BEFORE THt. FLORIDA PUBLIC SERVICE COMMISSION -

In re: Petition for Rate Increase by Docket No. 120015-1 _
Florida Power and Light Company Served: 05 July 2012 -

THOMAS SAPORITO'S OBJFCTIONS AND RESPONSE TO FLORIDA POWER & LIGHT
COMPANY'S FIRST REQUEST FOR PRODUCTION OF DOCUMENTS (No.1); AND
THOMANS SAPORITO'S NOTICE OF CHANGE IN MAILING ADDRESS

The undersigned Intervenor. Thomas Saporito. pursuarnt to the Florida Rules of Civil Procedure,
Florida Administrative Code. and *he Commission's Order Fstablishing Prozcdure PSC-12-0143-PCO-
EL hereby files [h]is Objections and Response to Florida Power & Light Company's First Request for
Production of Documients o fol™ vi:

SEVE AL GBJECTIONS

Intervenor objects i 2ach and evers iequest for documents “hat calls for information protected
by the attorncy-clicnt privilege (-5 anplied to a “pro se” litigant), the work product doctrine and/or any
other applicable privilege or protecticn atforad by law. whether such privilage or protection appears at
the time response is fi-zt 1 1ude « r s subecquently determined to be applicable for any reason.
Intervenor in no way intends to vaive s «ch poivilage or protection, Intervenor objects to each request to
the extent that it seeks in“o mati. v the* is duylicative or not reley ant to the suhject matter in this docket
and is not reasorably calcu'ited 1+ Tead 1o the discovery of admissitle evid nce. Intervenor objects to
each request to the extent it is v, wnhizoes, overly broad, impracise, or utilizes terms that are
subject to multiple i xrprctvion: bt are not properly defined or explained for purposes of such
discovery requests. Intervenn- o cet to o “dding information te the 2xten’ rhat such information is
already in the public ~ecor! befc - 2 nuhlis caency and availeble through norma! procedures or is
readily accessahle throvah tnterr 1 see-¢h 2ooies, Intervenor exprrssly reverves and does not waive

any and all objection~ [h'e may " e v o admissibility, authenticity or relevancy of the information
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CERTIFICATE OF SERVICE
DOCKET NO. 120015-E1

I HERBY CERTIFY that - true and correct copy of the foregoing document was served
electronically via email hink on th v 3 day of July 2012 to the following:

R.Wade Litchfield. Esg

Maria J. Moncada, Esq.

Jordan A. White, Esq.

Florida Power & Light Comparv
700 Universe Boulevard

Juno Beach, Florida 33408
Wade_Litchfield@fpl.com
Maria.Moncada@m!.com
Jordon. White@fpl. com

Carofine Klancke, Esq.

Keino Young. Esq.

Martha Brown, Esq.

Office of the General Counsel
Fliorida Pubiic Senice Commis.-ion
2540 Shumard Cak Boulevard
Tallahassee. Florida 32383-1400
cklancke@psc.stae fl.us
kyoung@psc.staie fl.us
morown@psc.state.fl.us

Robert Scheffal Wiigh: Esg.
John T. LaVia, I, Esq.
Gardner. Bist. Wianer, et al.
1399 Thomaswood Drire
Tallahassee, Flonda 32308
schef@gbwlegal.cim
jlavia@gbwlegal.com

Attorneys for Florida Retail Federation

Jon C. Moyie, Jr., Esq.

Vicki Gordon Kaufman, Esg.
Moyie Law Firm, . A,

118 North Gads fen 3. =26t
Tallahassee, Hlori ia 32301
jmoyle@mcuyiciaw son
waufman@moylaiow 221
Attornecys for “londa [ ilustril
Power Usere Gro ip

J.R. Kelly, Public Counsel
Joseph A. McGlothlin, Esq.
Office of Public Counsel

c/o The Florida Legislature

111 W. Madison Street, Room 812
Tallahassee, Florida 32399-1400
Kelly.jri@leg.state.fl.us
mcglothlin joseph@leg.state. fl.us
rehwinkel charies@leg.state fl.us
christensen. Patty@leg.state.fl.us
noriega tarik@leg.state fl.us
merchant. Tricia@leg.state fi.us

Kenneth _. Wiseman, Esq.
Mark F. Sunback, Esq.

Lisa M. Purdy, Esg.

William M. Rappolt, Esq.

J. Peter Ripley, Esq.

Andrews Kurih LLP

1350 | Street NW, Suite 1100
Washington, D.C. 20005
kwisernan@andrewskurth.com
msundback@and' 2wskurth.com
Ipurdy @andrewskurth.com
wrappolt 2andrewskurth.com
oripley @andrewskurth.com
Attorneys for South Florida Hospital
and Healthcare Association

Mr. & Mrs Daniel R. Larson
16933 W. Harlena Drive
Loxahatchee, Florida 33470
danlarson@belisouth. net

ot W Henaricks

367 S. Siwre Dinve
Sarar.ata, Florida 34234
whendizis@suz cem
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Minutes of the Federal Open Market Committee
January 24-25, 2012

A mecung of the Federal Open Market Committee was
held in the offices of the Board of Governors in Wash-
ington, D.C, on Tuesday, January 24, 2012, at
10:00 a.m., and continued on Wednesday, January 25,
2012, ac 8:30 a.m.

PRESENT:
Ben Bernanke, Chairman
William C. Dudley, Vice Chairman
Elizabceth Duke
Jeffrey M. Lacker
Dennis P. Lockhart
Sandra Pianalto
Sarah Bloom Raskin
Daniel K. Tarullo
John C. Williams
Janet L. Yellen

James Bullatd, Christine Cumming, Charles L.
Evans, Esther L. George, and Eric Rosengren,
Alternate Members of the Federal Open Mar-
ket Committee

Richard W' Fisher, Narayana Kocherlakota, and
Charles 1. Plosser, Presidents of the Federal
Reserve Banks of Dallas, Minneapolis, and
Philadelphia, respectively

William B. English, Secretary and Economist
Deborah J. Danker, Deputy Secretary
Matthew M. Luecke, Assistant Secretary
David W, Skidmore, Assistant Secretaty
Michelle A. Smith, Assistant Secretary

Scott G. Alvarez, General Counsel

Thomas C. Baxter, Deputy General Counsel
Steven B. Kamin, Economist

David W. Wilcox, Economist

David Altig, Thomas A. Connors, Michael P.
Leahy, William Nelson, Simon Potter, David
Reifschneider, Glenn D. Rudebusch, and Wil-
llam Wascher, Associate Economists

Brian Sack, Manager, System Open Marcket Ac-
count

Michael S. Gibson, Director, Division of Banking
Supervision and Regulation, Board of Gover-
nors

Nellie Liang, Director, Oftice of Financial Stability
Policy and Research, Board of Governors

Jon W. Faust and Andrew T. Levin, Special Advi-
sors to the Board, Office of Board Members,
Board of Governors

James A. Clouse, Deputy Director, Division of
Monetary Affairs, Board of Governors

Linda Robertson, Assistant to the Board, Office of
Board Members, Board of Governors

Daniel E. Sichel, Senior Associate Director, Divi-
sion of Research and Statistics, Board of Gov-
ernors

Ellen E. Meade, Stephen A. Meyer, and Jovee K.
Zickler, Senior Advisers, Division of Monetary
Affairs, Board of Governors; Lawrence Shif-
man, Senior Adviser, Division of Research and
Statstics, Board of Governors

Eric M. Engen' and Daniel M. Covitz, Associate
Directors, Division of Research and Statistics,
Board of Governors; Trevor A, Reeve, Asso-
ciate Director, Division of International
Finance, Board of Governors

Joshua Gallin,' Deputy Associate Director, Divi-
ston of Research and Statistics, Board of Gov-
ernors

David H. Small, Project Manager, Division of
Monetary Affairs, Board of Governors

Chiara Scott, Senior Economist, Division of In-
ternational Finance, Board of Governors;
Louise Sheiner, Senior Economist, Division of
Research and Staustics, Board of Governors

! Attended Tuesday’s session only.
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Lvle Kumasaka, Senior Financial Analyst, Division
of Monetary Affairs, Board of Governors

Kure F. Lewis, Economist, Division of Monetary
Affairs, Board of Governors

Randall A. Williams, Records Management Analyse,
Division of Monetary Aftairs, Board of Gov-
crnots

Kenneth C. Montgomerv, First Vice President,
Federal Reserve Bank of Boston

Jeff Fuhrer, Loretta J. Mester, Harvey Rosenblum,
and Daniel G. Sullivan, Execurtive Vice Presi-
dents, Federal Reserve Banks of Boston, Phil-
adelphia, Dallas, and Chicago, respectively

Craig S. Hakkio, Mark E. Schweitzer, Christopher
J. Waller, and Kei-Mu Yi, Senior Vice Presi-
dents, Federal Reserve Banks of Kansas City,
Cleveland, St. Louis, and Minneapolis, respec-
tively

John Duca? and Andrew Haughwout,? Vice Presi-
dents, Federal Reserve Banks of Dallas and
New York, respecuvely

Julie Ann Remache, Assistant Vice President, Fed-
eral Reserve Bank of New York

Robert .. Hetzel, Senior Economist, Federal Re-
serve Bank of Richmond

Daniel Cooper,® Economist, Federal Reserve Bank
of Boston

2 Artended the discussion of the role of financial condi-
tions In €conoMmic recovery,

Role of Financial Conditions in Economic Recov-
ery: Lending and Leverage

Statf summarized research projects being conducted
across the Federal Reserve System on the effects of
changes in lending practices and household leverage on
consumer spending in recent years. These projects
provided a range of views regarding the size and impor-
tance of such effects. An analysis employing aggregate
time-scrics data indicated that changes in income,
household assets and liabilines, and credit availability

can largely account for the movements in aggregate
consumpton seen since the mid-1990s; thus finding
suggests that changes in credit conditions may have
been an important factor driving changes in the saving
rate in recent years. A second analysis used data on
borrowing, debt repayments, and other credit factors
for individual borrowers; this study found that move-
ments 1n leverage—resulting from voluntary loan re-
payments and from loan charge-offs—have had a sub-
stantal effect on the cash flow of many households
over time, and thus presumably on their spending.
However, a third study, which employed household-
level data, suggested that movements in consumption
before, during, and after the recession were driven pri-
marily by emplovment, income, and net worth, leaving
little variation to be explained by changes in leverage
and credit availability.

In their discussion following the staff presentation,
several meeting participants considered possible rca-
sons for the differing results of the various analyses;
participants also noted contrasts between these findings
and those reported in some academic research. Several
possible explanations for the varying conclusions were
discussed, including differences across studies in model
specification and data, as well as differences in the de-
finition of deleveraging. In addition, it was noted that
data limitations make it difficult to reach firm conclu-
sions on this issue, at least at this time. Participants
also considered the possible influence on aggregate
consumer spending of changes in real interest rates and
the distribution of income, the potential for policy ac-
tions to affect the fundamental factors driving house-
hold saving, and whether households’ spending be-
havior is being affected by concerns about the future of
Social Security.

Annual Organizational Matters

In the agenda for this meeting, it was reported that ad-
vices of the election of the following members and al-
ternate members of the Federal Open Market Commit-
tee for a term beginning January 24, 2012, had been
received and that these individuals had executed their
oaths of office.

The elected members and alternate members were as
follows:

William C. Dudley, President of the [Federal Reserve
Bank of New York, with Christine Cumming, First
Vice President of the Federal Reserve Bank of New
York, as alternate.
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Jeffrev M. Lacker, President of the Federal Reserve
Bank of Richmond, with Eric Rosengten, President of
the [Federal Reserve Bank of Boston, as alternate.

Sandra Pianalto, President of the Federal Reserve Bank
of Cleveland, with Charles T.. Evans, President of the
Federal Reserve Bank of Chicago, as alternate,

Dcnnis P. Lockhart, President of the Federal Reserve
Bank of Adanta, with James Bullard, President of the
I'ederal Reserve Bank of St. Louis, as alternate.

John C. Williams, President of the Federal Reserve
Bank of San Francisco, with Esther L. George, Presi-
dent of the Federal Reserve Bank of Kansas City, as
alternate.

By unanimous vote, the following officers of the Fed-
eral Open Market Committee were selected to serve
until the selection of their successors at the first regu-
larly scheduled meeting of the Committee in 2013:

Chaprman

Vice Chairman

Secretary and Economist
Deputy Secretary
Assistant Secretary
Assistant Secretary
Assistant Secretary
General Counsel

Deputy General Counsel
Assistant General Counsel
Economist

Economist

Ben Bernanke
William C. Dudley
William B. English
Dcborah |. Danker
Matthew M. Luecke
David W. Skidmore
Michelle A. Smith
Scott G. Alvarez
Thomas C. Baxter
Richard M. Ashton
Steven B, Kamin
David W. Wilcox

David Alug

Thomas A. Connors
Michael P. Leahy
William Nelson
Simon Potter

David Reifschneider
Glenn D. Rudebusch
Mark S. Sniderman
Wilham Wascher
John A. Weinberg Associate Economists

By unanimous vote, the Federal Reserve Bank of New
York was selected to execute transactions for the Sys-
tem Open Market Account.

By unanimous vote, Brian Sack was selected to serve at
the pleasure of the Committee as Manager, System

Open Market Account, on the understanding that his
selection was subject to being satisfactory to the Feder-
al Reserve Bank of New York.

Secretary’s note: Advice subsequenty was
received that the selection of Mr. Sack as
Manager was satisfactory to the Board of Di-
rectors of the Federal Reserve Bank of New
York,

By unanimous vote, the Authorization for Domestic
Open Market Operations was amended to allow lend-
ing of securities on longer than an overnight basis to
accommodate weekend, holiday, and similar trading
conventions. The Guidelines for the Conduct of Sys-
tem Open Market Operations in Federal-Agency Issues
remained suspended.

AUTHORIZATION FOR DOMESTIC OPEN
MARKET OPERATIONS
(Amended January 24, 2012)

1. The Federal Open Market Committee authorizes
and directs the Federal Reserve Bank of New York, to
the extent necessary to carry out the most recent do-
mestic policy directive adopted at a meeting of the
Committee:
A, To buy or sell US. Government securities, In-
cluding securities of the Federal Financing Bank, and
securities that are direct obligations of, or fully guar-
anteed as to principal and interest by, any agency of
the United States in the open market, from or to se-
curities dealers and foreign and international accounts
maintained at the Federal Reserve Bank of New
York, on a cash, regular, or deferred delivery basis,
for the System Open Market Account at market pric-
es, and, for such Account, to exchange marturing U.S.
Government and Federal agency securities with the
Treasury or the individual agencies or to allow them
to mature without replacement;
B.  To buy or sell in the open market US. Gov-
ernment securities, and securities that are direct obli-
gations of, or fully guaranteed as to principal and in-
terest by, any agency of the United States, for the Sys-
tem Open Market Account under agreements to re-
sell or repurchase such securides or obligations (in-
cluding such transactions as are commonly referred
to as repo and reverse repo transactions) in 65 busi-
ness days or less, at rates that, unless otherwise ex-
pressly authorized by the Committee, shall be deter-
mined by competitive bidding, after applying reason-
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able lioutations on the volume of agreements with
individual counterparties.
2. In order to ensure the effective conduct of open
market operations, the Federal Open Market Commit-
tee authorizes the Federal Reserve Bank of New York
to use agents in agency MBS-related transactions.
3. In order to ensure the effective conduct of open
market operations, the Federal Open Market Commit-
tee authorizes the Federal Reserve Bank of New York
to lend on an overnight basis U.S. Government securi-
ties and securities that are direct obligations of any
agency of the United States, held in the System Open
Market Account, to dealers at rates that shall be deter-
mined by competitive bidding. The Federal Reserve
Bank of New York shall set a minimum lending fee
consistent with the objectives of the program and apply
reasonable limitations on the total amount of a specific
issue that may be auctioned and on the amount of se-
curities that each dealer may borrow. The Federal Re-
scrve Bank of New York may reject bids which could
facilitate a dealer’s ability to control a single issue as
determined solelv by the Federal Reserve Bank of New
York. The Federal Reserve Bank of New York may
lend securities on longer than an overnight basis to ac-
commodate weekend, holiday, and similar trading con-
ventions.
4. In order to ensure the effective conduct of open
market operations, while assisting in the provision of
short-term investnents for foreign and international
accounts maintained at the Federal Reserve Bank of
New York and accounts maintained at the Federal Re-
serve Bank of New York as fiscal agent of the United
States pursuant to Section 15 of the Federal Reserve
Act, the Federal Open Market Comnuttee authorizes
and directs the Federal Reserve Bank of New York:
A.  for System Open Market Account, to sell U.S.
Government sccurites, and securities that are direct
obligations of, or fully guaranteed as to principal and
interest by, any agency of the United States, to such
accounts on the bases set forth in paragraph 1.A un-
der agreements providing for the resale by such ac-
counts of those securities in 65 business days or less
on terms comparable to those available on such
transacuons in the market; and
B. tor New York Bank account, when appropriate,
to undertake with dealers, subject to the conditions
imposed on purchases and sales of securities in para-
graph LB, repurchase agreements in U.S. Govern-
ment securides, and securities that are direct obliga-
tions of, or fully guaranteed as to principal and inter-
est by, any agency of the United States, and to ar-
range corresponding sale and repurchase agreements

between its own account and such foreign, interna-

donal, and fiscal agency accounts maintained at the

Bank.
Transactions undertaken with such accounts under the
provisions of this paragraph may provide for a setvice
fee when appropriate.
5. In the execution of the Committee’s decision re-
garding policy during any intermeeting period, the
Committee authorizes and directs the Federal Reserve
Bank of New York, upon the instruction of the Chair-
man of the Committee, to adjust somewhat in excep-
tional circumstances the degree of pressure on reserve
positions and hence the intended federal funds rate and
to take actions that result in material changes in the
composition and size of the assets in the System Open
Market Account other than those anticipated by the
Committee at its most recent meeting. Any such ad-
justment shall be made in the context of the Commit-
tee’s discussion and decision at its most recent meetng
and the Committee’s long-run objectives for price sta-
bility and sustainable economic growth, and shall be
based on economic, financial, and monetary develop-
ments during the intermeeting period. Consistent with
Committee practice, the Chairman, if feasible, will con-
sult with the Committee before making anv adjustment.

The Committee voted to reaffirm the Authorizatuon for
Foreign Currency Operations, the Foreign Currency
Direcuve, and the Procedural Instructions with Respect
to Foreign Currency Operations as shown below. The
votes to reaffirm these documents included approval of
the System’s warehousing agreement with the U.S.
Treasury. Mr. Lacker dissented in the votes on the Au-
thorization for Foreign Currency Operations and the
Foreign Currency Direcuve to indicate his opposition
to foreign currency intervention by the Federal Re-
serve. In his view, such intervention would be ineffec-
tive if it did not also signal a shift in domestic monetary
policy; and if it did signal such a shift, it could poten-
tially compromise the Federal Reserve’s monetary poli-
cy independence.

