Summary

In fiscal year 2016, the federal budget deficit will
increase in relation to economic output for the first time
since 2009, the Congressional Budget Office estimates.
If current laws generally remained unchanged—an
assumption underlying CBO’s baseline projections—
deficits would continue to mount over the next 10 years,

and debt held by the public would rise from its already
high level.

CBO’s estimate of the deficit for 2016 has increased since
the agency issued its previous estimates in March, primar-
ily because revenues are now expected to be lower than
earlier anticipated.’ In contrast, the cumulative deficit
through 2026 is smaller in CBO’s current baseline pro-
jections than the shortfall projected in March, chiefly
because the agency now projects lower interest rates and
thus lower outlays for interest payments on federal debt.
Nevertheless, by 2026, the deficit is projected to be con-
siderably larger relative to gross domestic product (GDP)
than its average over the past 50 years.

CBO’s economic forecast—which serves as the basis for
its budget projections—indicates that, after a tepid
expansion in the first half of 2016, economic growth will
pick up in the second half of the year. That faster pace is
expected to continue through 2017 before moderating in
2018. In CBO’s estimation, the faster growth over the
next two years will spur hiring, increase employment and
wages, and put upward pressure on inflation and interest
rates. In the latter part of the 10-year projection period,
however, output will be constrained by a relatively slow
increase in the nation’s supply of labor.

The growth in GDP that CBO now projects is slower
throughout the 2016-2026 period than the agency

1. For CBO’s March 2016 projections, see Congressional Budget
Office, Updated Budger Projections: 2016 to 2026 (March 2016),
www.cbo.gov/publication/51384.

projected in January.” Weaker-than-expected economic
growth indicated by data released since January, recent
developments in the global economy, and a reexamination
of projected productivity growth contributed to that
downward revision. The reduction to CBO’s projections of
interest rates reflects the revisions to projected economic
growth as well as CBO’s reassessment of the future demand
for Treasury securities.

The Budget Deficit for 2016 Will Be About
One-Third Larger Than Last Year’s

CBO now estimates that the 2016 deficit will total

$590 billion, or 3.2 percent of GDP, exceeding last
year’s deficit by $152 billion (see Summary Table 1).
About $41 billion of that increase results from a shift

in the timing of some payments that the government
would ordinarily have made in fiscal year 2017; those
payments will instead be made in fiscal year 2016 because
October 1, 2016 (the first day of fiscal year 2017), falls
on a weekend.” If not for that shift, the projected deficit
in 2016 would be $549 billion, or 3.0 percent of GDP—
still considerably higher than the deficit recorded for
2015, which was 2.5 percent of GDP.

The deficit is growing in 2016 because revenues are up
only slightly, by less than 1 percent ($26 billion), whereas

2. CBO’s previous economic projections were reported in
January 2016; see Congressional Budget Office, The Budget and
Economic Outlook: 2016 to 2026 (January 2016), www.cbo.gov/
publication/51129.

3. October 1 will fall on a weekend not only in calendar year 2016
but also in calendar years 2017, 2022, and 2023. In all of those
years, certain payments due on October 1 will instead be made at
the end of September and thus be shifted into the previous fiscal
year. The shifts noticeably boost projected spending and deficits
in fiscal years 2016 and 2022 and reduce them in fiscal years 2018
and 2024.


http://www.cbo.gov/publication/51384
https://www.cbo.gov/publication/51129
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Summary Table 1.

CBO'’s Baseline Budget Projections
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Total
Actual, 2017- 2017-
2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2021 2026
In Billions of Dollars
Revenues 3,250 3,276 3,421 3,600 3,745 3,900 4,048 4,212 4,385 4,574 4,779 4,993 18,714 41,658
Outlays 3,688 3,866 4,015 4,120 4,370 4,614 4,853 5,166 5,373 5,574 5,908 6,235 21,973 50,229
Deficit 438 590 594 520 625 -714 806 -954 988 -1,000 -1,128 -1,243 -3,258 -8,571

Debt Held by the Public
at the End of the Year

13,117 14,073 14,743 15,325 16,001 16,758 17,597 18,584 19,608 20,649 21,824 23,118 n.a. n.a.

As a Percentage of Gross Domestic Product

182 182 183 183 183 184 185 18.1 18.3
216 219 224 224 223 227 231 213 22.0

Revenues 18.2 17.8 179 181 18.1
Outlays 207 211 210 207 21.2
Deficit 25 3.2 -3.1 26 3.0

Debt Held by the Public
at the End of the Year 736 766 77.2 77.0 715

-33 36 41 4.1 40 43 46 -3.2 -3.8

784 793 805 817 827 840 855 n.a. n.a.

