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Chairman Ryan, Congressman Van Hollen, and Mem-
bers of the Committee, thank you for the opportunity to
testify on the Congressional Budget Office’s (CBO’s)
most recent analysis of the outlook for the federal budget
over the long term. My statement today summarizes

The 2014 Long-Term Budget Outlook, which was released
yesterday.'

Between 2009 and 2012, the federal government
recorded the largest budget deficits relative to the size of
the economy since 1946, causing its debt to soar. The
total amount of federal debt held by the public is now
equivalent to about 74 percent of the economy’s annual
output, or gross domestic product (GDP)—a higher
percentage than at any point in U.S. history except a
brief period around World War II and almost twice the
percentage at the end of 2008.

If current laws remained generally unchanged in the
future, federal debt held by the public would decline
slightly relative to GDP over the next few years, CBO
projects. After that, however, growing budget deficits
would push debt back to and above its current high level.
Twenty-five years from now, in 2039, federal debt held
by the public would exceed 100 percent of GDP, CBO
projects. Moreover, debt would be on an upward path
relative to the size of the economy, a trend that could not
be sustained indefinitely.

What Is the Outlook for the

Budget in the Next 10 Years?
The economy’s gradual recovery from the 2007-2009

recession, the waning budgetary effects of policies
enacted in response to the weak economy, and other
changes to tax and spending laws have caused the deficit
to shrink this year to its smallest size since 2007: roughly
3 percent of GDP, compared with a peak of almost

10 percent in 2009. If current laws governing taxes and
spending stayed generally the same—an assumption that
underlies CBO’s 10-year baseline budget projections—
the anticipated further strengthening of the economy and
constraints on federal spending built into law would keep
deficits between 22 percent and 3 percent of GDP from
2015 through 2018, CBO estimates.”

1. See Congressional Budget Office, The 2014 Long-Term Budger
Outlook (July 2014), www.cbo.gov/publication/45471.

In succeeding years, however, deficits would become
notably larger under current law. The pressures stemming
from an aging population, rising health care costs, and an
expansion of federal subsidies for health insurance would
cause spending for some of the largest federal programs to
increase relative to GDP. Moreover, CBO expects interest
rates to rebound in coming years from their current
unusually low levels, raising the government’s interest
payments. That additional spending would contribute
to larger budget deficits—equaling close to 4 percent of
GDP—toward the end of the 10-year period spanned by
the baseline, CBO anticipates. Altogether, deficits during
that 2015-2024 period would total about $7.6 trillion.

With deficits expected to remain close to their current
percentage of GDP for the next few years, federal debt
held by the public is projected to stay between 72 percent
and 74 percent of GDP from 2015 through 2020. There-
after, larger deficits would boost debt to 78 percent of
GDP by the end of 2024.

What Is the Outlook for the
Budget in the Long Term?

CBO has extrapolated its baseline projections through
2039 (and, with even greater uncertainty, through later
decades) by producing an extended baseline that gener-
ally reflects current law. The extended baseline projec-
tions show a substantial imbalance in the federal budget
over the long term, with revenues falling well short of
spending (see Figure 1). As a result, budget deficits are
projected to rise steadily and, by 2039, to push federal
debt held by the public up to a percentage of GDP seen
only once before in U.S. history (just after World War II).
The harm that such growing debt would cause to the
economy is not factored into CBO’s detailed long-term
projections but is considered in further analysis presented
in The 2014 Long-1erm Budget Outlook.

Federal spending would increase to 26 percent of GDP
by 2039 under the assumptions of the extended baseline,
CBO projects, compared with 21 percent in 2013 and an
average of 20%2 percent over the past 40 years. That
increase reflects the following projected paths for various

2. For details about CBO’s most recent 10-year baseline, see
Congressional Budget Office, Updated Budget Projections: 2014
to 2024 (April 2014), www.cbo.gov/publication/45229. In this
testimony, values for spending, revenues, and deficits as a percent-
age of GDP have been rounded to the nearest one-half percent.
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Figure 1.

Federal Debt, Spending, and Revenues

Debt Held by the Public, Total Spending, and Total Revenues
Percentage of Gross Domestic Product

120 Actual ; Extended Baseline Projection

100

80

60 Federal Debt

Held by the Public
40

Spending

20 §¢c= Revenues

Components of Total Spending

14 - Actual ; Extended Baseline Projection
Federal Spending on the
i Major Health Care Programs®
1 Other Noninterest Spending
6r | Social Security
4 |
2 F 3
0 L L ! L L L L |
Components of Total Revenues
14 r Actual : Extended Baseline Projection
12 + 3
| Individual Income Taxes
10 - |
8 l
6 3 Payroll (Social Insurance)
! Taxes
4t |
2 |
0 1 1 1 1 1 1 1 ]
1999 2004 2009 2014 2019 2024 2029 2034 2039

Source: Congressional Budget Office.