AUTHORIZATION FOR FOR-
EIGN CURRENCY OPERATIONS
(Reaffirmed January 24, 2012)

1.  The Federal Open Market Committee authorizes
and directs the Federal Reserve Bank of New York, for
System Open Market Account, to the extent necessary
to carry out the Committee's foreign currency directive
and express authorizations by the Committee pursuant
thereto, and in conformity with such procedural in-
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structions as the Committee may issuc from time to

time:
A, To purchase and sell the following foreign cur-
rencies in the form of cable transfers through spot or
forward transactions on the open market at home
and abroad, including transactons with the U.S.
Treasury, with the U.S. Exchange Stabilizaton Fund
established by Section 10 of the Gold Reserve Act of
1934, with foreign monetary authorities, with the
Bank for International Settlements, and with other in-
ternational financial institutions:

Australian dollars
Brazilian reais
Canadian dollars
Danish kroner
euro

Japanese ven
Korean won
Mexican pesos
Wew Zealand dollars
Norwegian kroner
Pounds sterling
Singapore dollars
Swedish kronor

Swiss francs

B. To hold balances of, and to have outstanding
forward contracts to receive ot to deliver, the foreign
currencies listed in paragraph A above.
C. To draw foreign currencies and to permit for-
eign banks to draw dollars under the reciprocal cur-
rency arrangements listed in paragraph 2 below, pro-
vided that drawings by either party to any such ar-
rangement shall be fully liquidated within 12 months
after any amount outstanding at that time was first
drawn, unless the Committee, because of exceptional
circumstances, specifically authorizes a delay.
D. To maintain an overall open position in all fot-
¢ign currencies not exceeding $25.0 billion. For this
purposc, the overall open position in all foreign cur-
rencics is defined as the sum (disregarding signs) of
net positons in individual currencies, excluding
changes in dollar value due to foreign exchange rare
movements and interest accruals. The net position in
a single foreign currency is defined as holdings of
balances in that currcncy, plus outstanding contracts
for future receipt, minus outstanding contracts for fu-
ture delivery of that currency, i.e., as the sum of these
clements with due regard to sign.

2. The Federal Open Market Committee directs the

Federal Reserve Bank of New York to mantain reci-

procal currency arrangements (“swap” arrangements)
for the System Open Market Account for periods up to
a maximum of 12 months with the following foreign
banks, which are among those designated by the Board
of Governors of the Federal Reserve System under Sec-
ton 2145 of Regulaton N, Relatons with Foreign
Banks and Bankers, and with the approval of the
Committee to renew such arrangements on maturity:
Foreign bank Amount of arrangcment
(millions of dollars equivalent)

Bank of Canada 2,000
Bank of Mexico 3,000

Any changes in the terms of exastng swap arrange-
ments, and the proposed terms of any new arrange-
ments that may be authorized, shall be referred for re-
view and approval. to the Commuttee.

3. All transacuons in foreign cutrencies undertaken
under paragraph 1.A. above shall, unless othcrwise ex-
pressly authorized by the Commuttee, be at prevailing
market rates. For the purpose of providing an invest-
ment return on System holdings of foreign currencies
or for the purpose of adjusting interest rates paid or
received in connection with swap drawings, transac-
tions with foreign central banks may be undertaken at
non-market exchange rates.

4. It shall be the normal practice to arrange with for-
eign central banks for the coordination of foreign cut-
rency transactions. In making operating arrangements
with foreign central banks on System holdings of for-
eign currencies, the Federal Reserve Bank of New York
shall not commit itself to maintain any specific balance,
unless authorized by the Federal Open Market Com-
mittee. Any agreements or understandings concerning
the administration of the accounts maintained by the
Federal Reserve Bank of New York with the foreign
banks designated by the Board of Governors under
Section 214.5 of Regulation N shall be referred for re-
view and approval to the Committee.

5. Foreign currency holdings shall be invested to
ensure that adequate liquidity is maintained to meet
anticipated needs and so that each currency portfolio
shall generally have an average duration of no more
than 18 months (calculated as Macaulay duration).
Such investments may include buying or selling outright
obligations of, or fully guaranteced as to principal and
interest by, a foreign government or agency thereof;
buying such securities under agreements for repurchase
of such securities; selling such securites under agree-
ments for the resale of such securities; and holding var-
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ious time and other deposit accounts at foreign insttu-
tions. In addition, when appropriate in connection
with arrangements to provide investment facilities for
foreign currency holdings, U.S. Government securities
may be purchased from foreign central banks under
agreements for repurchase of such securites within
30 calendar days.
6. Al operations undertaken pursuant to the preced-
ing paragraphs shall be reported promptly to the For-
cign Currency Subcommittee and the Committee. The
FForeign Currency Subcommittee consists of the Chair-
man and Vice Chairman of the Committee, the Vice
Chairman of the Board of Governors, and such other
member of the Board as the Chairman may designate
(or in the absence of members of the Board serving on
the Subcommittee, other Board members designated by
the Chairman as alternates, and in the absence of the
Vice Chairman of the Committee, the Vice Chairman’s
alternate).  Mecungs of the Subcommittee shall be
called at the request of anv member, or at the request of
the Manager, Svstem Open Market Account (“Manag-
er”), for the purposes of reviewing recent or contem-
plated operations and of consulting with the Manager
on other matters relating to the Manager’s responsibili-
ties. At the request of any member of the Subcommit-
tee, questions arising from such reviews and consulta-
tions shall be referred for determination to the Federal
Open Market Committee.
7. The Chairman is authorized:
A.  With the approval of the Committee, to enter
into any needed agreement or understanding with the
Secretary of the Treasury about the division of re-
sponsibility for foreign currency operatons between
the System and the Treasury;,
B. To kecp the Secretary of the Treasury fully ad-
vised concerning System foreign currency operations,
and to consult with the Secretary on policy matters
relating to foreign currency operations;
C. From time to time, to transmit appropriate rc-
ports and information to the National Advisory
Council on Internadonal Monetary and Financial Pol-
icies.
8.  Statf officers of the Committee are authorized to
transmit pertinent information on System foreign cur-
rency operations to appropriate officials of the Treasury
Deparmment.
9. All FFederal Reserve Banks shall participate in the
foreign currency operations for System Account in ac-
cordance with paragraph 3G(1) of the Board of Gover-
nors’ Statement of Procedure with Respect to Foreign
Relationships of Federal Reserve Banks dated January
I, 1944,

FOREIGN CURRENCY DIRECTIVE
(Reaffirmed January 24, 2012)

1. System operations in foreign currencies shall gen-
erally be directed at countering disorderly market condi-
tions, provided that market exchange rates for the U.S.
dollar reflect actions and behavior consistent with IMF
Article I'V, Section 1.
2. To achieve this end the Systemn shall:
A, Undertake spot and forward purchases and sales
of foreign exchange.
B.  Maintain reciprocal currency (“swap”) arrange-
ments with selected foreign central banks.
C. Cooperate in other respects with central banks
of other countries and with international monetary
institutions.
3. Transactions may also be undertaken:
A, To adjust System balances in light of probable
future needs for currencies.
B. To provide means for meeting System and
Treasury commitments in particular currencies, and
to facilitate operations of the Exchange Stabilization
Fund.
C.  For such other purposes as mav be expressly au-
thorized by the Commirtee.
4, System foreign currency operations shall be con-
ducted:
A. In close and continuous consultation and coop-
eration with the United States Treasury;
B. In cooperation, as appropriate, with foreign
monetary authorites; and
C. In a manner consistent with the obligations of
the United States in the Internatonal Monetary

Fund regarding exchange arrangements under
IMF Arucle IV.

PROCEDURAL INSTRUCTIONS WITH RESPECT
TO FOREIGN CURRENCY OPERATIONS
(Reaffirmed January 24, 2012)

In conducting operations pursuant to the authorization
and direcdon of the Federal Open Market Committee
as set forth in the Authorization for Foreign Currency
Operations and the Foreign Currency Directive, the
Federal Reserve Bank of New York, through the Man-
ager, System Open Market Account (“Manager”), shall
be guided by the following procedural understandings
with respect to consultations and clearances with the
Committee, the Foreign Currency Subcommittee, and
the Chairman of the Committee, unless otherwise di-
rected by the Committee. All operations undertaken
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pursuant to such clearances shall be reported promptly
to the Committee.
1. The Manager shall clear with the Subcommittee
(or with the Chairman, if the Chairman believes that
consultation with the Subcommittee is not feasible in
the time available):
A, Any operaton that would result in a change in
the System’s overall open positon in foreign curren-
cies exceeding $300 million on any day or $600 mil-
llon since the most recent regular meetng of the
Committee.
B.  Any opcration that would result in a change on
anv day in the System’s net position in a single for-
eign currency exceeding $150 million, or $300 million
when the operation is associated with repayment of
swap drawings.
C.  Any operation that might generate a substantial
volume of trading in a parucular cugrency by the Sys-
tem, even though the change in the System’s net po-
sition In that currency might be less than the limits
specified in 1.B.
D.  Anyv swap drawing proposed by a foreign bank
not exceeding the larger of (1) $200 million ot
(i) 15 percent of the size of the swap arrangement.
2. The Manager shall clear with the Committee (or
with the Subcommittee, if the Subcommittee believes
that consultation with the full Committee is not feasible
in the time available, or with the Chairman, if the
Chairman believes that consultaton with the Subcom-
mittee 1s not feasible in the ume available):
A.  Anv operation that would result in a change in
the Svstem’s overall open positon in foreign curren-
cies exceeding $1.5 billion since the most recent regu-
lar meeung of the Committee.
B.  Any swap drawing proposed by a foreign bank
cxceeding the larger of (i) 3200 million or (i) 15 per-
cent of the size of the swap arrangement.
3. The Manager shall also consult with the Subcom-
mittce or the Chairman about proposed swap drawings
by the System and about any operations that are not of
a routinc character.

By unanimous vote, the Committee reaffirmed its Pro-
gram for Security of FOMC Information.

Statement on Longer-Run Goals and Monetary
Policy Strategy

Following the Committee’s disposition of organization-
al matters, participants considered a revised draft of a
statement of principles regarding the FOMC’s longer-
run goals and monetary policy strategy. The revisions
reflected discussion of an earlier draft during the

Committee’s December meeting as well as comments
received over the intermeeting period. The Chairman
noted that the proposed statement did not represent a
change in the Committee’s policy approach. Instead,
the statement was intended to help enhance the trans-
parency, accountability, and effectiveness of monetary

policy.

In presenung the draft statement on behalf of the sub-
committee on communications, Governor Yellen
pointed out several key elements. First, the statement
expresses the FOMC’s commitment to explain its poli-
cy decisions as clearly as possible. Second, the state-
ment specifies a numerical inflation goal in a context
that firmly underscores the Federal Reserve’s commit-
ment to fostering both parts of its dual mandate.
Third, the statement is intended to serve as an over-
arching set of principles that would be reaffirmed dut-
ing the Committee’s organizational meeting each yvear,
and the bar for amending the statement would be high.

All participants but onc supported adopting the revised
statement of principles regarding longer-run goals and
monetary policy strategy, which is reproduced below.

“Following careful deliberations art its recent
meetings, the Federal Open Market Commit-
tee (FOMC) has reached broad agreement
on the following principles regarding its
longer-run goals and monetary policy strate-
gv. The Committec intends to reaffirm these
principles and to make adjustments as ap-
propriate at its annual organizational meeting
each January.

The FOMC is firmly committed to fulfilling
its statutory mandate from the Congress of
promoting maximum emplovment, stable
prices, and moderate long-term interest rates.
The Committee seeks to explain its monetary
policy decisions to the public as clearly as
possible. Such clarity facilitates well-
informed decisionmaking by households and
businesses, reduces economic and tinancial
uncertainty, increases the cffectiveness of
monetary policy, and enhances transparency
and accountability, which are essendal in a
democratic society.

Inflation, emplovment, and long-term inter-
est rates tluctuate over tume in response to
economic and financial disturbances. More-
over, monetary policy actions tend to influ-
ence economic activity and prices with a lag.
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Therefore, the Committee's policy decisions
reflect its longer-run goals, its medium-term
outook, and its assessments of the balance
of risks, icluding risks to the financial svs-
temn that could impede the attainment of the

Committee’s goals.

The inflation rate over the longer run is pri-
marily determined by monetary policy, and
hence the Committee has the ability to speci-
fv a longer-run goal for inflavon. The
Committee judges that inflation at the rate of
2 percent, as measured by the annual change
in the price index for personal consumption
expenditures, is most consistent over the
longer run with the Federal Reserve’s statu-
torv mandate. Communjcating this inflation
goal clearly to the public helps keep longer-
term intlation expectations firmly anchored,
thereby fostering price stability and moderate
long-term 1nterest rates and enhancing the
Committee’s ability to promote maximum
emplovment in the face of significant eco-
nomic disturbances.

The maximum level of emplovment is largely
determined by nonmonetary factors that af-
fect the structure and dynamics of the labor
market. These factors may change over time
and may not be directly measurable. Conse-
quently, it would not be appropriate to speci-
fy a fixed goal for employment; rather, the
Committee’s policy decistons must be in-
tormed by assessments of the maximum lev-
el of emplovment, recognizing that such as-
sessments are necessarily uncertain and sub-
ject to revision. The Committee considers a
wide range of indicators in making these as-
sessments.  Information about Committee
participants’ csumates of the longer-run
normal rates of output growth and unem-
ployment is published four times per vear in
the FOMC’s Summary of Economic Projec-
uons. For example, in the most recent pro-
jections, FOMC participants’ estimates of the
longer-run normal rate of unemployment
had a central tendency of 5.2 percent to
6.0 percent, roughly unchanged from last
January but substantally higher than the cor-
responding interval several years eatlier.

In sctung monetary policy, the Committee
seeks to mitgate deviations of inflation from

its longer-run goal and deviations of cm-
ployment from the Committee’s assessments
of its maximum level, These objectives are
generally complementary. However, under
circumstances in  which the Committee
judges that the objectives are not comple-
mentary, it follows a balanced approach in
promoting them, taking into account the
magnitude of the deviations and the poten-
tially different time horizons over which cm-
ployment and inflation are projected to re-
turn to levels judged consistent with its
mandate.”

All FOMC members voted to adopt this statement ex-
cept Mr. Tarullo, who abstained because he questioned
the ulumate usefulness of the statement in promoting
better communication of the Committee’s policy strat-
cgy.

Developments in Financial Markets and the Fed-
eral Reserve’s Balance Sheet

The Manager of the System Open Market Account
(SOMA) reported on developments in domestic and
foreign financial markets during the period since the
Federal Open Market Committee (FOMC) met on De-
cember 13, 2011. He also reported on System open
market operations, including the ongoing reinvestment
into agency-guaranteed mortgage-backed securitics
(MBS) of principal payments received on SOMA hold-
ings of agency debrt and agency-guaranteed MBS as well
as the operations related to the maturity extension pro-
gram authorized at the September 20-21 FOMC meet-
ing. By unanimous vote, the Committee ratified the
Desk’s domestc transactions over the intermeeung
period. There were no intervention operations in for-
eign currencies for the System’s account over the in-
termeeting period.

Staff Review of the Economic Situation

The information reviewed at the January 24-25 meet-
ing indicated that U.S. economic acuvity continued to
expand moderately, while global growth appeared to be
slowing. Overall conditons in the labor market im-
proved further, although the unemployment rate re-
mained elevated. Consumer price inflation was sub-
dued, and measures of long-run inflation expectations
remained stable.

The unemployment rate declined to 8.5 percent in De-
cember; however, both long-duration unemployment
and the share of workers employed part time for eco-
nomic reasons were still quite high. Private nonfarm
employment continued to expand moderately, while
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state and local government emplovment decreased at a
slower pace than earlicr in 2011, Some indicators of
firms’ hiring plans improved. Inital claims for unem-
plovment insurance edged lower, on balance, since the
middle of December but remained at a level consistent
with only modest employment growth.

Industrial production expanded in November and De-
cember, on net, and the rate of manufacturing capacity
uulization moved up. Motor vehicle assemblies were
scheduled to increase, on balance, in the first quarter of
2012, and broader indicators of manufacturing activity,
such as the diffusion indexes of new orders from the
national and regional manufacturing surveys, were at
levels that suggested moderate growth in producton in
the near term.

Real personal consumption expenditures continued to
rise moderately in November, boosted by spending for
motor vehicles and other durables, although house-
holds’ real disposable income edged down. In Decem-
ber, however, nominal retail sales excluding purchases
at motor vehicle and parts outlets dechined, and sales of
motor vehicles also dropped slightly. Consumer senti-
ment improved further in early January but was stll at a
low level.

Activity in the housing market improved a bit in recent
months but continued to be held down by the large
overhang of foreclosed and distressed properties, un-
certainty about future home prices, and tight underwrit-
ing standards for mortgage loans., Starts and permits
for new single-family homes rose in November and
December but remained only a lttle above the de-
pressed levels seen earlier in 2011, Sales of new and
existing homes also firmed somewhat in recent months,
but home prices continued to trend lower.

Real business expenditures on equipment and software
appearced to have decelerated in the fourth quarter.
Nominal orders and shipments of nondefense capital
goods excluding aircraft declined in November for a
sccond moath.  Forward-looking indicators of firms’
equipment spending were mixed: Some survey meas-
urcs of business conditions and capital spending plans
improved, but corporate bond spreads continued to be
elevated and analvsts’ earnings expectations for pro-
ducers of capital goods remained muted. Nominal
business spending for nonresidential construction was
unchanged in November and continued to be held
back by high vacancy rates and tight credit conditions
for construction loans. Inventories in most industries
looked to be well aligned with sales, though motor ve-
hicle stocks remained lean.

Monthly data for federal government spending pointed
to a significant decline in real defense purchases in the
fourth quarter. Real state and local government pur-
chases seemed to be decreasing at a slower rate than
during earlier quarters, as the pace of reductions in pay-
rolls eased and construction spending leveled off in
recent months.

The U.S. international trade deficit widened in Novem-
ber as exports fell and imports rose. Exports declined
in most major categories, with the cxception of con-
sumer goods. Exports of industrial supplies and mate-
rials were especially weak, though the weakness was
concentrated in a few pardculatly volatile categories
and reflected, in part, declines in prices. The rise in
impotts largely reflected higher imports of petroleum
products and automotive products, which more than
offset decreases in most other broad categories of im-
ports.

Overall US. consumer prices as measured by the price
index for personal consumption expenditures were un-
changed in November; as measured by the consumer
price index, they were flat in December as well. Con-
sumer energy prices decreased in recent months, while
increases in consumer food prices slowed. Consumer
prices excluding food and energy rose modesty in the
past two months. Near-term intlation expectations
from the Thomson Rcuters/Universicy of Michigan
Surveys of Consumers were essentially unchanged in
early January, and longer-term inflation expectations
remained stable.

Available measures of labor compensation indicated
that wage gains continued to be modest. Average
houtly earnings for all employees posted a moderate
gain in December, and their rate of increase from
12 months earlier remained slow.