Source: Congressional Budget Office.

n.a. = not applicable.

outlays are projected to rise by 5 percent ($178 billion).
As a share of GDP, total revenues are expected to fall from
18.2 percent to 17.8 percent. In contrast, outlays are pro-
jected to rise to 21.1 percent of GDP, up from 20.7 per-
cent last year. That increase is the result of the following:
a 6 percent rise, in nominal terms, in mandatory spend-
ing for programs such as Social Security and Medicare
(which is generally governed by statutory criteria); a

1 percent increase in discretionary outlays (which stem
from annual appropriations); and an 11 percent jump in
net interest outlays.* Debt held by the public will amount
to nearly 77 percent of GDP by the end of 2016, CBO
estimates—3 percentage points higher than last year and
its highest ratio since 1950.

Growing Deficits Projected Through 2026
Would Drive Up Debt

In CBO’s baseline projections, the budget deficit is gener-
ally on an upward trend over the next decade, reaching
4.6 percent of GDP in 2026. A slight decline in the defi-
cit over the next two years is largely explained by the shift
in the timing of payments from one fiscal year to another

4. About $37 billion of the increase in mandatory spending and
$4 billion of the increase in discretionary spending result from the
timing shift mentioned above. If not for that shift, total outlays
would rise by 4 percent this year (and equal 20.8 percent of
GDP); mandatory spending would rise by 4 percent, and discre-
tionary spending by 1 percent.

because certain scheduled payments fall on weekends. In
later years, continued growth in spending—particularly
for Social Security, Medicare, and net interest—would
outstrip growth in revenues, resulting in larger deficits
and increasing debt.

Outlays

In CBO’s projections, annual federal outlays rise by
$2.4 trillion (or about 60 percent) from 2016 to 2026.
Relative to the size of the economy, outlays remain near
21 percent of GDP for the next few years—higher than
their average of 20.2 percent over the past 50 years. Later
in the coming decade, the growth in outlays would
exceed growth in the economy, and by 2026, outlays
would rise to 23.1 percent of GDP. That increase reflects
significant growth in mandatory spending and interest
payments, offset somewhat by a decline, in relation to the
size of the economy, in discretionary spending. More
specifically:

B Outlays for mandatory programs are projected to rise
by close to 70 percent in nominal terms from 2016 to
2026, increasing as a percentage of GDP by almost
2 percentage points over that period. That increase is
mainly attributable to the aging of the population and
rising health care costs per person, which substantially
boost projected spending for Social Security and
Medicare.
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B Because of rising interest rates and, to a lesser extent,
growing federal debt, the government’s interest
payments on that debt are projected to rise sharply
over the next 10 years—nearly tripling in nominal
terms and almost doubling relative to GDP.

B In contrast, discretionary spending is projected to rise
by a much smaller amount in nominal terms,
consequently dropping to a smaller percentage of
GDP than in any year since 1962 (the first year for
which comparable data are available).

Revenues

If current laws generally remained unchanged, revenues
would gradually rise—by $1.7 trillion, or about 50 per-
cent, from 2016 to 2026—increasing from 17.8 percent
of GDP in 2016 to 18.5 percent by 2026. They have
averaged 17.4 percent of GDP over the past 50 years.

Only revenues from individual income taxes would grow
faster than the economy. In CBO’s baseline, with reve-
nues from each source measured as a percentage of GDP:

B Receipts from individual income taxes increase each
year—for a total rise of 1.3 percentage points over
the 10-year period—because of real bracket creep (the
process in which, as income rises faster than prices, an
ever-larger proportion of income becomes subject to
higher tax rates), rising distributions from tax-deferred
retirement accounts, an increase in the share of wages
and salaries earned by higher-income taxpayers, and
other factors.

B Remittances from the Federal Reserve, which have been
unusually high since 2010, return to more typical levels,
dropping by 0.4 percentage points from 2016 to 2026.

B Payroll tax receipts decline by 0.2 percentage points
over the next decade, primarily because of the expected
increase in the share of wages going to higher-income
taxpayers.

m Corporate income tax receipts change little over the
10-year period.

Debt Held by the Public

As deficits accumulate in CBO’s baseline, debt held by
the public rises from 77 percent of GDP ($14 trillion)

at the end of 2016 to 86 percent of GDP ($23 trillion)

by 2026. At that level, debt held by the public, measured as
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a percentage of GDP, would be more than twice the aver-
age over the past five decades (see Summary Figure 1).
Beyond the 10-year period, if current laws remained in
place, the pressures that contributed to rising deficits
during the baseline period would accelerate and push up
debt even more sharply. Three decades from now, for
instance, debt held by the public is projected to be about
twice as high, relative to GDP, as it is this year—which
would be higher than the United States has ever
recorded.’

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

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

B Because federal borrowing reduces total saving in the
economy, the nation’s capital stock would ultimately
be smaller, and productivity and total wages would be
lower.