Note: The extended baseline generally reflects current law, following CBO’s 10-year baseline budget projections through 2024 and then
extending the baseline concept for the rest of the long-term projection period. These projections do not reflect the economic effects
of the policies underlying the extended baseline. (For an analysis of those effects and their impact on debt, see Congressional Budget
Office, The 2014 Long-Term Budget Outlook (July 2014), Chapter 6, www.cbo.gov/publication/45471.)

a. Consists of spending on Medicare (net of offsetting receipts), Medicaid, the Children’s Health Insurance Program, and subsidies offered
through health insurance exchanges.

b. Consists of excise taxes, remittances to the Treasury from the Federal Reserve System, customs duties, estate and gift taxes, and
miscellaneous fees and fines.
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types of federal spending if current laws remained
generally unchanged:

B Federal spending for Social Security and the govern-
ment’s major health care programs—Medicare, Med-
icaid, the Children’s Health Insurance Program, and
subsidies for health insurance purchased through the
exchanges created under the Affordable Care Act—
would rise sharply, to a total of 14 percent of GDP by
2039, twice the 7 percent average seen over the past 40
years. That boost in spending is expected to occur
because of the aging of the population, growth in per
capita spending on health care, and an expansion of
federal health care programs.

B The government’s net interest payments would grow
to 4Y5 percent of GDP by 2039, compared with an
average of 2 percent over the past four decades. Net
interest payments would be larger than that average
mainly because federal debt would be much larger.

B In contrast, total spending on everything other than
Social Security, the major health care programs, and
net interest payments would decline to 7 percent of
GDP by 2039—well below the 11 percent average of
the past 40 years and a smaller share of the economy
than at any time since the late 1930s.

Federal revenues would also increase relative to GDP
under current law, but much more slowly than federal
spending. Revenues would equal 19%2 percent of GDP
by 2039, CBO projects, compared with an average of
17Y5 percent over the past four decades. In the next

10 years, revenues are projected to rise to 18%2 percent
of GDP, from 16%2 percent last year, reflecting structural
features of the tax system and the ongoing economic
recovery. After 2024, revenues would increase gradually
relative to GDP under the assumptions of the extended
baseline, mainly because people’s income is expected to
grow faster than the rate of inflation, pushing more
income into higher tax brackets over time.

The gap between federal spending and revenues would
widen after 2015 under the assumptions of the extended
baseline, CBO projects. By 2039, the deficit would equal
6Y4 percent of GDP, larger than in any year between 1947
and 2008, and federal debt held by the public would
reach 106 percent of GDP, more than in any year except
1946—even without factoring in the economic effects of
growing debt.
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Moreover, the harmful effects that such large debt would
have on the economy would worsen the budget outlook.
Under current law, the increase in debt relative to the size
of the economy, combined with a gradual increase in
marginal tax rates (the rates that would apply to an addi-
tional dollar of income), would reduce economic output
and raise interest rates, compared with the benchmark
economic projections that CBO used in producing the
extended baseline. Those economic effects in turn would
lead to lower federal revenues and higher interest pay-
ments on the debt. With those effects included, federal
debt held by the public under the extended baseline
would rise to 111 percent of GDP in 2039.

Beyond the next 25 years, the pressures caused by rising
budget deficits and debt would become even greater
unless laws governing taxes and spending were changed.
With deficits as big as the ones that CBO projects, federal
debt would be growing faster than GDP, a path that

would ultimately be unsustainable.

What Consequences Would a Large and
Growing Federal Debt Have?

How long the nation could sustain such growth in federal
debt is impossible to predict with any confidence. At
some point, investors would begin to doubt the govern-
ment’s willingness or ability to pay its debt obligations,
which would require the government to pay much higher
interest costs to borrow money. Such a fiscal crisis would
present policymakers with extremely difficult choices and
would probably have a substantial negative impact on the
country.

Even before that point was reached, the high and rising
amount of federal debt that CBO projects under the
extended baseline would have significant negative conse-
quences for both the economy and the federal budget:

B The large amount of federal borrowing would draw
money away from private investment in productive
capital in the long term, because the portion of peo-
ple’s savings used to buy government securities would
not be available to finance private investment. The
result would be a smaller stock of capital and lower
output and income than would otherwise be the case,
all else being equal. (Despite those reductions, the
continued growth of productivity would make output
and income per person, adjusted for inflation, higher
in the future than they are now.)

3
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B Federal spending on interest payments would rise,
thus requiring higher taxes, lower spending for bene-
fits and services, or both to achieve any chosen targets

for budget deficits and debt.