Recent indicators of foreign economic activity pointed
to a substantial deceleration in the fourth quarter of
2011. In the euro area, retail sales and industrial pro-
duction were below their third-quarter averages in both
October and November. Economic actviry in much
of Asia was disrupted by the effects of severc flooding
in Thadand, which affected supply chains in the region.
Twelve-month inflation rates receded in scveral ad-
vanced and emerging market economies, and most cen-
teal banks maintained policy rates or eased further
while continuing to provide significant liquidity sup-
port.
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Staff Review of the Financial Situation
Devclopments in Europe continued to be a central fo-
cus for investors over the intermeeting period as con-
cerns persisted about the prospects for a durable solu-
tion to the European fiscal and financial difficultes.
Nevertheless, market sentiment toward Europe ap-
peared to brighten a bit, and U.S. economic data releas-
es were somewhat better than investors expected, lead-
ing to some Improvement in conditons in financial
markets.

On balance over the period, the expected path for the
federal funds rate implied by monev market futures
quotes was essentially unchanged. Yields on nominal
Treasury securites rose slighty at intermediate and
longer maturities. Indicators of inflation compensation
derived from nominal and inflation-protected Treasury
securities edged up.

U.S. financial insurtutions reportedly retained ready
access to short-term funding markets; there were no
signiticant dislocations in those markets over vear-end.
Dollar tunding pressures for European banks eased
slightly.  While spreads of the London interbank of-
fered rate (Libor) over overnight index swap (OIS)
rates of the same maturity remained elevated, rates for
unsecured overnight commercial paper (CP) issued by
some entities with Eutopean parents declined substan-
tally following the lowering of charges on the central
bank liquidity swap lines with the Federal Reserve, the
implementaton by the European Central Bank (ECB)
of its first three-vear longer-term refinancing operation
(. TRO), and the passage of year-end. In secured fund-
ing markets, spreads of overnight asset-backed CP rates
over overnight unsecured CP rates also declined, and
the general collateral repurchase agreement, or repo,
market continued to functon normally.

Indicators of financial stress eased somewhat over the
intermeeting period, although they generally continued
to be clevated. Market-based measures of possible
spillovers from troubles at partcular financial firms to
the broader financial system were below their levels in
the fall but remained above their levels prior to the fi-
nancial crsis. Iniual fourth-quarter earnings reports for
large bank holding companies were mixed relative to
marker expecrations, with poor capital market revenues
weighing on the profits of insututions with significant
trading operations.  Although credit default swap
(CDS) spreads of most large domestic bank holding
companics remained elevated, they moved lower over
the intermeeting period, and some institutions took
advantage of casing credit conditions by issuing signifi-

cant quantities of new long-term debt. Equity prices of
most large domestic financial institutions outperformed
the broader market, on net, over the intermeeting pe-
riod. Nonetheless, the ratio of the market value of
bank equity to its book value remained low for some
large financial firms. Responses to the December Sen-
1or Credit Officer Opinion Survey on Dealer Financing
Terms indicate that, since August, securities dealers
have devoted increased tme and attention to the man-
agement of concentrated credit exposures to other fi-
nancial Intermediaries, pointing to increased concern
over counterparty risk.

Broad equity price indexes increased more than 6 per-
cent, on net, over the intermeeting period, and option-
implied equity volatility declined notably.  Yields on
investment-grade corporate bonds declined a bit rela-
tive to those on comparable-maturity Treasury securi-
ties, while spreads of speculative-grade corporate bond
yields over vields on Treasury securities decreased no-
ticeably. Indicators of the credit quality of nonfinancial
corporations continued to be solid. Conditions in the
secondary market for leveraged loans were stable, with
median bid prices about unchanged. Financing condi-
tions for large nonfinancial businesses generally re-
mained favorable. Bond issuance by investment-grade
nonfinancial corporations was robust, though below its
elevated November pace, while issuance by lower-rated
firms slowed, likely owing in part to seasonal factors.
Issuance of leveraged loans was relatively modest in the
fourth quarter compared with its rapid pace eatlier in
the vear. Share repurchases and cash-financed mergers
by nonfinancial firms maintained their recent strength
in the third quarter, leaving net equity issuance deeply
negauve.

Financing conditions for commercial real estate (CRE)
remained strained, and issuance of commercial mort-
gage-backed securities was very light in the fourth quar-
ter. Responses to the January Senior Loan Officer
Opinion Survey on Bank Lending Practices (SLOQOS)
indicated that bank CRE lending standards continued
to be extraordinarily ught, but some banks reported
having reduced the spreads of loan rates over thelir cost
of funds (compared with a vear ago) for the first time
since 2007. Delinquency rates on commetcial mort-
gages remained elevated, and CRE price indexes con-
tinued to fluctuate around levels substanually lower
than their 2007 peaks.

Conditions in residental mortgage markets remained
extremely dght. Although mortgage interest rates and
yvields on current-coupon agency MBS edged down to
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near their historical lows, mortgage refinancing activity
continued to be subducd amid tight underwriting stan-
dards and low levels of home equity. Mortgage delin-
quency rates, while improving gradually, remained ele-
vated relative to pre-crisis norms, and house prices
continued to move lower. The price of subprime resi-
dential mortgage-backed securities (RMBS), as meas-
ured by the ABX index, rose over the intermeeting pe-
riod, consistent with similar changes for other higher-
risk fixed-income securities. RMBS prices were sup-
ported by reports of the sale of a significant portion of
the RMBS held in the Maiden Lane II portfolio.

On the whole, conditions in consumer credit markets
showed signs of improvement. Consumer credit in-
creased in November, while delinquency rates on credit
card loans in securitized pools held steady in Novem-
ber at historically low levels. Data on credit card solici-
tatons and from responses to the January SLOOS sug-
gested that Jending standards on consumer loans con-
tinued to ease modestly.

Financing conditions for state and local governments
were mixed.  Gross long-term jssuance of municipal
bonds remained robust in December, with continued
strength in new issuance for capital projects. CDS
spreads tor states inched down further over the inter-
meeting period, and vields on long-term general obliga-
ton municipal bonds fell notably. However, down-
grades of municipal bonds continued to substanually
outpace upgrades in the third quarter.

In the fourth quarter, bank credit continued to increase
as banks accumulated agency MBS and growth of total
loans picked up. Core loans—the sum of commercial
and industrial (C&I) loans, real estate loans, and con-
sumer loans—expanded modestdy.  Growth of C&l
loans at domestic banks was robust but was partly off-
sct by weakness at U.S. branches and agencies of Eu-
ropean banks. Noncore loans rose sharply, on net,
reflecing in part a surge in such loans at the U.S.
branches and agencies of European institutions. Re-
sponses to the January SLOOS indicated that, in the
aggregate, loan demand strengthened slightly and lend-
ing standards eased a bit further in the fourth quarter.

M2 increased at an annual rate of 5% percent in De-
cember, likely reflecting continued demand for safe and
liquid assets given investor concerns over develop-
ments in Europe. In addition, demand deposits rose
rapidly around vear-end, reportedly because lenders in
short-term funding markets chose to leave substantal
balances with banks over the turn of the year. The
monetary base increased in December, largely reflecting

growth in currency. Reserve balances were roughly
unchanged over the intermeeting period.

International financial markets seemed somewhat calm-
er over the intermeeting period than they had been in
previous months, and the funding conditons faced by
most European financial institutions and sovereigns
eased somewhat in the wake of the ECB’s first three-
year LTRO. Short-term euro interest rates moved low-
er as euro-area institutions drew a substantial amount
of three-year funds from the ECB, and dollar funding
costs for European banks also appeared to decline.
Spreads of yields on Italian and Spanish government
debt over those on German bunds narrowed over the
intermeeting period, with spreads on shorter-term debt
falling partcularly nouceably. The apparent improve-
ment in market sentiment was not diminished by news
late in the period that Standard & Poor’s lowered its
long-term sovereign bond ratings of nine euro-area
countries and the European Financial Stability Facility
or by news that negotiations over the terms of a volun-
tary private-sector debt exchange tor Greece had not
yet reached a conclusion.

The staff’s broad index of the foreign exchange value
of the dollar declined slightly over the intermeeting
period. While the dollar fell against most other curren-
cies, it appreciated against the euro. Foreign stock
markets generallv ended the period higher, with head-
line equity indexes in Europe and the emerging market
economies up substantially, although emerging market
equity and bond funds continued to experience out-
flows on net during the period.

Staff Economic Outlook

In the economic forecast prepared for the January
FOMC meeting, the staffs projection tor the growth in
real gross domestic product (GDP) in the ncar term
was revised down a bit. The revision reflected the ap-
parent decline in fedcral defense purchases and the
somewhat shallower trajectory for consumer spending
in recent months; the recent data on the labor market,
production, and other spending categories were, on
balance, roughly in line with the staff’s expectations at
the time of the previous forecast. The medium-term
projection for real GDP growth in the January forecast
was little changed from the one presented in Decem-
ber. Although the developments in Europe were cx-
pected to continue to weigh on the U.S. economy dur-
ing the first half of this year, the staff sull projected that
real GDP growth would accelerate gradually in 2012
and 2013, supported by accommodative monetary poli-
cy, further improvements in credit availability, and ris-
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ing consumer and business sentiment. The increase in
real GDP was expected to be sufficient to reduce the
slack in product and labor markets only slowly over the
projection period, and the unemployment rate was an-
ticipated to still be high at the end ot 2013.

The staff's forecast for inflation was essentially un-
changed trom the projection prepared for the Decem-
ber FOMC mecting.  With stable long-run inflation
expectations and substantial slack in labor and product
markets anticipated to persist over the forecast period,
the statf continued to project that inflation would re-
main subdued in 2012 and 2013,

Participants’ Views on Current Conditions and the
Economic Outlook

In conjunction with this FOMC meeung, all partici-
pants—the five members of the Board of Governors
and the presidents of the 12 Federal Reserve Banks—
provided projections of output growth, the unemploy-
ment rate, and inflaton for each vear from 2011
through 2014 and over the longer run. Longer-run
projections represent each participant’s assessment of
the rate to which cach variable would be expected to
converge, over time, under appropriate monetary policy
and 1n the absence of further shocks to the economy.
Starting with this meeting, participants also provided
assessments of the path for the target federal funds rate
that they view as appropriate and compatible with their
individual economic projections. Participants’ econom-
ic projections and policy assessments are described in
more detail in the Summary of Economic Projections,
which is attached as an addendum to these minutes.

In their discussion of the economic situation and out-
look, meeting partcipants agreed that the informaton
received since the Committee met in December sug-
gested that the economy had been expanding mod-
cratcly, notwithstanding some slowing in growth
abroad. In general, labor market indicators pointed to
somc turther improvement in labor market conditons,
but progress was gradual and the unemployment rate
remained elevated. Household spending had continued
to advance at a moderate pace despite still-sluggish
growth 1n real disposable income, but growth in busi-
ness fixed investment had slowed. The housing sector
remained depressed, with very low levels of actvity;
there were, however, signs of improvement in some
local housing markets. Many partcipants observed that
some indicators bearing on the economy’s recent per-
formance had shown greater-than-expected improve-
ment, but a number also noted less favorable data; one
noted that growth in final sales appeared to have

slowed in the fourth quarter of last vear even as output
growth picked up. Inflation had been subdued in re-
cent months, there was little evidence of wage or cost
pressures, and longer-term intlation expectations had
remained stable.

With respect to the economic outlook, participants
generally anticipated that economic growth over com-
ing quarters would be modest and, consequently, ex-
pected that the unemployment rate would decline only
graduallv, A number of factors were seen as likelv to
restrain the pace of economic expansion, including the
slowdown in economic activity abroad, fiscal tightening
in the United States, the weak housing matket, further
household deleveraging, high levels of uncertainty
among households and businesses, and the possibility
of increased voladlity in financial markets until the fis-
cal and banking issues in the euro area are more fully
addressed.  Participants continued to expect these
headwinds to ease over time and so anticipated that the
recovery would gradually gain strength. However, pat-
ticipants agreed that strains in global financial markets
continued to pose significant downside risks to the
economic outlook. With unemplovment expected to
remain elevated, and with longer-term inflaton expec-
tations stable, almost all participants expected inflation
to remain subdued In coming quarters—that is, to run
at or below the 2 percent level that the Committce
judges most consistent with its statutory mandate over
the longer run.

In discussing the household sector, meeting partici-
pants noted that consumer spending had grown mod-
erately in recent months. Consumer sentiment had
improved since last summer, though its level was sull
quite low. Business contacts in the retail sector re-
ported generally satistactory holiday sales, but high-end
retailers saw strong gains while lower-end retailers saw
mixed results. Contacts also reported widespread dis-
counting. Major express delivery companies indicated
very high volumes at year-end and into January. Sever-
al participants observed that consumer spending had
outpaced growth in personal disposable income last
year, and a few noted that households remained pessi-
mistic about their income prospects and uncertain
about the economic outdook. These observations sug-
gested that growth of consumer spending might slow.
FHowever, a few other participants pointed to increasing
job gains in recent months as contributing to an im-
proving trend in real incomes and thus supporting con-
tinued moderate growth in consumer spending,.
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Reports from business contacts indicated that activity
in the manufacturing, energy, and agricultural sectors
continued to advance in recent months. Businesses
generally reported that they remained cautious regard-
ing capital spending and hiring; some contacts cited
uncertainty about the economic outlook and about fis-
cal and regulatory policy. Nonetheless, business con-
tacts had become somewhat more optmistc, with
mote contacts reporting plans to expand capacity and
payrolls. Some companies indicated that they planned
to relocate some production from abroad to the United
States. A few participants noted that national and Dis-
trict surveys of firms’ capital spending plans suggested
that the recent slowing in business fixed mnvestment
was partly temporary. The combination of high energy
prices and availability of new drilling technologies was
promoting strong growth in investment outlays in the
energy scctorx.

Participants generally saw the housing sector as stiil
depressed. The level of activity remained quite weak,
house prices were continuing to decline in most areas,
and the overhang of foreclosed and distressed proper-
tes was still substanunal. Nonetheless, there were some
small signs of improvement. The inventory of unsold
homes had declined, though in part because the fore-
closure process had slowed, and issuance of permits for
new single-family homes had risen from its lows. One
partcipant again noted reports from some homebuild-
ers suggesting that land prices were edging up and that
financing was available from nonbank sources. Anoth-
er parucipant cited reports from business contacts indi-
cating that credit standards in mortgage lending were
becoming somewhat less stringent. Yet another noted
that recent changes to the Home Affordable Refinance
Program, which were intended to streamline the refi-
nancing of performing high-loan-to-value mortgages,
were showing some success.

Participants generally expected that growth of U.S. ex-
ports was likelv to be held back in the coming year by
slower global economic growth. In particular, fiscal
austerity programs in Europe and stresses in the Euro-
pean banking system scemed likely to restrain econom-
ic growth there, perhaps with some spillover to growth
in Asia, One participant noted that shipping rates had
declined of late, suggesting that a slowdown in interna-
tonal trade might be under way.

Participants agreed that recent indicators showed some
further gradual improvement in overall labor market
conditions: Payroll employment had increased some-
what more rapidly in recent months, new claims for

unemployment insurance had trended lower, and the
unemplovment rate had declined. Some business con-
tacts indicated that they planned to do more hiring this
year than last. However, unemplovment—including
longer-term unemployment—remained elevated, and
the numbers of discouraged workers and people work-
ing part time because they could not find full-time
work were also still quite high. Partcipants expressed a
range of views on the current extent of slack in the la-
bor market. Very high long-duration unemployment
might indicate a mismatch between unemploved work-
ers’ skills and employers’ needs, suggesting that a sub-
stantial part of the increase in unemployment since the
beginning of the recession reflected factors other than a
shortfall in aggregate demand. In contrast, the quite
modest increases in labor compensation of late, and the
large number of workers reporting that they are work-
ing part time because their emplovers have cut their
hours, suggested that underutilization of labor was still
substantal. A few participants noted thar the recent
decline in the unemployment rate reflected declining
labor force participation in large part, and judged that
the decline in the participation rate was likely to be re-
versed, at least to some extent, as the recovery contin-
ues and labor demand picks up.

Meeting participants observed that financial conditions
improved and financial market stresses ecased somewhat
during the intermeeting period: Equity prices rose,
volaality declined, and bank lending conditions ap-
peared to improve. Participants noted that the ECB’s
three-vear refinancing operaton had apparently contri-
buted to improved conditions in European sovereign
debt markets. Nonetheless, participants expected that
global financial markets would remain focused on the
evolving situation in Europe and anticipated that con-
tinued policy efforts would be necessary in Europe to
fully address the area’s fiscal and financial problems.
U.S. banks reported increases in commercial lending as
some European lenders pulled back, and some banking
contacts indicated that creditworthy companies’ de-
mand for credit had increased. A number of partci-
pants noted further improvement in the availability of
loans to businesses, with a couple of them indicating
that small business contacts had reported increased
availability of bank credit. However, a few other partic-
ipants commented that small businesses in their Dis-
tricts continued to face difficulty in obtaining bank
loans.

Participants observed that longer-run infladon cxpecta-
tions were still well anchored and also noted that infla-
tion had been subdued in recent months, partly reflect-
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ing a dechine in commodity prices and an easing of
supply chain disruptons since mid-2011. In addition,
labor compensation had nisen only slowly and produc-
tvity continued to increase. One participant reported
that a survey of business inflaton expectations indi-
cated firms were anticipating increases in unit costs on
the order of 1% percent this vear, just a bit higher than
last vear. Looking farther ahead, parucipants generally
judged that the modest expansion in economic activity
that thev were projecting would be consistent with a
gradual reducuon in the current wide margins of slack
in labor and product markets and with subdued infla-
tion going forward. Some remained concerned that,
with the persistence of considerable resource slack,
intlation might continue to drift down and run below
mandate-consistent levels for some time. However, a
couple of participants were concerned that inflation
could rise as the recovery continued and argued that
providing additional monetary accommodation, or even
maintaining the current highly accommodative stance
of monetary policv over the medium run, would erode
the stability of inflaton expectatons and risk higher
intlation.

Committee participants discussed possible changes to
the forward gudance that has been included in the
Committee’s recent post-meeting statements.  Many
pardcipants thought it important to explore means for
better communicating policymakers’” thinking about
future monetary policy and its relationship to evolving
economic conditons. A couple of participants ex-
pressed concern that some press reports had misinter-
preted the Committee’s use of a date in its forward
guidance as a commitment about its future policy deci-
sions. Several participants thought it would be helpful
to provide more information about the economic con-
diuons that would be likely to warrant maintaining the
current target range for the federal funds rate, perhaps
by providing numerical thresholds for the unemploy-
ment and inflaton rates. Different opinions were ex-
pressed regarding the appropriate  values of such
thresholds, reflecting different assessments of the path
for the federal funds rate that would likely be appropri-
ate to foster the Committee’s longer-run goals. How-
ever, some partcipants worried that such thresholds
would not accurately or effectively convey the Commit-
tee’s forward-looking approach to monetary policy and
thus would pose difticult communications issues, or
that movements in the unemployvment rate, by them-
sclves, would be an unreliable measure of progress to-
ward maximum emplovment. Several participants pro-

posed either dropping or greatly simplifving the for-

ward guidance in the Committee’s statement, arguing
that information about participants’ assessments of the
appropriate future level of the federal funds rate, which
would henceforth be contained in the Summary of
Economic Projections (SEP), made it unnecessary to
include forward guidance in the post-meeting state-
ment. However, several other participants emphasized
that the information regarding the federal funds rate in
the SEP could not substitute for a formal decision of
the members of the FOMC. Participants agreed to
contnue exploring approaches for providing the public
with greater clarity about the linkages between the eco-
nomic outlook and the Committee’s monctary policy
decisions.