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

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

The Projected Deficit for 2016 Is Larger
Than CBO’s March Estimate, but the 10-Year
Deficit Is Below Previous Projections

The deficit that CBO now projects for 2016 is $56 bil-
lion larger than the amount the agency estimated in
March. Revenues and outlays are both expected to be
lower: revenues by $87 billion, mostly as a result of lower
collections of individual and corporate income taxes, and

outlays by $31 billion.

5. See Congressional Budget Office, The 2016 Long-Term Budget
Outlook (July 2016), www.cbo.gov/publication/51580. The
projection of debt held by the public that CBO published in that

report was based on the agency’s March 2016 baseline projections.


http://www.cbo.gov/publication/51580
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Federal Debt Held by the Public

Percentage of Gross Domestic Product
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Source: Congressional Budget Office.

For the 2017-2026 period, CBO now projects a cumula-
tive deficit that is $0.7 trillion smaller than the $9.3 tril-
lion the agency previously projected. The average deficit
in the baseline over the 2017-2026 period is 3.8 percent
of GDP, compared with the 4.0 percent CBO projected
in March.

That decrease stems primarily from revisions to CBO’s
economic forecast. Projected revenues over the 10-year
period are $0.4 trillion (1 percent) lower, in large part
because of lower projected nominal GDP. However,
projected outlays are lower by much more—$1.1 trillion
(2 percent)—mainly because CBO anticipates lower
interest rates, and thus smaller interest payments, than

it did in March.

By 2026, debt held by the public is projected to total
$23 trillion, whereas in March it was projected to total
$24 trillion. Because CBO also lowered its projection of

GDP for that year, both of those amounts equal 86 percent
of GDP.

Economic Growth and Interest Rates Are
Projected to Increase in the Near Term but
Remain Lower Than in Earlier Decades
According to CBO’s projections, the economic expansion
over the next two years will reduce the quantity of
underused resources, or “slack,” in the economy. In addi-
tion, interest rates on federal borrowing are expected to
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rise over the next few years. Beyond the next two years,
the economy is expected to grow more slowly.

Economic Growth

In real terms (that is, with adjustments to exclude the
effects of inflation), GDP rose at an annual rate of

1.0 percent in the first half of calendar year 2016. How-
ever, CBO expects that the economy will expand more
rapidly in the coming months, with GDP growing by
2.0 percent over the whole of 2016 and by 2.4 percent in
2017—mainly because the major forces restraining the
growth of investment, such as a decline in oil prices, have
begun to subside (see Summary Figure 2). Economic
growth is expected to slow in 2018 and fall below but
remain close to the growth of potential (maximum sus-
tainable) GDP in 2019 and 2020. Most of the growth in
output during the coming years will be driven by con-
sumers, businesses, and home builders, CBO anticipates.

CBO’s projections for the second half of the 10-year
period are not based on forecasts of cyclical developments
in the economys; rather, they are based on the projected
trends of underlying factors, such as growth in the labor
force, the number of hours worked, and productivity.
According to those projections, productivity will grow
faster than it did over the past decade, and both actual
and potential GDP will expand at an average annual rate
of about 2 percent. However, that rate represents a
significant slowdown from the average growth in
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Summary Figure 2.

Actual Values and CBO’s Projections of Key Economic Indicators

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

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

Data are annual. For real GDP and inflation, values from 2001 through 2015 (the thin lines) reflect revisions to the national income and product accounts
that the Bureau of Economic Analysis released on July 29, 2016. Values from 2015 through 2026 (the thick lines) reflect the data available and
projections made before July 29. Percentage changes are measured from the fourth quarter of one calendar year to the fourth quarter of the next year.
For the unemployment and interest rates, actual data are plotted through 2015, and all data are fourth-quarter values.

GDP = gross domestic product.
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potential output that occurred during the 1980s, 1990s,
and early 2000s—mainly because of slower projected
growth in the nation’s supply of labor, which is largely
attributable to the ongoing retirement of baby boomers
and the relatively stable labor force participation rate
among working-age women.

Interest Rates

Because of slow economic growth in the first half of the
year and increased uncertainty about global economic
growth and financial stability, CBO expects the Federal
Reserve to hold the target range for the federal funds rate
at 0.25 percent to 0.5 percent until the fourth quarter of
2016. (The federal funds rate is the interest rate that
financial institutions charge one another for overnight
loans of their monetary reserves.) CBO anticipates that
the central bank will gradually reduce the extent to which
monetary policy supports economic growth, and, as a
result, the federal funds rate will rise to 1.8 percent in the
fourth quarter of 2018 and average 3.1 percent during
the 2021-2026 period.