B The large amount of debt would restrict policymakers’
ability to use tax and spending policies to respond to
unexpected challenges, such as economic downturns
or financial crises. As a result, those challenges would
tend to have larger negative effects on the economy
and on people’s well-being than they would otherwise.
The large amount of debt could also compromise
national security by constraining defense spending
in times of international crisis or by limiting the
country’s ability to prepare for such a crisis.

What Effects Would Alternative
Fiscal Policies Have?

Most of the projections in this report are based on the
assumption that laws governing federal taxes and spend-
ing will remain generally the same over time—not
because CBO expects that to occur but because the bud-
getary and economic implications of current law are a
useful benchmark for policymakers when they consider
changing laws. If tax and spending policies differed sig-
nificantly from those specified in current law, budgetary
and economic outcomes could differ substantially as well.
To illustrate some possible differences, CBO analyzed the
effects of three additional sets of fiscal policies.

Under one set of alternative policies—referred to as the
extended alternative fiscal scenario—certain policies that
are now in place but are scheduled to change under cur-
rent law would be continued, and some provisions of law
that might be difficult to sustain for a long period would
be modified. With those changes to current law, deficits
excluding interest payments would be about $2 trillion
higher over the next decade than in CBO’s baseline; in
subsequent years, such deficits would exceed those pro-
jected in the extended baseline by rapidly growing
amounts. The harmful effects on the economy from the
resulting increase in federal debt would be partly offset by
the lower marginal tax rates that would be in place under
that scenario. Nevertheless, in the long term, economic
output would be lower and interest rates would be higher
under that set of policies than under the extended base-
line. With those economic changes incorporated, federal
debt held by the public would exceed 180 percent of
GDP in 2039, CBO projects.
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Under a different scenario, budget deficits would be
smaller than those projected under current law: Deficit
reduction would be phased in such that deficits excluding
interest payments would be a total of $2 trillion lower
through 2024 than in CBO’s baseline, and the amount of
deficit reduction as a percentage of GDP in 2024 would
be continued in later years. In that case, output would be
higher and interest rates would be lower in the long term
than under the extended baseline. Factoring in the effects
of those economic changes on the budget, CBO projects
that federal debt held by the public would equal about
75 percent of GDP in 2039, close to its percentage in
2013.

Under yet another scenario, with twice as much deficit
reduction—a total decrease of $4 trillion in deficits
excluding interest payments through 2024—CBO pro-
jects that federal debt held by the public would fall to

42 percent of GDP in 2039. That percentage would be
slightly above the ratio of debt to GDP in 2008 and the
average ratio over the past 40 years (both 39 percent). As
in the preceding scenario, output would be higher and
interest rates would be lower in the long term than under
the extended baseline.

Such alternative fiscal policies would have differing
effects on the economy in the short term as well as in the
long term, reflecting the short-term impact of tax and
spending policies on the demand for goods and services.
The spending increases and tax reductions in the alterna-
tive fiscal scenario (relative to what would happen under
current law) would increase the demand for goods and
services and thereby raise output and employment in the
next few years. The deficit reduction under the other sce-
narios, by contrast, would decrease the demand for goods
and services and thus reduce output and employment in
the next few years.

How Uncertain Are the Long-Term
Budget Projections?

Even if future tax and spending policies match what

is specified in current law, budgetary outcomes will
undoubtedly differ from CBO’s projections because of
unexpected changes in the economy, demographics, and
other factors. To illustrate the uncertainty of its projec-
tions, CBO examined how altering its estimates of future
mortality rates, productivity, interest rates on federal
debt, and federal spending on health care would affect
the projections in the extended baseline. For that pur-
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pose, CBO projected budgetary outcomes with those
factors varying by amounts that are based on their past
variation as well as on CBO’s consideration of possible
future developments. Those estimates show the
following:

B In cases in which only one of those factors varies from
the values used for the extended baseline, CBO’s pro-
jections of federal debt held by the public in 2039
range from about 90 percent of GDP to 135 percent,
compared with 111 percent under the extended base-
line including the economic effects of future fiscal
policies.

B In a case in which all four factors vary simultaneously
in a way that raises projected deficits, but they vary
only half as much as in the individual cases, federal
debt is projected to reach about 160 percent of GDP
in 2039. Conversely, in a case in which all four factors
vary in a way that lowers deficits but, again, vary by
only half as much as in the individual cases, debt in
2039 is projected to equal 75 percent of GDP, about

what it is now.