Committee Policy Action

Members viewed the informaton on U.S. economic
acuvity received over the intermeeting period as sug-
gesting that the economy had been expanding mod-
eratelv and generally agreed that the economic outlook
had not changed greatly since they met in December.
While overall labor market conditions had improved
somewhat further and unemployment had declined in
recent months, almost all members viewed the unem-
plovment rate as still elevated relative o levels that they
saw as consistent with the Committee’s mandate over
the longer run. Available data indicated some slowing
in the pace of economic growth in Europe and in some
emerging market economies, pointing to reduced
growth of U.S. exports going forward. With the econ-
omy facing continuing headwinds from the recent fi-
nancial crisis and with growth slowing in a number ot
U.S. export markets, members generally expected a
modest pace of economic growth over coming quar-
ters, with the unemployment rate declining only gradu-
ally.  Strains in global financial markets contnued to
pose significant downside risks to economic activity.
Inflation had been subdued in recent months, and
longer-term inflation expectations remained stable.
Members generally anticipated that inflaton over com-
ing quarters would run at or below the 2 percent level
that the Committee judges most consistent with its
mandate.

In their discussion of monetary policy for the period
ahead, members agreed that it would be appropriate to
maintain the existing highly accommodative stance of
monetary policy. In particular, they agreed to keep the
target range for the federal funds rate at 0 to ¥4 per-
cent, to continue the program of extending the average
maturity of the Federal Reserve’s holdings of securities
as announced in September, and to retain the existing
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policies regarding the reinvestment of principal pav-
ments trom Federal Reserve holdings of securities.

With respect to the statement to be released following
the meeung, members agreed that only relatively small
modifications to the first two paragraphs were needed
o reflect the incoming information and the modest
changes to the economic outlook implied by the recent
data. In light of the economic outlook, almost all
members agreed to indicate that the Committee expects
to maintain a highly accommodative stance for mone-
tarv policy and currently anticipates that economic
conditions—including low rates of resource utlization
and a subdued oudook for inflation over the medium
run—are likely to watrant exceptionally low levels for
the tederal tunds rate at least through late 2014, longer
than had been indicated in recent FOMC statements.
In particular, several members said thev anticipated that
unemployment would sull be well above their estimates
of its longer-term normal rate, and inflation would be
at or below the Committee’s longer-run objective, in
latc 2014, It was noted that extending the horizon of
the Committee’s forward guidance would help provide
more accommodative financial conditions by shiftng
downward investors’ expectations regarding the future
path of the target federal funds rate. Some members
underscored the conditional nature of the Committee’s
forward guidance and noted that it would be subject to
revision in response to significant changes in the eco-
nomic outlook.

The Comunittee also stated that it is prepared to adjust
the size and compositon of its securities holdings as
appropriate to promote a stronger eConomic recovery
in a context of price stability. A few members ob-
served that, in their judgment, current and prospective
cconomic conditions—including elevated unemploy-
ment and inflation at or below the Commuttee’s objec-
dve—could warrant the inidaton of additional securi-
ties purchases before long. Other members indicated
that such policy acton could become necessary if the
economy lost momentum or if inflation seemed likely
to remain below its mandate-consistent rate of 2 per-
cent over the medium run. In contrast, one member
judged that maintaining the current degree of policy
accommodaton bevond the near term would likely be
inappropriate; that member anticipated that a preemp-
tive ughtening of monetary policy would be necessary
before the end of 2014 o keep inflation close to 2 per-
cent.

At the conclusion of the discussion, the Committee
voted to authorize and direct the Federal Reserve Bank

of New York, until it was instructed otherwise, to ex-
ecute transactions in the System Account in accordance
with the following domestic policy directive:

“The Federal Open Market Committee seeks
monetary and financial conditions that will
foster price stability and promote sustainable
growth in output, To further its long-run
objectives, the Committee seeks conditions
in reserve matkets consistent with federal
funds trading in a range from 0 to /4 percent.
The Committee directs the Desk to continue
the matutity extension program it began in
September to purchase, by the end of June
2012, Treasury securites with remaining ma-
turities of approximately 6 vears to 30 years
with a total face value of $400 billion, and to
sell Treasury securities with remaining matut-
ittes of 3 years or less with a total face value
of 3400 billion. The Committee also directs
the Desk to maintain its existing policies of
rolling over maturing Treasury securities into
new issues and of reinvesting principal pay-
ments on all agency debt and agency mort-
gage-backed securities in the System Open
Market Account in agency mortgage-backed
securities in order to maintain the total face
value of domestic securities at approximately
$2.6 trlbon. The Committee directs the
Desk to engage in dollar roll transactions as
necessary to facilitate setdement of the Fed-
eral Reserve’s agency MBS transactions. The
System Open Market Account Manager and
the Secretary will keep the Committee in-
formed of ongoing developments regarding
the System’s balance sheet that could affect
the attainment over time of the Committee’s
objectves of maximum employment and
price stability.”

The vote encompassed approval of the statement be-
low to be released at 12:30 p.m.:

“Informaton received since the Federal
Open Market Committee met in December
suggests that the economy has been expand-
ing moderately, notwithstanding some slow-
ing in global growth. While indicators point
to some further improvement in overall Ja-
bor market conditions, the unemployment
rate temains elevated. Household spending
has continued to advance, but growth in
business fixed investment has slowed, and
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the housing sector remains depressed. Infla-
tion has been subdued in recent months, and
longer-term inflation expectatons have re-
mained stable.

Consistent with 1ts statutoty mandate, the
Committee seeks to foster maximum em-
plorment and price stability. The Commuttee
expects cconomic growth over coming quar-
ters to be modest and consequently antc-
pates that the unemplovment rate will de-
cline only gradually toward levels that the
Commuittee judges to be consistent with its
dual mandate.  Strains in global financial
markets continue to pose significant down-
side risks to the economic outlook. The
Committee also anticipates that over coming
quarters, infladon will run at levels at or be-
low those consistent with the Committee’s
dual mandate.

To support a stronger €conomic recovery
and to help ensure that inflauon, over time,
is at levels consistent with the dual mandate,
the Committee expects to maintain a highly
accommodative stance for monetary policy.
In pardcular, the Committee decided today
to keep the target range for the federal funds
ratc at 0 to Y4 percent and currently antic-
ipates that economic conditons—including
low rates of resource utlizaton and a sub-
dued outlook for inflation over the medium
run—are likely to warrant exceptionally low
levels for the federal funds rate at least
through late 2014.

The Committee also decided to continue its
program to extend the average maturity of its
holdings of securities as announced 1n Sep-
tember. The Committee is maintaining its
exisung policics of reinvesting principal
payments from its holdings of agency debt
and agency mortgage-backed securities in
agency mortgage-backed securides and of

rolling over maturing Treasury securities at
auction. The Committec will regularly re-
view the size and composition of its securi-
tes holdings and is prepared to adjust those
holdings as appropriate to promote a strong-
er economic recovery in a context of price
stability.”

Voting for this action: Ben Bernanke, William C.
Dudley, Elizabeth Duke, Dennis P. Lockhare, Sandra
Pianalto, Sarah Bloom Raskin, Daniel K. Tarullo, John
C. Williams, and Janet L. Yellen.

Voting against this action: Jetfrev M. Lacker.

Mr. Lacker dissented because he preferred to omit the
descripuon of the dme period over which economic
conditions were likely to warrant exceptionally low le-
vels of the federal funds rate. He expected that a
preemptive tightening of monetary policy would be
necessary to prevent an increase in infladon projections
or inflaton expectations prior to the end of 2014,
More broadly, given the inclusion of FOMC paruci-
pants’ projections for the federal funds rate target in
the Summary of Economic Projections, he saw no need
to provide additonal forward guidance in the Commit-
tee statement.

It was agreed that the next meeting of the Committee
would be held on Tuesday, March 13, 2012, The meet-
ing adjourned at 11:30 a.m. on January 25, 2012,

Notation Vote
By notation vote completed on December 30, 2011, the
Committee unanimously approved the minutes of the

FOMC meetng held on December 13, 2011.

William B. English
Secretary
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Summary of Economic Projections

In conjunction with the January 24-25, 2012, Federal
Open Market Committee (FOMC) meeting, the mem-
bets of the Board of Governors and the presidents of
the I'ederal Reserve Banks, all of whom participate in
the deliberations of the FOMC, submitted projections
for growth of real output, the uncmployment rate, and
intlation for the vears 2012 to 2014 and over the longer
run. The economic projections were based on infor-
mation available at the ume of the meeting and partici-
pants’ individual assumptons about factors likely to
affect cconomic outcomes, including their assessments
of appropriate monetary policy. Starting with the Janu-
ary meeting, participants also submitted their assess-
ments of the path for the target federal funds rate that
thev viewed as appropriate and compatible with their
individual economic projections. Longer-run projec-
tions represent each participant’s assessment of the rate
to which cach variable would be expected to converge
over time under appropriate monetary policy and in the
absence of further shocks. “Appropriate monctary
policy” is defined as the future path of policy that par-
ticipants deem most likely to foster outcomes for eco-
nomic activity and inflation that best satisfy their indi-
vidual interpretation of the Federal Reserve’s objectives
of maximum emplovment and stable prices.

As depicted in figure 1, FOMC participants projected
continued economic expansion over the 2012-14 pe-
rind, with real gross domestic product (GDP) rising at

a modest rate this year and then strengthening further
through 2014. Participants generally anticipated only a
small dechine in the unemployment rate this vear. In
2013 and 2014, the pace of the expansion was pro-
jected to exceed participants’ estimates of the Jonger-
run sustainable rate of increase in real GDP by enough
to result in a gradual further decline in the unemploy-
ment rate. However, at the end of 2014, parucipants
generally expected that the unemployment rate would
stll be well above their estimates of the longer-run
normal unemployment rate that they currentdy view as
consistent with the FOMC’s statutory mandate for
promotng maximum employment and price stability.
Participants viewed the upward pressures on inflation
in 2011 from factors such as supply chain disruptions
and rising commodity prices as having waned, and they
anticipated that inflation would fall back in 2012. Over
the projection period, most participants expected infla-
tion, as measured by the annual change in the price
index for personal consumption expenditures (PCE), to
be at or below the FOMC’s objective of 2 percent that
was cxpressed in the Committee’s statement of longer-
run goals and policy strategy. Core inflation was pro-
jected to run at about the same rate as overall inflation.

As indicated in table 1, relative to their previous projec-
tions in November 2011, participants made small
downward revisions to their expectations for the rate of
increase in real GDP in 2012 and 2013, but they did

Table 1. Economic projections of Federal Reserve Board members and Federal Reserve Bank presidents, January 2012

Pereent
) Central tendency! Range?
\ariable
2012 J 2013 2014 Longer run 2012 J 2013 | 2014 Longer run

Change in real GDP. ..., 221027 281032 33w40 | 231026 211030 241038  28w43 1 221030

November projecuon. .| 2.5t 2.9 3.0t 3.5 3.0t0 3.9 241027 23w 35 2.7 t0 4.0 27t 4.5 : 22t0 3.0
Unemplovment rate. . . . . . 8.2t 8.5 7.4 10 8.1 67w76 + 52w06.0 7.8 10 8.6 7.01t0 8.2 631077 + 3501060

November projecuon. .| 8.5 w0 8.7 78w 8.2 681077 | 32w60 8.1 w89 7510 8.4 631080 ¢+ 501060
PCH infladon. ... ... .. 40 1.8 1.4 to 2.0 16020 ! 2.0 1.3tw0 2.5 14w 23 15t02.1 ! 2.0

November projection. .| 1.4 w 2.0 1.5t0 2.0 153120 | 17t20 1410238 1.4t 2.5 151024 1 15w020
Core PCF mflaton® ... .. 1.5t 1.8 1.5t0 2.0 1.6 to 2.0 : 1.3tw02.0 1.4 to0 2.0 14020

November projection. .| 1.5 to 2.0 14w 1.9 1.5t0 2.0 1.3t 2.1 14 w021 14022 1

NOTE: Proiections of change in real gross domestic product (GDP) and projections for both measures of inflation are from the fourth quarter of the pre-
vious year to the fouarth quarter of the vear indicated. PCL inflation and core PCL inflation are the percentage rates of change in, respectively, the price index
tor personal consumption expenditures (PCL) and the price index for PCE excluding food and cnergy. Projections for the unemployvment rate are tor the aver-
age avihan uncmiployment rate in the fourth quarter of the year indicated. Lach participant’s projections are based on his or her assessment of appropriare
monetary policy. Longer-run projections represent each paracipant’s asscssment of the rate to which each variable would be expected w converge under ap-
propriate monctary pohey and in the absence of turther shocks to the cconomy. The November projections were made in conjunction with the meeting ol the

cdzral Open Market Committee on November 1-2, 2011.

{. The central tendency excludes the three highest and three lowest projections for each variable in each vear.
2. The range for a variable in a given vear includes all pargeipants” projections, from lowest wo highes, for that variable in chat vear.
3. longer-run projecuons for core PCL infladon are not collected.
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not matertally alter their projectons for a noticeably
stronger pace of expansion by 2014, With the unem-
plovment rate having declined in recent months by
more than participants had anticipated in the previous
Summary of Economic Projections (SEP), they gener-
ally lowered their forecasts for the level of the unem-
ployment rate over the next two years. Participants’
expectations for both the longer-run rate of increase in
rcal GDP and the longer-run unemployment rate were
little changed from November. They did not signifi-
cantly alter their forecasts for the rate of inflation over
the next three vears. However, in light of the 2 percent
inflation that is the objective included in the statement
of longer-run goals and policy strategy adopted at the
January meeting, the range and central tendency of
their projections of longer-run inflation were all equal
to 2 percent.

As shown in figure 2, most participants judged that
hughly accommeodatve monetary policy was likely to be
warranted over coming vears to promote a stronger
cconomic expansion in the context of price stability. In
particular, with the unemployment rate projected to
remain elevated over the projection period and infla-
tion expected to be subdued, six participants antic-
ipated that, under appropriate monetary policy, the first
increase in the target federal funds rate would occur
after 2014, and five expected policy firming to com-
mence during 2014 (the upper panel). The remaining
six participants judged that raising the federal funds
rate sooner would be required to forestall inflationary
pressures or avoid distordons in the financial system.
As indicated in the lower panel, all of the individual
assessments of the appropriate target federal funds rate
over the next several years were below the longer-run
level of the federal funds rate, and 11 participants
placed the target federal funds rate at | percent or low-
er at the end of 2014, Most participants indicated that
thev expected that the normalizadon of the Federal
Reserve’s balance sheet should occur in a way consis-
rent with the principles agreed on at the June 2011
meeting of the FOMC, with the timing of adjustments
depcndent on the expected dare of the first policy tight-
ening. .\ few participants judged that, given their cur-
rent assessments of the economic outlook, appropriate
policy would include additional asset purchases in 2012,
and one assumed an early ending of the maturity exten-
sion program.

A sizable majority of partcipants continued to judge
the level of uncertainty associated with their projections
for real activity and the unemployment rate as unusual-
Iy high relatve to historical norms. Many also attached

a greater-than-normal level of uncertainty to their fore-
casts for inflation, but, compared with the November
SEP, two additional participants viewed uncertainty as
broadly similar to longer-run norms. As in November,
many participants saw downside risks attending their
forecasts of real GDP growth and upside risks to their
forecasts of the unemployment rate; most participants
viewed the risks to their inflation projectons as broadly
balanced.

The Outlook for Economic Activity

The central tendency of participants’ forecasts for the
change in real GDP in 2012 was 2.2 to 2.7 percent.
This forecast for 2012, while slightly lower than the
projection prepared in November, would represent a
pickup in output growth from 2011 to a rate close to 1ts
longer-run trend. Participants stated that the economic
information received since November showed contin-
ued gradual improvement in the pace of economic ac-
tivity during the second half of 2011, as the influence
of the temporary factors that damped acuvity in the
first half of the year subsided. Consumer spending
increased at a moderate rate, exports expanded solidly,
and business investment rose further. Recently, con-
sumers and businesses appeared to become somewhat
more optimistic about the outlook. Financial condi-
tions for domestic nonfinancial businesses were gener-
ally favorable, and conditions in consumer credit mar-
kets showed signs of improvement.

However, a number of factors suggested that the pace
of the expansion would continue to be restrained. Al-
though some indicators of activity in the housing sector
improved slightly at the end of 2011, new homebuild-
ing and sales remained at depressed levels, house prices
were still falling, and mortgage credit remained tght.
Households’ real disposable income rose only modestly
through late 2011. In addition, federal spending con-
tracted toward year-end, and the restraining effects of
fiscal consolidation appeared likely to be greater this
year than anticipated at the time of the November pro-
jections.  Participants also read the information on
economic activity abroad, particularly in Europe, as
pointing to weaker demand for U.S. exports in coming
quarters than had seemed likely when they prepared
their forecasts in November.

Participants anticipated that the pace of the economic
expansion would strengthen over the 2013-14 period,
reaching rates of increase in real GDP above their es-
tmates of the longer-run rates of output growth. The
central tendencies of participants’ forecasts for the
change in real GDP were 2.8 to 3.2 percent in 2013 and
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3.3 to 4.0 percent in 2014, Among the considerations
supporting their forecasts, participants cited their ex-
pectation that the expansion would be supported by
monetary policy accommodation, ongoing improve-
ments in credit condidons, rising household and busi-
ness confidence, and strengthening household balance
sheets. Many participants judged that U.S. fiscal policy
would stll be a drag on economic acuvity in 2013, but
many anticipated that progress would be made in re-
solving the fiscal situation in Europe and that the for-
eign economic outlook would be more positive. Over
tme and in the absence of shocks, participants ex-
pected that the rate of increase of real GDP would
converge to their estimates of its longer-run rate, with a
cenual tendency of 2.3 to 2.6 percent, little changed
from their estimates in November.

The unemployment rate improved more in late 2011
than most participants had anticipated when they pre-
pared their November projections, falling from 9.1 to
8.7 percent berween the third and fourth quarters. As a
result, most participants adjusted down their projec-
tons for the uncmployment rate this year. Nonethe-
less, with real GDP expected to increase at a modest
rate in 2012, the unemployment rate was projected to
decline only a litde this year, with the central tendency
of participants’ forecasts at 8.2 to 8.5 percent at vear-
end. Thereafter, participants expected that the pickup
in the pace of the expansion in 2013 and 2014 would
be accompanicd by a further gradual improvement in
labor market conditions. The central tendency of par-
tcipants’ forecasts for the unemployment rate at the
end of 2013 was 7.4 to 8.1 percent, and it was 6.7 to
7.6 percent at the end of 2014, The central tendency of
participants’ estimates of the longer-run normal rate of
unemployment that would prevail in the absence of
further shocks was 5.2 to 6.0 percent. Most partici-
pants indicated that they anticipated that five or six
vears would be required to close the gap between the
current unemployment rate and their estimates of the
longer-run rate, although some noted that more time
would likely be nceded.

