductions that high-income filers can claim.

The permanent extension of the tax cuts (and the other provisions in the first bullet) represents the
largest contributor to future deficits in the President’s budget. By the CBO’s estimates, it accounts for
more than 75 percent of the total change in projected revenues over the next 10 years.
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SELECTED SPENDING POLICIES IN THE PRESIDENT’S BUDGET

The President’s budget reduces programmatic spending by a modest amount over the next 10 years, but
also reallocates funding among various programs. Some programs receive more funding compared to
current law; other programs receive less. Over the next 10 years, the most significant changes are a:

e Freeze in Medicare’s payment rates for physicians’.

* Extension/expansion of certain refundable tax credits’.

* Increase in transportation funding.

« Reduction in funding for activities related to the wars in Afghanistan and Irag®.
* Afive-year freeze in non-security discretionary spending.

Although annual funding for non-defense spending (known as non-defense discretionary spending)
would fall by a cumulative total of about S600 billion over 10 years, most of the decline ($504 billion)
would stem from a reclassification of some transportation spending from discretionary spending to
mandatory spending.

WHAT ARE THE LONG-RUN IMPLICATIONS?

National leaders from both political parties have drawn attention to the significant long-term budgetary
challenges that the United States continues to confront. In the message accompanying his 2012 Budget,
President Obama warned that “the fiscal realities we face require hard choices.” House Speaker
Boehner has called for an “honest dialogue about the debt crisis we face” and Senate Majority Leader
Reid has said that “we need to start making tough decisions in order to achieve lasting solutions.”

The CBO report confirms that we need to go beyond the policies outlined in the President’s budget in
order to address our longer- term debt and deficits. The CBO projects that under the President’s
policies, by 2021federal debt will climb to almost 90 percent of GDP. Without a change to current
policies, debt is expected to grow even further.

The leading edge of the baby-boom generation turns 65 this year. Over the next decade and beyond,
spending pressures on Social Security, Medicare and Medicaid will begin to mount, yet revenues will not
keep pace. Failing to address the gap between spending and revenues could do great harm to our
families, our businesses, and our economy in the years ahead.

Although any action on the budget must recognize the fragility of the current state of the economy,
policymakers could significantly improve the outlook for the budget and economy by creating a credible
plan to reduce the deficit gradually over time as the economy recovers.

' Under current law, Medicare’s payment rates for physicians are expected to be cut by 29 percent in January
2012. Since the President’s proposal does not reduce physician payments as much, it raises Medicare spending.

2 A refundable tax credit provides a cash rebate to tax filers even if they owe no taxes; thus, these credits are
classified as outlays in the budget.

* The reduction in defense spending is compared to a current-law baseline that assumes a continuation of 2011
funding levels adjusted for inflation.
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