Interest rates on federal borrowing will also increase
gradually over the next few years, CBO projects, as slack
in the economy continues to diminish, inflation returns
to the Federal Reserve’s 2 percent target, and the federal
funds rate rises. For example, CBO projects that the
interest rate on 10-year Treasury notes will be 1.9 percent
in the fourth quarter of 2016, rise to 3.4 percent in the
fourth quarter of 2020, and average 3.6 percent over the
2021-2026 period. That projected rise in interest rates
reflects the expectation that both foreign and domestic
economic growth will improve, which should result in
higher interest rates abroad as well as in the United States.
In addition, CBO expects the “term premium”—the
extra return paid to bondholders for risk associated with
holding long-term Treasury securities—to increase from
historically low levels. In CBO’s estimation, the term pre-
mium has remained low, in part, because of low foreign
interest rates, heightened concern about global economic
growth, and increased demand for Treasury securities as a
hedge against possible adverse economic outcomes.

Although CBO projects that interest rates will rise above
those currently in effect, they would still be lower than
the average rates during the 25-year period that preceded
the most recent recession for several reasons: slower
growth in the labor force, slightly slower growth in pro-
ductivity, and only partial dissipation of the factors that
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have held down the term premium and increased the
demand for Treasury securities.

The Labor Market

According to CBO’s estimates, the growth in output will
heighten demand for labor over the next year and a half,
leading to solid employment gains and eliminating labor
market slack in 2017, thereby putting upward pressure
on wages. The agency projects that the unemployment
rate will fall below the estimated natural rate of unem-
ployment (the rate that arises from all sources except fluc-
tuations in the overall demand for goods and services),
bottoming out at 4.5 percent in the fourth quarter of
2017. In CBO’s projections for later years, which are
primarily based on long-term trends, the unemployment
rate rises to 4.9 percent.

The increases in employment and wages in the near term
are expected to mitigate an otherwise prevailing decline
in participation in the labor force—both by encouraging
people who were out of the labor force because of weak
job prospects to enter it and by encouraging people who
were considering leaving the labor force to remain in it.
As a result, CBO anticipates that over the next year and a
half, the rate of labor force participation will change little
from the 62.7 percent that it was in the second quarter of
this year. (The labor force participation rate is the per-
centage of people in the civilian noninstitutionalized
population who are at least 16 years old and are either
working or seeking work.) It is projected to decline by
roughly 2V percentage points through 2026.

The prevailing decline in the labor force participation
rate reflects underlying demographic trends and, to a
smaller degree, federal policies. More specifically, the
factors that contribute to that decline include the contin-
ued retirement of baby boomers, reduced participation by
less-skilled workers, and the lingering effects of the
recession and weak recovery. In addition, certain aspects
of federal laws, including provisions of the Affordable
Care Act and the structure of the tax code, will reduce
participation in the labor force by reducing people’s
incentive to work or seek work.

Inflation

CBO expects that the diminishing slack in the economy,
along with higher prices for crude oil, will put upward
pressure on prices for goods and services. That upward
pressure will be somewhat alleviated by the effects of a
strong dollar in relation to other currencies. This year,
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CBO projects, the rate of inflation in the price index for
personal consumption expenditures will rise to 1.5 per-
cent from 0.5 percent in 2015. In 2017, the rate of
inflation is projected to rise to the Federal Reserve’s
longer-run goal of 2.0 percent; in CBO’s projections, it
remains at that rate throughout the coming decade.

GDP and Interest Rates Are Now Projected to
Be Lower Than CBO Estimated in January
CBO’s current economic projections differ in two
important respects from those the agency made in
January 2016. First, potential and actual real GDP are
lower: By 2026, those measures are 1.6 percent lower
than CBO previously projected. Second, interest rates are
significantly lower than CBO projected in January. By
2026, short-term rates are 0.4 percentage points lower,
and long-term rates are 0.5 percentage points lower.
Other changes to CBO’s projections are more modest.

CBO now projects slower growth in real GDP for 2016,
largely because growth during the first half of the year
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was weaker than previously anticipated. Downward
revisions to potential and actual GDP over the decade
were made on the basis of new data and a reassessment of
projected growth in the labor force and in potential total
factor productivity in the nonfarm business sector. (Total
factor productivity is the average real output per unit of
combined labor and capital services.)

The weak growth so far this year, coupled with uncer-
tainty about the effects of the United Kingdom’s vote to
leave the European Union, leads CBO to anticipate that
the Federal Reserve will raise the federal funds rate more
slowly than was projected in January. As a result of that
revision, and because of lower projected interest rates
abroad, CBO has revised downward its projections for
the interest rates on 3-month Treasury bills and 10-year
Treasury notes over the next several years. The downward
revision to interest rates over the rest of the decade
primarily reflects greater expected demand for Treasury
securities.
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