Figures 3.\ and 3.B provide details on the diversity of
participants’ views regarding the likely outcomes for
real GDP growth and the unemployment rate over the
next three years and over the longer run. The disper-
ston In these projectons reflected differences in partic-
1pants’ assessments of many factors, including appro-
priate monetary policy and its effects on economic ac-
tivity, the underlving momentum in economic actvity,
the cffects of the European situation, the prospective
path for U.S. fiscal policy, the likely evolution of credit

and financial market conditons, and the extent of
structural dislocations in the labor market. Compared
with their November projections, the range of partici-
pants’ forecasts for the change in real GDP in 2012
narrowed somewhat and shifted slightlv lower, as some
participants reassessed the outlook for global economic
growth and for U.S. fiscal policv. Many, however,
made no material change to their forecasts for growth
of real GDP this vear. The dispersion of partcipants’
forecasts for output growth in 2013 and 2014 remained
relativelv wide. Having incorporated the data showing
a lower rate of unemployment at the end of 2011 than
previously expected, the distribution of participants’
projections for the end of 2012 shifted noticeably down
relative to the November forecasts. The ranges for the
unemployment rate in 2013 and 2014 showed less pro-
nounced shifts toward lower rates and, as was the case
with the ranges for ourput growth, remained wide.
Participants made only modest adjustments to their
projections of the rates of output growth and unem-
ployment over the longer run, and, on net, the disper-
sions of their projections for both were little changed
from those reported in November. The dispersion of
estimates for the longer-run rate of output growth is
narrow, with onlv one participant’s estimate outside of
a range of 2.2 to 2.7 percent. By comparison, partici-
pants’ views about the level to which the unemplov-
ment rate would converge in the long run are more
diverse, reflecting, among other things, different vicws
on the outlook for labor supply and on the extent of
structural impediments in the labor market.

The Outlook for Inflation

Partcipants generally viewed the outlook for intlation
as very similar to that in November. Most indicated
that, as they expected, the effects of the run-up in pric-
es of energy and other commodities and the supply
distuptions that occurred in the first half of 2011 had
largely waned, and that inflation had been subdued in
recent months. Partcipants also noted that inflation
expectations had remained stable over the past vear
despite the fluctuations in headline inflation. Assuming
no further supply shocks, most participants anucipated
that both headline and core inflation would remain
subdued over the 2012—14 period at rates at or below
the FOMC’s longes-run objectve of 2 percent. Specif-
ically, the central tendency of participants’ projections
for the increase in inflation, as measured by the PCE
price index, in 2012 was 1.4 to 1.8 percent, and it edged
up to a central tendency of 1.6 to 2.0 percent in 2014,
the central tendencies of the forecasts for core PCE
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inflation were largely the same as those for the total
measure.

Figures 3.C and 3.D provide information about the
diversity of participants’ views about the outlook for
inflation. Compared with their November projections,
expectations for inflation in 2012 shifted down a bit,
with some participants noting that the slowing in infla-
tion at the end of 2011 had been greater than they an-
ticipated. Nonetheless, the range of participants’ fore-
casts for inflation in 2012 remained wide, and the dis-
persion was only slightly narrower in 2013. By 2014,
the range of inflation forecasts narrowed more notice-
ably, as parucipants expected that, under appropriate
monetary policy, inflation would begin to converge to
the Committee’s longer-run objective. In general, the
dispersion of views on the outlook for inflation over
the projection period represented differences in judg-
ments regarding the degree of slack in resource utiliza-
tion and the extent to which slack influences inflation
and inflation expectations. In addidon, participants
differed in their estimates of how the stance of mone-
tary policy would influence inflation expectations.

Appropriate Monetary Policy

Most participants judged that the current outfook—for
a moderate pace of economic recovery with the unem-
plovment rate declining only gradually and inflation
subdued—warranted exceptionally low levels of the
federal funds rate at least untl late 2014. In particular,
five participants viewed appropriate policy firming as
commencing during 2014, while six others judged that
the first increase in the federal funds rate would not be
warranted untul 2015 or 2016. As a result, those
11 participants anticipated that the appropriate federal
funds rate at the end of 2014 would be 1 percent or
lower. Those who saw the first increase occurring in
2015 reported that they anticipated that the federal
funds rate would be '2 percent at the end of that year.
For the two participants who put the first increase in
2016, the appropriate target federal funds rate at the
end of that vear was 12 and 1% percent. In contrast,
six participants expected that an increase in the target
federal funds ratc would be appropriate within the next
two vears, and those participants anticipated that the
target rate would need to be increased to around 172 to
2% percent at the end of 2014.

Participants’ assessments of the appropriate path for
the federal funds rate reflected their judgments of the
policy that would best support progress in achieving
the Federal Reserve’s mandate for promotng maxi-
mum employment and stable prices. Among the key

factors informing participants’ expectations about the
appropriate setting for monetary policy were their as-
sessments of the maximum level of employment, the
Committee’s longer-run infladon goal, the extent to
which current conditions deviate from these mandate-
consistent levels, and their projections of the likely time
horizons required to return employment and inflation
to such levels. Several participants commented that
their assessments took into account the risks to the
outlook for economic activity and inflation, and a few
pointed specifically to the relevance of financial stability
in their policy judgments. TParticipants also noted that
because the appropriate stance of monetary policy de-
pends importantly on the evolution of real activity and
inflation over time, their assessments of the appropriate
future path of the federal funds rate could change if
economic conditions were to evolve in an unexpected
manner.

All pardcipants reported levels for the appropriate tar-
get federal funds rate at the end of 2014 that were well
below their estimates of the level expected to prevail in
the longer run. The longer-run nominal levels were in
a range from 3% to 4%z percent, retlecting parucipants’
judgments about the longer-run equilibrium level of the
real federal funds rate and the Committee’s inflation
objective of 2 percent.

Participants also provided qualitative information on
their views regarding the appropriate path of the Fed-
eral Reserve’s balance shect. A few participants’ as-
sessments of appropriate monetary policy incorporated
additional purchases of longer-term securities in 2012,
and a number of parucipants indicated that they re-
mained open to a consideration of additional asset pur-
chases if the economic outlook deteriorated. All but
one of the participants continued to expect that the
Committee would carry out the normalizadon of the
balance sheer according to the principles approved at
the June 2011 FOMC meeting. That is, prior to the
first increase in the federal funds rate, the Committee
would likely cease reinvesting some or all payments on
the securities holdings in the System Open Market Ac-
count (SOMA), and it would likely begin sales of agen-
cy securities from the SOMA sometime after the first
rate increase, aiming to eliminate the SOMA’s holdings
of agency securities over a period of three to five years.
Indeed, most participants saw sales of agency securities
starung no earlier than 2015. However, those partici-
pants antcipating an earlier increase in the federal
funds rate also called for earlier adjustments to the bal-
ance sheet, and one participant assumed an early end of
the maturiry extension program.
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Figure 3.1 detalls the distribution of pardcipants’
judgments regarding the appropriate level of the target
federal funds rate at the end of each calendar year from
2012 to 2014 and over the longer run. Most partici-
pants anticipated that economic conditions would war-
rant maintaining the current low level of the federal
funds rate over the next two years. However, views on
the appropriate level of the federal funds rate at the end
of 2014 were more widely dispersed, with rwo-thirds of
participants sceing the appropriate level of the federal
funds rate as 1 percent or below and five seeing the
appropriate rate as 2 percent or higher. Those partici-
pants who judged thar a longer period of exceptionally
low levels of the federal funds rate would be appropri-
ate generally also antcipated that the pace of the eco-
nomic expansion would be moderate and that the un-
emplovment rate would decline only gradually, remain-
ing well above its longer-run rate at the end of 2014.
Almost all of these pardcipants expected that inflation
would be relauvely stable at or below the FOMC’s
longer-run objective of 2 percent until the time of the
first increase in the federal funds rate. A number of
them also mentoned their assessment that a longer
period of low federal funds rates is appropriate when
the federal funds rate is constrained by its effective
lower bound. In contrast, the six participants who
judged thart policy firming should begin in 2012 or 2013
indicated that the Committee would need to act deci-
sively to keep inflauon at mandate-consistent levels and
to Limit the risk of undermining Federal Reserve credi-
bility and causing a rise in intlaton expectations. Sev-
eral were projecting a faster pickup in economic activi-
ty, and a few steessed the risk of distortions in the fi-
nancial system from an extended period of excepuonal-
ly low interest rates.

Uncertainty and Risks

Figure 4 shows that most participants continued to
share the view that their projections for real GDP
growth and the unemployment rate were subject to a
higher level of uncertainty than was the norm during
the previous 20 vears.! Many also judged the level of
uncertainty associated with their infladon forecasts to
be higher than the longer-run norm, but that assess-

" Table 2 provides estimates of the forecast uncertainty for
the change in real GDP, the unemployment rate, and total
consumer price inflation over the period from 1991 to 2010.
At the end f this summary, the box “Forecast Uncertainty”
discusses the sources and interpretation of uncertainty in the
cconomic forecasts and explains the approach used to assess
the uncertainty and risks attending the participants’ projec-
tions.

Table 2. Average historical projection error ranges
Pcrcentage points

Variable 2012 2013 2014

Change in real GDP' Lo 1.3 *1.7 *138

Unemploymentrate! ... ... .. +0.7 +1.4 *1.8

Total consumer prices?. .. ... +0.9 +1.0 +1.0
NOT1IE: Ercor ranges shown are measured as plus or minus the toor

mean squared crror of projectons for 1991 through 2010 that were
released in the winter by various private and government forecasters. As
described in the box “TForecast Uncertainty,” under certain assumptions,
there Is about a 70 percent probabilitv that acrual outcomes for real
GDP, uncmployment, and consumer prices will be in ranges implied by
the average size of projection errors made in the past. Further informa-
tion is in David Reifschneider and Perer Tulip (2007), “Gauging the
Uncertainty of the Economic Outook from Historical Forecasting
Errors,” Finance and Economics Discussion Series 2007-60 (Washing-
on: Board of Governors of the Federal Reserve Systemn, November).

1. For definitions, refer to general note in table 1.

2. Measure is the overall consumer price index, the price measure

that has been most widely used in government and private cconomic
forecasts. Projecton is percent change, fourth quarter of the previous
vear to the fourtth quarter of the year indicared.

ment was somewhat less prevalent among participants
than was the case for uncertainty about real acavity.
Partcipants identified a number of factors that contri-
buted to the elevated level of uncertainty about the out-
look. In parucular, many participants continued to cite
risks related to ongoing developments in Europe.
More broadly, thev again noted difficulties in forecast-
ing the path of economic recovery from a deep reces-
sion that was the result of a severe financial crisis and
thus differed importandy from the experience with re-
coveries over the past 60 years. In that regard, paruci-
pants continued to be uncertain about the pace at
which credit conditions would ease and about pros-
pects for a recovery in the housing sector. In addidon,
participants generally saw the outlook for fiscal and
regulatory policies as still highly uncertain. Regarding
the unemployment rate, several expressed uncertainty
about how labor demand and supply would evolve over
the forecast period. Among the sources of uncertainty
about the outlook for inflation were the difficulties in
assessing the current and prospective margins ot slack
in resource markets and the effect of such slack on
prices.

A majority of participants continued to report that they
saw the risks to their forecasts of real GDP growth as
weighted to the downside and, accordingly, the risks to
their projectons for the unemployment rate as skewed
to the upside. All but one of the remaining participants
viewed the risks to both projections as broadly bal-
anced, while one noted a risk that the unemployment
rate might continue to decline more rapidly than ex-
pected. The most frequendy cited downside risks to
the projected pace of the economic expansion were the
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possibility of financial market and economic spillovers
from the fiscal and financial issucs in the euro area and
the chance that some of the factors that have restrained
the recovery in recent vears could persist and weigh on
economic activity to a greater extent than assumed in
pardcipants’ baseline forecasts. In particular, some
participants mentioned the downside risks to consumer
spending from sull-weak housechold balance sheets and
only modest gains in real income, along with the possi-
ble etfects of still-high levels of uncertainty regarding
fiscal and regulatory policies that might damp business-
es” willingness to invest and hire. A number of partici-
pants noted the risk of another disruption in global oil
markets that could not onlv boost inflation but also
reduce real income and spending. The participants
who judged the risks to be broadly balanced also rec-
ognized a number of these downside risks to the out-
look but saw them as counterbalanced by the possibili-
tv that the resilience of economic activity in late 2011
and the recent drop in the unemplovment rate might
signal greater underlying momentum in economic activ-
ity.

In contrast to their outlook for economic activity, most
participants judged the risks to their projections of in-
flation as broadly balanced.  Participants generally
viewed the recent declinc in inflation as having been in
line with their earlier forecasts, and they noted that in-
flation expectations remain stable. While many of
these participants saw the persistence of substantial
slack in resource uulization as likely to keep inflation
subdued over the projection petiod, a few others noted
the risk that elevated resource slack might put more
downward pressure on inflation than expected. In con-
trast, some participants noted the upside risks to infla-
ton from developments in global oil and commodity
markets, and several indicated that the current highly
accommodative stance of monetary policy and the sub-
stantal liquidity currently in the financial system risked
a pickup in inflation to a level above the Commuittee’s
objective. A few also pointed to the risk that uncertain-
ty about the Committee’s ability to effectively remove
policy accommodation when appropriate could lead to
a rise in inflation expectations.




Summary of Economic Projections of the Meeting of January 24-25, 2012

Forecast Uncertainty

The economic projections provided by
the members of the Board of Governors and
the presidents of the Federal Reserve Banks
inform discussions of monetary policy among
policymakers and can aid public understand-
ing of the basis for policy actions. Consider-
able uncertainty attends these projections,
lrowever. The economic and statistical models
and relatonships used to help produce eco-
nomic forecasts are necessarily imperfect de-
scripuons of the real world, and the future
path of the economy can be affected by myr-
iad unforeseen developments and events.
Thus, in setting the stance of monetary policy,
participants consider not only what appears to
be the most likely economic outcome as em-
bodied in their projections, but also the range
of alternauve possibilites, the likelihood of
their occurring, and the potental costs to the
economy should they occur.

Table 2 summarizes the average historical
accuracy of a range of forecasts, including
those reported in past Monetary Policy Reports
and those prepared by the Federal Reserve
Board’s staff in advance of meetings of the
Federal Open Market Committee. The pro-
jection ergor ranges shown in the rtable 1l-
lustrate the considerable uncertainty associated
with economic forecasts. For example, sup-
pose a participant projects that real gross do-
mestic product (GDP) and total consumer
prices will rise steadily at annual rates of, re-
spectvely, 3 percent and 2 percent. 1f the
uncertainty attending those projections is simi-
lar to that experienced in the past and the risks
around the projections are broadly balanced,
the numbers reported in table 2 would imply a
probabilin: of about 70 percent that actual
GDP would expand within a range of 1.7 to

4.3 percent in the current year, 1.3 to 4.7 per-
cent in the second year, and 1.2 to 4.8 in the
third year. The corresponding 70 percent con-
fidence intervals for overall inflation would be
1.1 to 2.9 percent in the current vear and 1.0 to
3.0 percent in the second and third vears.

Because current conditons differ
from those that prevailed, on average, over his-
tory, participants provide judgments as to
whether the uncertainty attached to their pro-
jections of each variable is greater than, smaller
than, or broadly similar to typical levels of
forecast uncerrainty in the past, as shown in
table 2. Partcipants also provide judgments as
to whether the risks to their projections are
weighted to the upside, are weighted to the
downside, or are broadly balanced. That s,
participants judge whether each variable is
more likely to be above or below their projec-
tions of the most likely outcome. These judg-
ments about the uncertainty and the risks at-
tending each partcipant’s projections are dis-
tinct from the diversity of participants’” views
about the most likely outcomes. Forecast un-
certainty 1s concerned with the risks associated
with a pardcular projection rather than with
divergences across a number of ditferent pro-
jections.

As with real actvity and inflaton, the out-
look for the future path of the federal funds
rate is subject to considerable uncertainty. This
uncertainty arises primarily because cach partic-
ipant’s assessment of the appropriate stance of
monetary policy depends importantly on the
evoluton of real acuvity and inflation over
ume. If economic conditions evolve in an un-
expected manner, then assessments of the ap-
propriate sewing of the federal funds rate

may

would change from that point forward. J
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Percent
Central tendencey! Rangc?
Variablc
2012 2013 ’ 2014 Longer run 2012 2013 2014 Longer run
Change in real GDP. ... .. 221027 281032 331040 } 231026 | 21030 241038 28w043 | 221030
November projection. || 2.5t 2.9 300 3.5 3.0t039 1 241027 23t 3.5 2.7 to 4.0 27w45 ¢ 22030
Unemployment rate. . . . . . 821085 741081 67w76 @ 321060 | 781086 70082 6377 i 501060
November projection. .| 8.51t0 8.7 781082 6.8t07.7 1 52t000 8.1t089 751084 65180 1 500060
PCFE inflation. ........ .. 14t 1.8 1410 2.0 1.6 10 2.0 ; 2.0 13w 25 1.4 t023 15t02.1 :' 2.0
November projection. .| 1.4 0 2.0 1.5t 2.0 15020 @ 171020 141028 141025 15024 | 15020
) 1
Core PCE inflaton?, ... .. 1.5t 1.8 1.5t 2.0 1.6t0 2.0 1.3t 2.0 141t 2.0 14t 20
November projection. .| 1.5t 2.0 14t 1.9 1.5 20 1.3t 2.1 1.4 1o 2.1 141022

NoTE: Projections of change in real gross domestic product (GDP) and projections for both measures of inflation arce from the fourth quarter of the pre-
vious year to the fourth guarter of the year indicated. PCE intlation and core PCE mflation are the percentage rates of change in, respeetively, the price index
for personal consumption expendstures (PCEY and the price index for PCE excluding food and encrgy. Projections for the unemployment rate are for the aver-
age civilian unemployment rate in the fourth quarter of the year indicated. Fach parncipant’s projections are based on his or her assessmenr of appropriate
monctary policy. Longer-run projections represent cach participant’s asscssment of the rate to which cach variable would be cxpected to converge under ap-
propriate monctary policy and in the absence of further shocks to the cconomy. The November projections were made in conjunction with the meetng of the
Federal Open Market Committee on Nouvember 1-2, 2011,

1. The central wendency excludes the three highest and three Jowest projections for each variable in cach year.
2. The range tor a variable in a yiven year includes all participants’ projections, from lowcest to highest, for that variable in that year.
3. Longer-run projections for core PCE inflation are not collected.
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Explanation of Economic Projections Charts

The charts show actual values and projections for three economic variables:

e Change in Real Gross Domestic Product (GDP)—as measured from the
fourth quarter of the previous year to the fourth quarter of the year
indicated, with values plotted at the end of each year.

¢ Unemployment Rate—the average civilian unemployment rate in the
fourth quarter of each year, with values plotted at the end of each year.

e PCE Inflation—as measured by the change in the personal consumption
expenditures (PCE) price index from the fourth quarter of the previous
year to the foutth quarter of the year indicated, with values plotted at the
end of each year.

Information for these variables is shown for each year from 2007 to 2014, and
for the longer run.

The solid line, labeled “Actual,” shows the historical values for each variable.'

The lightly shaded areas represent the ranges of the projections of
policymakers. The bottom of the range for each variable is the lowest of all of
the projections for that year or period. Likewise, the top of the range is the
highest of all of the projections for that year or period.