Those calculations do not cover the full range of possible
outcomes, nor do they address other sources of uncer-
tainty in the budget projections, such as the risk of an
economic depression or major war or the possibility of
unexpected changes in birth rates, immigration, or labor
force participation. Nonetheless, CBO’s analysis shows
that the main implication of the central estimates in this
report applies under a wide range of possible values for
some key factors that influence federal spending and reve-
nues. That implication is that if current laws remained
generally unchanged, federal debt, which is already high
by historical standards, would be at least as high and
probably much higher 25 years from now.

What Choices Do Policymakers Have?
The unsustainable nature of the federal tax and spending
policies specified in current law presents lawmakers and
the public with difficult choices. Unless substantial
changes are made to the major health care programs and
Social Security, spending for those programs will equal a
much larger percentage of GDP in the future than it has
in the past. At the same time, under current law, spend-
ing for all other federal benefits and services would be on
track to make up a smaller percentage of GDP by 2024
than at any point in more than 70 years. Federal revenues
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would also represent a larger percentage of GDP in the
future than they have, on average, in the past few
decades. Even so, spending would soon start to outpace
revenues by increasing amounts (relative to GDP), gener-
ating rising budget deficits. As a result, federal debt held
by the public is projected to grow faster than the econ-
omy starting a few years from now, and because debr is
already unusually high relative to GDP, further increases
could be especially harmful.

To put the federal budget on a sustainable path for the
long term, lawmakers would have to make significant
changes to tax and spending policies: reducing spending
for large benefit programs below the projected levels,
letting revenues rise more than they would under current
law, or adopting some combination of those approaches.

The size of such changes would depend on the amount of
federal debt that lawmakers considered appropriate. For
example, lawmakers might set a goal of bringing debt
held by the public back down to the average percentage
of GDP seen over the past 40 years—39 percent. Meeting
that goal by 2039 would require a combination of
increases in revenues and cuts in noninterest spending,
relative to current law, totaling 2.6 percent of GDP in
each year beginning in 2015 (without accounting for the
economic effects of the reduction in debt or of the policy
changes that might be used to achieve it); in 2015,

2.6 percent of GDP would equal about $465 billion. If
those changes came entirely from revenues, they would
represent an increase of 14 percent from the revenues
projected for the 2015-2039 period under the extended
baseline. If the changes came entirely from noninterest
spending, they would represent a cut of 13 percent from
the amount of noninterest spending projected for that
period. A similar level of debt in 2039 would result under
the third scenario discussed above (a $4 trillion total
reduction in deficits excluding interest payments through
2024, with the amount of deficit reduction in 2024 as a
percentage of GDP continuing in later years).

In deciding how quickly to carry out policies to put fed-
eral debt on a sustainable path, lawmakers face trade-offs:

B The sooner significant deficit reduction was imple-
mented, the smaller the government’s accumulated
debt would be, the smaller policy changes would need
to be to achieve a particular long-term outcome, and
the less uncertainty there would be about what poli-
cies would be adopted. However, if lawmakers imple-
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mented spending cuts or tax increases quickly, people
would have little time to plan and adjust to the policy
changes, and those changes would weaken the eco-
nomic expansion during the next few years.

B Reductions in federal spending or increases in taxes
that were implemented several years from now would
have a smaller effect on output and employment in
the short term. However, waiting for some time before
reducing federal spending or increasing taxes would
result in a greater accumulation of debt, which would
represent a greater drag on output and income in the
long term and would increase the size of the policy
changes needed to reach any chosen target for debt.

If lawmakers wanted to minimize both the short-term
economic costs of reducing deficits quickly and the
longer-term costs of running large deficits, they could
enact a combination of changes in tax and spending poli-
cies that increased the deficit in the next few years relative
to what it would be under current law but reduced the
deficit thereafter.

Even if policy changes to shrink deficits in the long term
were not implemented for several years, making decisions
about them sooner rather than later would offer signifi-

cant advantages. If decisions were reached sooner, people
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would have more time to alter their behavior to be pre-
pared for the time when the changes would be carried
out. In addition, decisions about policy changes that
would reduce future debt relative to the amounts pro-
jected under current law would tend to increase output
and employment in the next few years by holding down
longer-term interest rates, reducing uncertainty, and
enhancing businesses’ and consumers’ confidence.

This testimony reiterates the summary of The 2014
Long-Term Budget Outlook, which is one in a series of
reports on the state of the budget and the economy that
CBO issues each year. Prepared with guidance from
Linda Bilheimer, Wendy Edelberg, Joyce Manchester,
Benjamin Page, and David Weiner, the report repre-
sents the work of many people at CBO. In accordance
with CBO’s mandate to provide objective, impartial
analysis, neither the report nor this testimony makes
recommendations. Both are available on CBO’s web-
site, at www.cbo.gov/publication/45471 and
www.cbo.gov/publication/45525, respectively.

Rovglor ) Ttz

Douglas W. Elmendorf
Director
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