The dark shaded areas represent the central tendency, which is a narrower
version of the range that excludes the three highest and three lowest
projections fot each variable in each year or period.

The longer-run projections, which are shown on the far right side of the charts,
are the rates of growth, unemployment, and inflation to which a policymaker
expects the economy to converge over time—maybe in five or six years—in
the absence of further shocks and under appropriate monetary policy. Because
appropriate monetary policy, by definition, is aimed at achieving the Federal
Reserve’s dual mandate of maximum employment and price stability in the
longer run, policymakers’ longer-run projections for economic growth and
unemployment may be interpreted, respectively, as estimates of the economy’s
normal or trend rate of growth and its normal unemployment rate over the
longer run. Similarly, the longer-run projections of inflation are for the rate of
inflation that each policymaker judges to be most consistent with the Federal
Reserve’s dual mandate in the longer term.

" Actual fourth-quarter 201 | values for the change in real GDP and for PCE inflation have not yet been
published by the Bureau of Economic Analysis; the plotted values of these variables for 2011 are the
median estimates taken from the Federal Reserve Bank of New York’s January survey of primary dealers.




Explanation of Policy Path Charts

These charts are based on policymakers’ projections of the appropriate path for the
FOMC’s target federal funds rate. The target funds rate is measured as the level of
the target rate at the end of the calendar year or in the longer run. Appropriate
monetary policy, by definition, is the future path of policy that each participant deems
most likely to foster outcomes for economic activity and inflation that best satisfy his
or her interpretation of the Federal Reserve’s dual objectives of maximum
employment and stable prices.

e In the upper panel, the shaded bars represent the number of FOMC
participants who project that the inital increase in the target federal funds rate
(from its current range of 0 to '/ percent) would appropriately occur in the
specified calendar year.

o In the Jower panel, the dots represent individual policymakers’ projections of
the appropriate federal funds rate target at the end of each of the next several
vears and in the longer run. Each dot in that chart represents one
policymaker’s projection. Please note that for purposes of this chart the
responses are rounded to the nearest /a percent, with the exception that all

values below 37.5 basis points are rounded to /4 percent.

These projections of the uming of the initial increase of the target federal funds rate
and the path of the target federal funds rate are the ones that policymakers view as

compatible with their individual economic projections.






7/312 Printer Version - Board of Governors of the Federal Reserve System

projections, FOMC participants' estimates of the longer-run normal rate of unemployment had a central
tendency of 5.2 percent to 6.0 percent, roughly unchanged from last January but substantially higher than
the corresponding mterval several years earlier.

In setting monetary policy, the Committee seeks to mitigate deviations of mflation from its longer-run goal
and deviations of employment from the Committee's assessments of its maximum level. These objectives
are generally complementary. However, under circumstances m which the Committee judges that the
objectives are not complementary, it follows a balanced approach m promoting them, taking nto account
the magnitude of the deviations and the potentially different time horizons over which employment and
inflation are projected to return to levels judged consistent with its mandate.
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Notes

The economic forecast was completed in early December 2011, and the estimates of 2011
values shown in tables and figures in Chapter 2 and Appendix E are based, except when
otherwise noted, on information that was available by that date.

Numbers in the text and tables may not add up to totals because of rounding.

Unless otherwise indicated, years referred to in describing the economic outlook are calendar
yearts, and years referred to in describing the budget outlook are federal fiscal years (which run
from October 1 to September 30).

Some of the figures have white vertical bars that indicate the duration of recessions.
(A recession extends from the peak of a business cycle to its trough.)

Supplemental data for this analysis are available on CBO's Web site (www.cbo.gov).
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Preface

I his volume is one of a series of reports on the state of the budget and the economy that
the Congressional Budget Office (CBO) issues each year. It satisfies the requirement of section
202(e) of the Congressional Budget and Impoundment Control Act of 1974 that CBO
submic to the Committees on the Budget periodic reports about fiscal policy and its baseline
projections of the federal budget. In accordance with CBO’s mandate to provide objective,
impartial analysis, the report makes no recommendarions.

The economic projections were prepared by CBO’s Macroeconomic Analysis Division. The
revenue estimates were prepared by the agency’s Tax Analysis Division, with assistance from
the staff of the Joint Commitcee on Taxation. The spending projections were prepared by
CBO’s Budget Analysis Division. The many people act CBO who worked on this report are
listed in Appendix G.

This report, along with supplemental information, is available on the agency’s Web site
(www.cbo.gov).
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Summary

he federal budget deficit—although starting to
shrink—remains very large by historical standards. How
much and how quickly the deficit declines will depend in
part on how well the economy does over the next few
vears. Probably more critical, though, will be the fiscal
policy choices made by lawmakers as they face the sub-
stantial changes to tax and spending policies that are
slated to take effect within the next year under current
law.

The pace of the economic recovery has been slow since
the recession ended in June 2009, and the Congressional
Budget Office (CBO) expects that, under current laws
governing taxes and spending, the economy will continue
to grow at a sluggish pace over the next two years. That
pace of growth partly reflects the dampening effect on
economic activity from the higher tax rates and curbs

on spending scheduled to occur this year and especially
next. Although CBO projects that growth will pick up
after 2013, the agency expects that the economy’s
output will remain below its potential until 2018 and

that the unemployment rate will remain above 7 percent
until 2015.

The Budget Outlook

As specified in law, and to provide a benchmark against
which potential policy changes can be measured, CBO
constructs its baseline estimates of federal revenues and
spending under the assumption that current laws gener-
ally remain unchanged. On that basis, the federal budget
will show a deficit of nearly $1.1 trillion in fiscal year
2012 (see Summary Table 1). Measured as a share of
gross domestic product (GDP), that shortfall will be

7.0 percent, which is nearly 2 percentage points below
the deficit recorded last year but still higher than any def-
icit between 1947 and 2008. Over the next few years,
projected deficits in CBO’s baseline drop markedly, aver-
aging 1.5 percent of GDP over the 2013-2022 period.

With deficits small relative to the size of the economy,
debr held by the public drops—from about 75 percent of
GDP in 2013 to 62 percent in 2022, which is still higher
than in any year between 1952 and 2009.

Much of the projected decline in the deficit occurs
because, under current law, revenues will rise consider-
ably as a share of GDP—from 16.3 percent in 2012 to
20.0 percent in 2014 and 21.0 percent in 2022. In partic-
ular, between 2012 and 2014, revenues in CBO’s baseline
shoot up by more than 30 percent, mostly because of the
recent or scheduled expirations of tax provisions, such as
those that lower income tax rates and limic the reach of
the alternative minimum tax (AMT), and the imposition
of new taxes, fees, and penalties that are scheduled to go
into effect. Revenues continue to rise relative to GDP
after 2014 largely because increases in taxpayers’ real
(inflation-adjusted) income are projected to push more of
them into higher tax brackets and because more taxpayers
become subject to the AMT.

As the economy expands in the next several years and as
statutory caps constrain discretionary appropriations,
federal spending in CBO’s baseline projections declines
modestly relative to GDP before turning up again
because of increasing expenses generated by the aging

of the population and rising costs for health care. Pro-
jected spending averages 21.9 percent of GDP over the
2013-2022 period, a percentage that is less than the
23.2 percent CBO estimates for 2012 but that is still
elevated by historical standards. Spending resulting from
the American Recovery and Reinvestment Act and out-
lays for unemployment compensation and other benefits
that tend to increase during economic downturns will
continue to ebb over the next few years. Caps on discre-
tionary spending and other procedures established in the
recently enacted Budget Control Act also will hold down
growth in federal spending. In the baseline, discretionary
spending is projected to decline to 5.6 percent of GDP in



















CHAPTER

L

The Budget Outlook

I he federal budget deficit—although starting to

shrink—remains quite Jarge by historical standards. How
much and how quickly the deficit declines will depend in
part on how well the economy does over the next few
years. Probably more critical, though, will be the fiscal
policy choices made by lawmakers as they face the sub-
stantal changes to tax and spending policies rhat are
slared to take effect within the next year under current

law.

To provide a benchmark against which potential policy
changes can be measured, the Congressional Budget
Office (CBO) constructs its baseline estimartes of federal
revenues and spending under the assumption that current
laws generally remain unchanged. In that case, CBO esti-
mates that the federal budget will show a deficit of nearly
$1.1 willion in fiscal year 2012 (see Table 1-1). As a per-
centage of gross domestic product (GDP), that shortfall
will be 7.0 percent, which is nearly 2 percentage points
below that recorded last year but still higher (in percent-
age terms) than any deficit between 1947 and 2008 (see
Figure 1-1).

In large part because of the significant changes to tax and
spending policies that are scheduled to take effect under
current law, CBO projects baseline deficits thar drop
markedly over the next few years—to 3.7 percentof GDP
(8585 billion) in 2013 and to 2.1 percent ($345 billion)
in 2014. From 2015 through 2022, the deficits in the
baseline range from 0.9 percent 1o 1.6 percent of GDP.
Under the assumption that current laws remain
unchanged, revenues would rise considerably as a share of
GDP—from 16 percentin 2012 to 21 percent in 2022,
CBO projects—whereas outlays would edge down
slightly over the period, from 23 percent this year to

22 percentin 2022.

Those projections, however, are heavily influenced by
changes in tax and spending policy that are embodied in

current Jaw. The policy changes that have a major impact
on the budget outlook include the following:

B Provisions of the Tax Relief, Unemployment Insur-
ance Reauthorization, and Job Creation Act of 2010
(Public Law 111-312, referred to in this report as the
2010 tax act) that limited the reach of the alternative
minimum tax (AMT) expired on December 31, 2011.
Other provisions that extended the lower tax rates and
expanded credits and deductions originally enacted in
the Economic Growth and Tax Relief Reconciliation
Act of 2001, the Jobs and Growth Tax Relief Reconcil-
iation Act of 2003, and the American Recovery and
Reinvestment Act of 2009 (ARRA, PL. 111-5) are set
to expire on December 31, 2012.

B The Temporary Payroll Tax Cur Continuation Act of
2011 (PL. 112-78) conrtinued for rwo months the
reduced payroll tax originally provided in the 2010 rax
act, the availability of emergency unemployment com-
pensation enacted previously, and Medicare’s existing
payment rates for physicians services (rather than
allowing those rates to drop by 27 percent as was
scheduled to occur). All of those provisions are cur-
rently scheduled to expire on February 29, 2012
(although legislation to extend them again is being
considered).

B DProvisions of the Budget Control Act of 2011
(PL. 112-25) thar established automatic enforcement
procedures designed to restrain both discretionary and
mandatory spending are set to take effect in January
2013. If fully implemented, those procedures will
reduce discretionary outlays by $845 billion (relarive
to projections with no automatic cuts) over the 2013—
2022 period, CBO estimates. Mandatory outlays will
be $140 billion lower over the projection period as a
result of the automatic procedures, largely because of
reductions in Medicare spending.
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programs, or pursue some combination of the two
approaches.

Budgetary Outcomes in 2011 and 2012
The budget deficit in fiscal year 2011 was $1.3 willion,
nearly unchanged from the deficic recorded in the
previous year.” As a percentage of GDD, the deficit was
8.7 percent in 2011, down slightly from the 9.0 percent
recorded in 2010. Under current law, the budget shortfall
will decline to $1.1 trillion (7.0 percent of GDP) in
2012, CBO projects, the fourth consecurive year it will
have exceeded $1.0 trillion.

Revenues

Federal revenues increased by $140 billion (or 6 percent)
from 2010 to 2011, and they are projected to grow by
$220 billion (or 10 percent) in 2012 (see Table 1-2).
Under current law, CBO estimates that revenues in 2012
will equal $2.5 trillion, or 16.3 percent of GDD, a larger
share than in any of the past three years {when revenues
rotaled between 15.1 percent and 15.4 percent of GDP)
but still well below the average of about 18 percent of

GDP for the past 40 years.

In 2011, receipts from individual income raxes rose
substantially (by $193 billion, or 21 percent), at least in
part because of increases in wage and nonwage income.
Those gains were offset somewhart by reductions in social
insurance taxes (down by $46 billion, or 5 percent) and
corporate income taxes (down by $10 billion, or 5 per-
cent). Receipts from social insurance taxes, which consist
of the payroll taxes thar fund social insurance programs
(such as Social Security and Medicare's Hospital Insur-
ance program) fell because of the reduction in the

Social Security payroll tax rate that took effect in January
2011, Corporate income taxes declined because the

5. The deficit in 2011 would have been smaller than tharin 2010
except for three unusual factors: First, cerrain payments that
ordinarily would have been made on Ocrober 1, 2011 (that is, in
fiscal year 2012), were made instead in Seprember because
October 1 fell on a weekend. Second, in December 2009, banks
werc required to pay the deposit insurance premiums that would
otherwisc have been due over the following three years, thereby
reducing net outlays for deposit insurance in fiscal year 2010 and
boosting them in 201 1. Third, the estimated costs of federal credit
transactions madc in carlier years {mostly thosc of the Troubled
Asser Relief Program) were revised downward. Withour those
factars, the 2011 deficit would have been about $130 billion less
than the shortfall in 2010.

revenue-increasing effects of rising profits were more than
offset by the revenue loss from legislation that allowed
full expensing of investments and made other changes to
depreciation rules.

In 2012, CBO expects revenues from all three of the
main sources to increase by similar dollar amounts:
social insurance taxes by $76 billion (or 9 percent), cor-
porate income taxes by $70 billion (or 39 percent), and
individual income taxes by $68 billion (or 6 percent).
Almost all of the expected gain in revenues relative to
GDP in 2012—close 1o | percentage point—results from
changing tax provisions. Notably, the expiration on
February 29 of the reduced Social Security payroll rax
rate will boost social insurance receipts; in addition,
changes that accelerated into 2011 and 2012 businesses’
tax deductions for the depreciation of new equipment
reduced receipts of corporate income taxes more in 2011
than they will in 2012.°

Outlays

Federal spending rose by 4 percencin 2011, to $3.6 til-
lion—a rate of increase that is significantly less than the
nearly 7 percent average rate of growth in federal outlays
over the previous 10 years. About half of the $142 billion
increase from 2010 to 2011 occurred because downward
revisions in the estimated net cost of the Troubled Asset
Relief Program (TARP) in 2011 were smaller than in
2010; those revisions were recorded as reductions in
outlays.” Excluding the TARD, total outlays grew by

6. If the lower Social Security payroll tax rate was extended through
December 2012, revenues from that tax would be about $75 bil-
lion lower than those projected in the baseline for this vear (and
abour the same amount, in toral, as in 2011); revenues from that
tax would also be $25 billion lower in 2013,

7. In keeping with procedures specified in law, the TARD's outlays
are recorded as the estimated present value of all futurce cash flows
for the program, with an adjustmenr for marker risk (risk rhac
investors cannot protect themselves against by diversifying their
portfolios). Present value is a single number chart expresses a flow
of current and future income, or payments, in terms of an equiva-
lent lump sum received or paid roday. Under standard accounting
for credit programs in che federal budger, the original subsidy
calculation may be increased or decreased by a “credit subsidy
reestimace” in subsequent years, based on updated valuations of
the present-value costs of the cash flows associated with those
credit programs. For an analysis of the budgerary cffects of the
transactions made under the auchority of the TARP, see Congres-
sional Budget Office, Repors o the Traubled Asset Relicf Prograim —-
December 2011,










CHAPTER ONE

they are projected to drop by another 3 percent ($39 bil-
lion) in 2012. Although there was a small increase in
defense spending in 2011, that rise was more than offset
by a drop in nondefense outlays. In the current year,
CBO projects, outlays for defense and nondefense pro-
grams will fall by similar amounts.

In 2011, defense outlays totaled $700 billion, an increase
of $11 billion, or less than 2 percent—well below the

9 percent average annual growth rate recorded over the
previous 10 years. Modest increases in spending for oper-
ations and maintenance and for military personnel were
partially offset by reductions elsewhere, primarily in
procurement. Defense outlays will fall by $20 billion

(or 3 percent) in 2012, CBO projects, largely because of
a reduction in spending for military operations in

Afghanistan and Iraq.

Nondefense discretionary outlays fell by 2 percent

(812 billion) last year and are projected to decrease by

3 percent ($19 billion) in 2012. Those reductions largely
are attributable to a decline in spending from ARRA
funding: Nondefense discretionary outlays stemming
from that legislation dropped by $24 billion in 2011.
They are projected to fall by another $33 billion in 2012;
the State Fiscal Stabilization Fund and student financial
assistance account for the largest declines (see Box 1-1).
Those reductions are partially offset by increases in out-
lays from funding unrelated to ARRA; such outlays rose
by $12 billion last year and are projected to increase by
$14 billion in 2012. Nondefense discretionary outlays
will total $628 billion in 2012, CBO estimates; at

4.0 percent of GDP, such outlays will be below the

amount recorded in the previous three years.

CBO’s Baseline Projections for
2013 to 2022

CBO constructs its baseline in accordance with provi-
sions set forth in the Balanced Budger and Emergency
Deficit Control Act of 1985 and the Congressional Bud-
get and Impoundment Control Act of 1974.° For the
most part, those laws require that the baseline projections
incorporate the assumption that current laws governing
taxes and spending in future years are fully implemented.

9. The provisions of the Deficit Control Act pertaining to rhe
baseline expired in 2006, bur they were reinsrated last year by the

Budget Conrrol Act.
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Under those current-law assumptions, the budger deficit
drops sharply over the next three fiscal years, from

7.0 percent of GDP this year to 2.1 percent by 2014.
Between 2015 and 2022, annual deficits are projected to
fluctuate in a narrow range between 0.9 percent and

1.6 percent of GDP (see Table 1-3 on page 10). Two fac-
tors are critical to those projections: The first relates to
the changes in tax and spending policy currently sched-
uled to occur (and, in the case of the AMT, already in
place), and the second is the effect on the budgert of the
nation’s continued but modest economic growth. In par-
ticular, revenues are projected to increase by 31 percent
between 2012 and 2014—as a result of the scheduled
expiration of several tax provisions, recently expired pro-
visions relating to the AMT, and a gradually improving
economy—and then to inch up again as a share of GDP
after 2014. Despite the pressures generated by the aging
population and rising health care costs, CBO projects
that outlays will be relatively stable over the next decade,
ranging berween 21.5 percent and 22.5 percent as a share
of GDP. That projection incorporates a reduction of
abour $1 trillion over the next 10 years stemming from
the automatic spending reductions required by the Bud-
get Control Act. In addition, spending for programs
funded through ARRA is expected to continue to fall,
and spending for unemployment compensation and for
other benefits that tend to increase during recessions is
projected to decline as the economy improves.

Even with deficits shrinking over the next few years under
current law, debt held by the public will increase as a
percentage of GDP from about 72 percent in 2012 to a
peak of 75 percent in the following year, CBO projects. [t
will fall in subsequent years——although it will still be high
by historical standards—to end the projection period at
62 percent of GDP. If the various provisions of current
law are not fully implemented or if economic growth
differs from what CBO projecrs, however, budgetary

outcomes could be quite different.

Revenues

Under the baseline assumption that current laws remain
unchanged, total revenues are projected to climb rapidly
between 2012 and 20 14—much more than the projected
increase in GDP. Revenues as a share of GDP are pro-
jected to rise from 16.3 percent in 2012 to 2.0 percent
in 2014, or about 2 percentage points more than their
average share over the past 40 years. About four-fifths of
that projected increase in revenues as a share of GDP
stems from recent or scheduled expirations of tax
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programs, and lending by the Small Business Administra-
tion), because only the subsidy costs of those programs
(calculated on a present-value basis) are reflected in the

budget deficit.

CBO projects that Treasury borrowing will be $36 billion
more rhan the projected budget deficit in fiscal year
2012, mainly because of borrowing to finance student
loans, which will be partially offser by the sale of
morrgage-backed securities held by the Treasury."* Each
year from 2013 to 2022, borrowing by the Treasury is
expected to exceed the amount of the deficit, mainly
because of the need to provide financing for credit pro-
grams. Because of such programs, CBO projects, the
governments annual borrowing needs during that period
will be $98 billion greater, on average, than the budget
deficits would indicate.

Gross federal debr consists of debt held by the public
and debt issued to government accounts. In CBO's pro-
jections, debt held by the public is expected to increase by
more than 50 percent becween the end of 2011 and the
end of 2022, and debt held by government accounts is
expected to rise by nearly 40 percent. As a result, gross
federal debru is projected to climb in every year from 2012
to 2022, reaching $21.7 trillion in 2022—47 percent
more than its total of $14.8 trillion ar the end of 2011.

Changes in CBO’s Baseline Since August 2011
CBO’s current estimate of the deficic for 2012 is

$105 billion more than it estimated in August 2011 (see
Table 1-5)." Technical revisions (which include all fac-
tors that change budget projections thar are nort directly
related to new legislation or to revisions in the economic
outlook) produced the largest change, boosting the esti-
mate of the deficit by $110 billion for 2012, primarily
because CBO now anticipates lower revenues than it did
previously.

14. To help promote stabilicy in the mortgage marker and lessen
upward pressure on mortgage rates, from September 2008 o
December 2009 the Treasury putchased mortgage-backed securi-
tes issued by Fannic Mae and Freddie Mac in the open marker. In
March 2011, the Treasury announced it would sell all its remain-
ing holdings of thosc securities. The cash flows stemming from
such ransactions do not show up directly in the budget because
they are treared under the principles governing credic programs
(thatis, the budgert records only the presenc value of che estimated
cost or gain of the program).

15. See Congressional Budger Office, 77 Brdger and Economic
Outloak: A Cpdaie (Auguse 201 1).
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In total, CBO has added $325 billion to its baseline pro-
jection of the cumulative deficit from 2012 through
2021; that figure represents about 0.8 percent of pro-
jected federal spending or revenues over that period.
Two main factors contribute to that outcome. CBO now
projects that revenues will be $700 billion (or 2 percent)
lower between 2012 and 2021 as a result of updated
economic projections and other factors. In the other
direction, CBO now anticipates lower interest rates in
coming years; those lower rates alone reduce projected
net interest costs by nearly $540 billion. On net, all other
changes increase deficits by a total of about $165 billion
over the 10-year period. (Changes to CBO’s baseline pro-
jections since August are described in greater derail in

Appendix A.)

Uncertainty in Budget Projections

Even if federal laws were unchanged for the next decade,
actual budgetary outcomes would differ from CBO’s
baseline projections because of unanticipated changes in
economic conditions and in a host of other factors that
affect federal spending and revenues.

CBO's budgerary projections depend on the agency's
economic projections for the coming decade, including
forecasts for such variables as incerest rates, inflation, and
the growth of real GDP. Discrepancies between those
forecasts and economic outcomes can result in significane
differences between baseline budgetary projections and
budgetary outcomes. For instance, as measured by the
change from the fourth quarter of the previous year,
CBO’s baseline economic forecast anticipates thar real
GDP will grow by 2.0 percent during 2012, by 1.1 per-
cent during 2013, and by an average of 3.2 percent
annually from 2014 to 2022. If the acrual growth rate
of real GDP was 0.1 percentage point higher or lower
each year, the cumulative deficit projected for the 2013~
2022 period would be about $300 billion higher or
lower. (For further discussion of how various economic
assumptions affect budger projections, sece Appendix B.)

Uncermainty also surrounds technical factors thar affect
CBO’s baseline projections. For example, spending per
enrollee for Medicare and Medicaid—which has gener-
ally grown faster than GDP—is difficult to predict, and
thar spending will have a large effect on the programs’
COSIS In coming years. prer capirta costs grew | percent-
age poinr faster or slower per year than CBO has
projected for the next decade, total outlays for Medicare

15
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about such behavior and actual outcomes can lead to sig-
nificant deviations from the agency’s baseline projections
Of revenues.

Alternative Policy Assumptions

CBO's baseline budget projections—which are con-
structed in accordance with provisions set forth in
starure—are intended to show what would happen to
federal spending, revenues, and deficits if current laws
remained unchanged. As such, the baseline generally
reflects the assumption that current laws governing raxes
and spending in future years are fully implemented.
Cleatly, future legislative action could lead to markedly
different budget outcomes. Moreover, in recent years,
policymakers have enacted significant temporary changes
to tax and spending laws, and they have extended much
of that legislation—again, remporarily—when it expired.
As a result of those changes and extensions, baseline pro-
jections constructed on the assumption that current laws
will remain unchanged—and thus that temporary provi-
stons will expire as scheduled—have become much less
useful as indicators of the budgetary outcomes of main-
taining some current policies.

To assist policymakers and analysts who may have a
variety of views about the most useful benchmark for
considering possible future changes in laws or policies,
CBO estimated the effects on budgetary projections of
some alternarive assumptions about future policies (see
Table 1-6). The discussion below focuses on how those
policy actions would directly affect revenues and out-
lays.'® Such changes also would affect the projected costs
of servicing the federal debt (which are shown separately

in ‘lable 1-6).

Military and Diplomatic Operations in Afghanistan
and Other War-Related Activities

CBO’s projections of discretionary spending for the next
10 years include outlays for military operations and dip-
lomatic activiries in Afghanistan and Iraq and possible
other future overseas contingency operations. The outlays
projected in the baseline come from budget authority
provided for those purposes in fiscal year 2011 and ear-
lier. the $127 billion in budget authority provided for
2012, and the $1.4 trillion that is assumed to be appro-
priated for the 2013-2022 period (under the assumption

16. The estimates of the budgetary effects of alcernative policies do
not include any macroeconomic effects.
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thatannual funding is set at the amount provided for
2012 plus adjustments for anticipated inflation, in accor-
dance with the rules governing baseline projections)."”

In coming years, the funding required for overseas
contingency operations—in Afghanistan or other coun-
tries—may eventually be smaller than the amounts in the
baseline if the number of deployed troops and the pace of
operations diminish over time. Thus, CBO has formu-
lated a budget scenario that assumes a reduction in the
deployment of U.S. forces abroad for military actions and
a concomitant reduction in diplomatic operations and
foreign aid. Many other scenarios—some costing more
and some less—are possible.

In 2011, CBO estimates, the number of U.S. active-duty,
Reserve, and National Guard personnel deployed for war-
related activiries averaged about 195,000. Under the
scenario shown in Table 1-6, the average number of mili-
tary personnel deployed for war-related purposes would
decline over four years: from 115,000 in 2012 to 85,000
in 2013, 60,000 in 2014, and 45,000 in 2015 and there-
after. (Those numbers could represent various allocations
of forces among Afghanistan and other regions.) Under
that scenario, and assuming that the related funding for
diplomatic operations and foreign aid declines at a similar
rate, total discretionary outlays over the 2013-2022
period would be $838 billion less than the amount in the
baseline.

Other Discretionary Spending

Policymakers could vary discretionary funding in many
ways from what is assumed in the baseline. For example,
if appropriations after 2012 (excluding those for opera-
tions in Afghanistan and elsewhere) were to grow each
year through 2022 ar the same rate as nominal GDP—
instead of at rhe rate permitted by the Budget Control
Act’s caps—discretionary spending would be $3 trillion
higher for that period than in the baseline. If appropria-
tions were to grow each year through 2022 art the same
raze as inflation after 2012, discretionary spending would
be about $1.4 trillion higher for that period than it is in
the baseline. 1f, in contrast, lawmakers kept appropria-
tions for 2014 through 2022 at nominal 2013 amounts

17. Funding for overseas contingency operations in 2012 includes
$115 billion for military operations and indigenous security forces
and $11 billion for diplomatic operations and foreign aid. The
caps that apply to discretionary spending can be adjusted o
accommodate future appropriations for overseas conringency
operations.

17
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(afrer a nearly $100 billion reduction in the initial level
set for 2013 in the Budget Control Act as a result of the
automatic enforcement procedures), total discretionary
outlays would be $931 billion lower than in the baseline
for the period from 2014 through 2022. Under that sce-
nario (somerimes called a freeze in appropriations), total
discretionary spending would fall from 8.4 percent of
GDP in fiscal year 2012 to 4.8 percent in 2022; for
comparison, the lowest share in any year since 1962 (the
carliest for which such darta have been reported) was

6.2 percent in 1999.

Medicare’s Payments to Physicians

Under current law, starting in March 2012, spending for
Medicare will be constrained by a rate-setting system that
has existed for several years—called the sustainable
growth rate—which controls the fees physicians receive
for their services. If the systein is allowed to operate as
currently structured, physicians fees will be reduced by
27 percent in March 2012 and by additional amounts

in subsequent years, CBO projects. If, instead, lawmakers
override those scheduled reductions—as they have

every year since 2003—spending on Medicare might be
significantly greater than the amount projected in CBO’s
baseline. Thus, if payment rates stay as they are now
through 2022, outlays for Medicare (net of premiums)
would be $9 billion higher in 2012 and abour $316 bil-
fion (or about 5 percent) higher between 2013 and 2022
than they are in the baseline.

Automatic Enforcement Procedures

The Budget Control Act provides for automatic proce-
dures to reduce discretionary and mandatory spending
that take effect in fiscal year 2013 and continue through
2021. If fully implemented, those procedures will require
equal reductions (in dollar terms) in defense and non-
defense spending. For 2013, the reductions would be
achieved by automatically canceling a portion of the bud-
gerary resources (an action known as sequestration) for
most discretionary programs as well as for some programs
and acrivities that are financed by mandarory spending.'®
For the period from 2014 rhrough 2021, the automatic
procedures would be enforced by lowering the caps on
discretionary budget authority specified in the Budget
Control Act and through sequestration for mandatory

18. Budgerary resources consist of all sources of authority provided to
federal agencics thar permit them ro incur financial obligacions,
including new budger authority, unobligated balances, direct
spending authoriry. and obligation limitations

spending. If, instead, lawmakers chose to prevent those
automatic cuts each year, spending would be nearly

$1 trillion (or about 2 percent) higher over the 2013-
2022 period than the amount now projected in CBO’s
baseline. Total discretionary outlays would be $845 bil-
lion (or 6.7 percent) higher and mandatory outlays
would be $140 billion (or 0.5 percent) higher."”

Revenues

Under the rules that govern CBO’s baseline, all provisions
of the 2010 tax acr are assuined to expire by January
2013. Those expirations will increase revenues by raising
individual income tax rates, reducing the child tax credit,
eliminating the American Opportunity Credit, raising
estate tax rates, and lowering the effective exemption
amount for the AMT (the last change took effect at the
end of December 2011) and by making other changes.*
If some of those expiring provisions (or others that are set
to expire under current law or have recently expired) were
extended through 2022, total revenues would be signifi-
cantly lower than they are in the baseline. For example, if
certain income tax and estate and gift tax provisions
(excluding those relared to the exemption amount for the
AMT) were extended beyond the expiration dates set in
the 2010 tax act, CBO and the staff of the Joint Commir-
tee on Taxation estimate that revenues would be lower
(and, as a much smaller effect, outlays for refundable rax
credits would be higher) by a total of $2.8 trillion over
the 2013-2022 period.11 Under that scenario, the effect
of reducing the amount of regular income tax that people
owed would be partly offset by an increase in the number
of taxpayers who would be subject to the AMT.

19. The budgetary effects of this option (as shown in Table 1-6)
cannot be combined with any of the alternatives char affece
discretionary spending other than the one to reduce cthe number
of troops deployed for overseas contingency operations.

20. The 2010 tax act lowered the Social Security payroll rax through
December 201 1; subsequent legislation extended that reduction
through February 2012. The revenuc scenarios discussed in this
section do not include any additional extensions. If the lower rate
was extended through December 2012, however, revenues from
that tax would be $75 billion lower in fiscal year 2012 and
$25 billion lower in fiscal year 2013, the staff of the Joint
Committee on Taxation estimates.

21. The specific provisions covered by rhis estimate are identified in
footnote i to Table 1-6. The cstimate excludes any cffects that the
expiration of the wx provisions would have on the economy.
CBO’s baseline projection, in contrast, incorporates such
macroeconomic effects.
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Another policy that could alter revenues involves modify-
ing the AMT. Because the exemption amount and brack-
ets for the AMT are not indexed for inflation (as the
parameters of the regular individual income rax are),
many more people become subject to the AMT as time
goes on. Under current law, that phenomenon will cause
the impact of the AMT to increase sharply in coming
years. If, instead, the parameters of the AMT were
indexed for inflation after 2011 (with no other changes to
the tax code), federal revenues over the nexr 10 years
would be $804 billion lower than the amount in the
baseline.

The number of taxpayers subject to the AMT will depend
on whether the expiring tax provisions in the 2010 tax act
remain in effect. If those provisions were extended and
the AMT was indexed for inflation, the combination of
the two changes would reduce revenues by $920 billion
more than the sum of the effects of the two policy alter-
natives considered separately. Thus, the total impact of
extending certain income tax and estate and gift tax pro-
visions that are set to expire in the next 10 years and
indexing the AMT for inflation would be to reduce reve-
nues and increase outlays for refundable tax credits over
the 2013-2022 period by $4.6 trillion. Under that sce-
nario, revenues from 2013 to 2022 would average about
18 percent of GDPD, equal to their 40-year average.

Ovther tax provisions, beyond the income tax and estate
and gift tax provisions, either already expired at the end
of December 2011 or are scheduled to expire in the next
10 years. If all of them (other than this year’s payroll rax
reduction) were extended, revenues would be lower and
outlays for refundable tax credits would be higher—by a
total of another $839 billion—rthan the amounts in the
baseline for the 20132022 period. Therefore, the total
impact of extending all expiring tax provisions (again,
other than the payroll tax reduction) would be to reduce
revenues and increase outlays for refundable tax credits
over the next decade by a total of $5.4 «rillion.

An Alternative Fiscal Scenario

If a combination of these changes to current law were
made so as to maintain major polices that have been in
place for a number of years, far larger deficits and much
greater debt would resule than are shown in CBO’s cur-
rent baseline. Relative to the baseline projections for the
2013-2022 period, deficits would rise by $7.9 trillion
(including debt service) to yield cumulative deficits of
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$11 willion over the 10-year period (see Table 1-7) if the

following policy decisions were made:

B All expiring tax provisions (other than the payroll rax
reduction), including those that expired at the end of
December 2011, are extended;

B The AMT is indexed for inflation after 2011 (starting
from the 2011 exemption amount);

W Medicare’s payment rates for physicians remain
unchanged from current amounts; and

W The automatic spending reductions required by the
Budget Control Act do not take effect.

As a share of GDP, deficits would average 5.4 percent
over the coming decade; by 2022, the deficit would equal
6.1 percent of GDP (see Figure 1-3, top panel). Debt
held by the public would reach 94 percent of GDP by the
end of 2022, the largest share since 1948 (see Figure 1-3,
bottom panel).

The Long-Term Budget Outlook

Beyond the coming decade, the fiscal outlook is even
more worrisome. At the time that CBO issued its most
recent long-term projections, the 10-year baseline showed
debr held by the public reaching 76 percent of GDP in
2021.”2 Under CBO’s extended-baseline scenario, the
long-term projections showed debt growing to 84 percent
of GDP in 2035. Because the projections based on cur-
rent law now show debrt held by the public declining
relative to GDP after 2013 (to 62 percent in 2022), the
long-term outlook is a little brighter than it was earlier in
the year when debt was projected to rise relative to GDP
throughourt the coming decade. Even under current-law
projections, however, debt would still be larger relative to
GDP in 2022 than in any year berween 1952 and 2009.
Moreover, although long-term budgert projections are
highly uncertain, the aging of the population and rising
costs for health care would almost certainly push federal
spending up sharply relative to GDP after 2022 if current
laws remained in effect. Federal revenues also would con-
tinue to increase relative o GDP under current law,
reaching significantly higher percentages of GDP than at
any time in the nation’s history. However, CBO has not
updated its long-term projections to reflect its new

22. See Congressional Budget Office, CBOs 20/ 1 Long-Ter1n: Budge:
Oradook (June 2011).
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10-year baseline, so the effect of those trends on budget
deficits beyond 2022 given current law and the agency’s
latest economic and technical assumptions is not clear.

The budger outlook is much bleaker—both for the 10-
year period and over the longer term—under certain
policy assumptions other than those that underlie CBO’s
current baseline, including, for example, the alternative
scenario presented in CHBOs 2011 Long-Tern: Budget
Outlook. That scenario is based on several assumptions
(which are sormewhat different from the assumptions
underlying the alternative fiscal scenario discussed in this
document), the most important of which are about
revenues:

B Thar tax provisions enacted since 2001 and extended
most recently in 2010 will be extended again,

B Thar the reach of the AMT will be restrained to stay
close to 1ts historical extent, and

B That tax laws will evolve over the long term so that
revenues remain near their historical average of 18 per-

cent of GDP.

Under that long-term scenario, revenues would increase
much more slowly than spending, and debrt held by the
public would balloon to nearly 190 percent of GDP by
2035. Although new long-term projections made on the
basis of the current baseline would differ, it is clear that,
under these policy assumptions, the amounts the federal
government would be required to borrow would be
unsustainable.

Moreover, the projection of federa) debt under such a sce-
nario does not include the harmful effects of rising debt
on economic growth and interest rates. If those effects
were taken into account, debt would be projected to
increase even more rapidly. Large budget deficits and bur-
geoning debr would reduce national saving, thus leading
to higher interest rates, even more borrowing from
abroad, and less domestic investment—which in turn
would suppress output and income in the United States
relative to what would occur if the government was bor-
rowing less. Furthermore, raising marginal tax rates to
pay for the rising costs of interest would discourage work
and saving and reduce outpur even more; alternatively,
accommodating the growth in interest payments by
reducing spending on government programs would affect
the beneficiaries of those programs.

A rising amount of federal debt would increasingly
restrict policymakers” ability to use rax and spending
policies to respond to unexpected challenges, such as
economic downturns or financial crises. Burgeoning
debr also would boost the likelihood of a sudden fiscal
crisis, during which investors would lose confidence in
the government’s ability to manage its budget and the
government would lose its ability to borrow at affordable
rates. The explosive path of federal debt under the
alternative fiscal scenario that CBO analyzed last year
underscores the need for policy changes that would

put the nation on a more sustainable course. To accom-
plish that, policymakers will need to increase revenues
substantially as a percentage of GDP, decrease spending
significantly from projected levels, or adopt some combi-
nation of those two approaches.
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The Economic Outlook

he pace of recovery in output and employment has
been slow since the recession ended in June 2009, and the
economy remains in a severe slump. The Congressional
Budget Office (CBO) expects that, under current laws
governing federal taxes and spending, economic activity
will continue to grow slowly over the next two years. As
measured by the change from the fourth quarter of the
previous year, real (inflation-adjusted) gross domestic
product (GDP) is projected to increase by 2.0 percent
this year and by 1.1 percent next year. According to
CBO's estimates, slow growth in output will hold
down the growth of employment, and as a result, the
unemployment rate will remain above 8 percent both this
year and next. The large amount of unused resources in
the economy for the next two years will help 1o keep the
rate of inflation below 2 percent, CBO expects, and
interest rates on federal borrowing will stay quite low.

Although CBO projects the growth in real GDP to pick
up after 2013, the agency expects that the economy’s
output will remain below its potential—a level that corre-
sponds to a high rate of use of labor and capital—until
the first half of 2018. Thereafter, through 2022, CBO’s
economic projection is based on the assumption thar real
GDP will grow at its potential rate because the agency
does not attempt to predict the timing or magnitude of
fluctuations in the business cycle so far into the future.
Under that assumption, the annual unemployment rate is
projected to fall to 5.3 percent by 2022, and inflation is
expected to remain close to 2 percent. Interest rates in the
coming years will rise, CBO projects, as the economy
screngthens and approaches its potential level.

That economic forecast reflects the stance of federal fiscal
policy as specified by current law. Specifically, the forecast
incorporates the expiration at the end of February of the
payroll tax cut and emergency unemployment benefits
that were extended for two months by the Temporary
Payroll Tax Cur Continuation Act of 2011 (Public

Law 112-78); the expiration of tax cuts that were
extended by the Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Act of 2010

(PL. 111-312, referred to here as the 2010 rax act), as
well as various other expiring tax provisions; and the con-
straints on spending imposed by the Budget Control Act
of 2011 (PL. 112-25). Altogether, according to CBO’s
forecast, federal fiscal policy under current law will
restrain economic growth this year and significantly
restrain growth in 2013, but the resulting reduction in
budgert deficits will boost outpur and income later in the
decade.

The recovery to date has had unusual features that have
been hard to predict, and the path of the economy in
coming years is also likely to be surprising in various
ways. Many developments, such as the evolution of bank-
ing and fiscal problems in Europe, could cause economic
outcomes to differ substantially, in one direction or the
other, from those CBO has projected.

CBO’s current economic forecast differs in some respects
from its previous one, which was issued in August, as well
as from the January Blue Chip consensus forecast (which
is based on about 50 forecasts by private-sector econo-
mists) and the consensus of January forecasts by Federal
Reserve Board members and Federal Reserve Bank presi-
dents.' Compared with what it forecast in August, CBO
is currently projecting weaker growth of real GDP in
2012 and 2013 but slightly stronger economic growth
over the remainder of the decade, leaving real GDP

1.6 percent lower in 2021 than it was in the August
forecast. The current forecast also includes a higher
unemployment rate and lower interest rates through
2021, CBO’s current projections for the growth of real
GDP in 2012 and 2013 are also weaker than those

1. For CBO’s previous forecast, see Congresstonal Budger Office,
The Budger and Economic Outook: An Updare (August 2011).
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by the Blue Chip consensus and the Federal Reserve—
perhaps owing to different assumptions about federal
fiscal policy—and CBO'’s projections for the unemploy-
ment rate are higher.

The Economic Outlook Through 2017
According to CBO’s forecast, the pace of economic
expansion will remain quite modest over the next two
years because of the lingering effects of the financial crisis
and the recession as well as the path of federal fiscal policy
under current law (see Table 2-1).” The agency expects
the growth of the economy to be a little faster in 2012
than it was last year bur then to slow noticeably in 2013
given the restraint from fiscal policy embodied in current
Jaw. On average, over this year and next, CBO expects
solid growth in business investment in equipment and
software and an upturn in residential investment but
weak growth in consumer spending and only small
increases in net exports. CBO expects economic activity
to pick up after 2013 but real GDP to remain below the
economy’s potential uncl 2018.

A large portion of the economic and human costs of the
recession and slow recovery remains ahead. In late 2011,
according to CBO’s estimates, the economy was about
halfway through the cumulacive shortfall in output that
will result from the recession and its aftermath. From the
first quarter of the recession through the third quarter of
2011, the cumulative difference berween GDP and esti-
mated potential GDP amounted to $2.6 trillion; by the
time the nation’s output rises back to its potential level,
the cumulative shortfall is expected to equal $5.7 trillion
(see Figure 2-1). Not only are the costs associated with
the output gap immense, burt they are also borne
unevenly. Those costs fall disproportionately on people
who lose their jobs, who are displaced from their homes,

or who own businesses that fail.

2. "T'he growth of output and, particularly, the growth of employ-

ment have been much slower during this recovery than the average
for recoveries from recessions since World War I1. That weakness
largely reflects the nature of the recession, whose immediate causes
inctuded a large decline in house prices and a financial crisis,
cvents unlike anything this country has scen since the Grear
Depression. For further discussion of the slow recovery, see the
statement of Douglas W. Elmendorf, Director, Congressional
Budget Office, before the Senate Committee on the Budger,
Puiizics for Dicrcasing Economic Growd); and Employment in 20{2

aid 2015 (November 15, 201 1), pp. 5-10.

Fiscal Policy

Federal fiscal policy specified in current Jaw will reduce
the growth of output slightly in 2012 and significantly in
2013 through a combination of lower federal spending
and higher tax receipts (as discussed in detail in

Chaprer 1). Economic output would be greater in the
next few years under an alternative fiscal scenario reflect-
ing a combination of possible changes to current law,
including changes that would maintain major polices that
have been in place for a number of years, and it would be
even higher with a further extension of the temporary
payroll tax cut and emergency unemployment insurance
benefits.

Current Law. CBO projects that, under current law, the
budger deficit will drop from 8.7 percent of GDP in
2011 to 7.0 percent in 2012 and 3.7 percent in 2013.
That reduction comes in part from the expiration of vari-
ous tax and spending provisions that were extended by
the 2010 rax act and the Temporary Payroll Tax Cut
Continuation Act, from spending limits specified in the
Budget Control Act, and from the winding down of the
budgerary effects of the American Recovery and Reinvest-
ment Act of 2009 (ARRA, PL. 111-5). Some of those
sources of fiscal restraint come from the expiration of
provisions that have been in effect for a number of years
and that are widely expected to be extended in whole or
in part:

B The 2010 tax act temporarily extended numerous rax
reductions that had been slated to expire at the end of
2010 and included new provisions that are scheduled
to expire at the end of this year. For example, it con-
tinued through December 2012 various tax reductions
enacted in the Economic Growth and Tax Relief Rec-
onciliation Act of 2001 and the Jobs and Growth Tax
Relief Reconciliation Act of 2003, and it extended
through December 2011 provisions limiting the reach
of the alternative minimum tax (AMT).?

® The Temporary Payroll Tax Cut Continuation Act
extended the current structure of physicians’ fees
under Medicare through February 29, 2012. Under
current law, those physicians’ fees will be reduced by

3. T'he AMl"is intended to currtail the extent to which higher-
income people can reduce their tax liability through the use of
preferences in the tax code. [f no further legislation limiting the
reach of the AMT is enacted, CBO expects thar the cconomic
impact of higher taxes under the AMT will largely be delayed
until 2013, when most of those addicional raxes will be paid.
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Alternative Fiscal Scenario. Future fiscal policy is likely
to differ from that embodied in current law in at least
some respects. To illustrate how some changes to current
law would affect the economy over the next decade, CBO
examined an alternative path for fiscal policy, including
certain policies that have previously been extended and
are widely viewed as not being temporary. That alterna-
tive fiscal scenario incorporates the assumptions that

all expiring tax provisions (other than the payroll rax
reduction), including those that expired at the end of
December 2011, are instead extended; that the AMT is
indexed for inflation after 2011 (starting at the 2011
exemption amount); that Medicare’s payment rates for
physicians’ services are held constant at their current
level; and that the automatic enforcement procedures
specified by the Budget Control Act do not take effect
(but the original caps on discretionary appropriations in
that legislation remain in effect). Under that scenario,
budger deficits as a percentage of GDP would be larger
by 0.2 percent in 2012, 2.5 percent in 2013, and

4.0 percent on average over the 2014-2022 period.

Those possible changes do not represent a prediction or
recommendation about future policies; they are just one
combination of many possible policy changes that might
be adopted. Under that set of policies, budget deficits
would be significantly larger than those in CBO’s base-
line budget projections, and federal debc held by the
public would accumulate much more rapidly (see

Chapter 1).

Thar alternative set of policies would lead to significantly
different economic outcomes than those resulting from
the policies embodied in current law. [n particular, under
those alternative assumptions, real GDP would be higher
in the first few years of the projection period than in
CBO’s baseline economic forecast, primarily as a result of
increased aggregate demand (see Table 2-2). CBO esti-
mates that real GDP would be greater than projected
under current law by between 0.2 percent and 0.8 per-
cent in the fourth quarter of 2012 and by between

0.5 percent and 3.7 percent in the fourth quarter of
2013. Higher GDP would resulr in a lower unemploy-
ment rate and somewhat higher interest rates over the
next few years.

The projected impact on GDP in later years reflects two
opposing forces. The lower marginal tax rates under those
alternative assumptions would increase people’s incentives
to work and save, but the larger budget deficits would
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reduce (or “crowd out”) private investment in productive
capital. In calculating the net effect of those two forces,
CBO employed a range of estimates of the impact of
marginal tax rates on labor supply and the impact of defi-
cits on investment. By the end of 2022, real GDP would
be between 2.1 percent smaller and 0.2 percent larger
than it would be under current law, CBO estimates,
depending on the particular assumptions (—:mployed.5 In
years beyond 2022, the impact on GDP would tend 1o
become more negative, as the projected impact of the
alternative fiscal scenario on deficits, and therefore
Investment, rose.

Thart alternative set of policies would also lead to different
levels of gross national product (GNP). GNP excludes
foreigners’ earnings on investments in the domestic econ-
omy but includes U.S. residents’ earnings overseas; thus,
changes in GNP are a better measure of a policy’s effects
on U.S. residents’ income than are changes in GDP*
CBO estimates that the effects of the alternative fiscal
scenario on GNP would be simitar to its effects on GDP
in 2012 and 2013. Real GNP would be greater than pro-
jected under current law by between 0.2 percent and

0.7 percent in the fourth quarter of 2012 and by between
0.5 percent and 3.5 percent in the fourth quarter of
2013. By the end of 2022, real GNP would be between
3.7 percent and 1.0 percent smaller than it would be
under current law.

Monetary Policy and Interest Rates

CBO projects that interest rates will remain very low for
the next several years and then will rise to more-normal
levels as output approaches its potential (see Figure 2-2).
Thart forecast reflects CBO's view that the demand for
credit will be restrained and the rate of inflation will be
low while the economy has so many unused productive
resources and that investors will continue to seek the rela-
tive safety provided by U.S. Treasury securities while
banking and fiscal problems continue in Europe.

As a consequence, in CBO’s forecast, the interest rate on
three-month Treasury bills remains largely unchanged

5. The additional growth in federal debt under those alrernative
assumptions would have other damaging effects, including
increasing the risk of a fiscal crisis; see Congressional Budget
Office, +ederal Debt and the Risk of « Ficeal Crisiy, Issue Brief
(July 2010).

6. For a more deuailed discussion, see Congressional Budger Office,
CBQO; 2011 Long-Terrn Budgee Qutiosk (June 2011), pp. 27-28.
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and the characteristics of job seekers, including their skills
and focations; the lasting effect of long-term unemploy-
ment on individual workers’ ability to find and hold a
job: and the effect of extended unemployment insurance
benefits on incentives to continue searching for work (as
opposed to either accepting a job offer or dropping out of
the labor force).!® Although quantifying the relative
importance of these factors is quite difficult, CBO esti-
mares that in late 2011 the rate of unemployment
artriburable to sources other than the current level of
demand for goods and services—the so-called natural rate
of unemployment—was about 6 percent, up from about
5 percent before the recession. [n CBO’s projections,
most of the effect of those structural factors on the
unemployment rate fades by 2022.

Roughly half of the 1 percentage-point rise in unemploy-
ment that CBO artributes to structural factors reflects
mismatches berween the skills and locations of available
unemployed workers and the needs of employers, CBO
estimates. One umportant source of such mismarches is
the decline in demand for construction workers thar fol-
lowed the collapse of the housing market. The effect of
mismatches on the uncmployment rate is projected to
diminish gradually over the next five years—as people
acquire new skills and, in some cases, relocate to faster-
growing regions and as some older workers who lost their
jobs during the recession leave the labor force.

About a quarter of the | percentage-point increase due
structural facrors can be atrributed to the effects that
extended unemployment insurance benefits have had on
the supply of labor. Such benefits induced some unem-
ployed people to search for work less intensively or to
reject unsatisfactory job offers. The benefits also encour-
aged some unemployed people who would otherwise
have stopped looking for a job and dropped out of the
labor force to stay in it to remain eligible for benefits."” If
extended unemployment insurance benefits expire on

18. For further deails, see the discussion of structural unemployment
in Congressional Budger Office, The Biidger and Econornic
Owtlook: An Updute (August 2011), pp. 46—47.

19. Atthe same time, by increasing recipients’ spending and thus the
demand for goods and services in the economy as a whole, those
benefits on net have boosted employment, in CBO’s estiimation.
For a fuller discussion of the effects thar extended unemployment
insurance benefits have had on the labor market, see the statement
of Douglas W. Elmendorf, Policses for Tievessing Econontic Growth
and Evaplovinent in 2012 and 2043, pp. 26-27.

February 29, as scheduled under current law, those effects
will dissipate by the summer of 2012.

The rematning roughly one-quarter of a percentage
point reflects the difficulties that the long-term unem-
ployed (people who have gone without a job for ar least
six months) face in finding work. Such workers may
encounter difficulties resulting from the stigma atrached
to long-term unemployment—that is, employers’ percep-
tion that the long-term unemployed would be low-
quality workers—and from the erosion of their skills
while they are unemployed. As a result, some workers
who have been unemployed for a long time, especially
those displaced from a long-tenured job, are likely to have
trouble landing another stable job. Consequently, they
could remain unemployed for an extended period; more-
over, even after they are reemployed, many will remain
more vulnerable than before to additional future spells of
unemployment.”® As a factor boosting unemployment,
such difficulties for the long-term unemployed will, in
CBO’s view, increase in importance over the next two
years (as some people who are currently out of work stay
out of work longer) and then persist for several more
years, before gradually diminishing but not completely

disappearing by 2022.

Participation in the Labor Force. The unemployment
rate would be even higher than it is now had participa-
tion in the labor force not declined as much as it has over
the past few years. The rate of participation in the labor
force fell from 66 percent in 2007 to an average of

64 percent in the second half of 2011, an unusually large
decline over so short a time. About a third of that decline
reflects factors other than the downturn, such as the
aging of the baby-boom generation. But even with those
factors removed, the estimated decline in that rate during
the past four years is larger than has been typical of past
downturns, even after accounting for the greater severity
of this downrturn. Had that portion of the decline in the
labor force participation rate since 2007 that is attribut-
able to neither the aging of the baby boomers nor the
downturn in the business cycle (on the basis of the
experience in previous downturns) not occurred, the
unemployment rate in the fourth quarter of 2011 would

20. For a broader discussion of the costs of job loss, sce Congressional
Budget Office, Lusing @ fob During « Recession, Issue Brief
(April 2010).


http:unemployment.2o
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have been about 1Y% percentage points higher than the
acrual rate of 8.7 percent.”

By CBO’s estimates, the rate of labor force participation
will fall to slightly above 63 percent by 2017. The damp-
ening effects of the increase in tax rates in 2013 scheduled
under current law and additional retirements by baby
boomers are projected to more than offset the strengthen-
ing effects of growing demand for labor as the economy
recovers furcher.™

Labor Compensation. The weak demand for labor has
restrained and will probably continue to restrain the
growth of labor compensation over the next few years.
Real income from wages and salaries in late 2011
remained more than 4 percent below its prerecession level
and was little changed from early in the year. That pat-
tern largely reflects the sharp decline and subdued recov-
erv in employment, along with stagnant real average
hourly wages over the past several years. (The modest
growth in real comnpensarion during 2011 also reflects a
higher rate of inflation in consumer prices.) In CBO’s
forecast, wage and salary income grows in real terms at an
average rate of 3.6 percent a year berween 2012 and
2017, reflecting the projected growth of employment
{(which picks up considerably after 2013) and an average
increase of about 1% percent per year in real hourly
wages.

Inflation

CBO projects that prices will rise at a subdued pace over
the next few yeass. The rate of consumer price inflation
slowed significantly in the second half of 2011, after tem-
porary factors boosted it earlier in the year. According

to the agency’s projections, the price index for personal
consumption expenditures (PCE) will increase by

1.2 percent in 2012 (as measured by the change from
the fourth quarter of the previous year) and by 1.3 per-
cent in 2013 (see Figure 2-7). The core PCE price
index—which excludes prices for food and energy—is
projected to increase by a similar amount because prices
in furures markers for crude oil and agricultural com-
modities suggest that inflation in food and energy prices
will be modest. The consumer price index for all urban

21. T'hat calcularion assumes that the unexplained shortfall in labor
torce participation had no effect on total employment.

22. See Congressional Budget Office, CBO% Labar Force Nrojections
Thiough 2021, Background Paper (March 2011).
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consumers (CPI-U) and its core version are expected to
increase a little more rapidly than their PCE councerparts
(reflecting both different methods used to calculate that
index and a larger role for housing rents in chat index).

Undeslying CBO's projections for inflation is the large
amount of excess productive capacity (underused labor
and capital resources and vacant housing) that exists in
the economy. In particular, the high rate of unemploy-
ment has constrained workers” ability to obtain increases
in their wages and salaries, an important cost of business.
In the third quarter of 2011, unit labor costs (wages and
benefits per unit of output) in the nonfarm business sec-
tor were about 2 percent lower than in the same quarter
three years earlier. With the unemployment rate antici-
pated to remain high, CBO expects wage growth to
remain subdued for the next several years, thus restrain-
ing pressure on firms to raise prices. In addition, the
manufacturing sector was using about 75 percent of its
capacity in late 2011, up from a low of 64 percent in
mid-2009 but still below the prerecession figure of about
79 percent. Such a low rate of capacity utilization indi-
cates that production shortages are unlikely to emerge in
the near term and push prices up.

CBO expects the inflarion rate to slowly rise toward

2 percent, as measured by the PCE price index, after
2013. Thart projection is consistent with the Federal
Reserve's longer-run goal for inflation in that index of
2 percent.

Some analysts have expressed concern that the large
amount of excess bank reserves created by the Federal
Reserve's extraordinary purchases of assets during the
financia!l crisis will push inflation above 2 percent.
Because those reserves are in excess of the amount of
reserves that banks need to hold for regulatory and other
reasons, banks can lend out those reserves when loan
demand picks up. The main worry appears to be that the
Federal Reserve may be too slow to draw down those
reserves, Jeading to excessive borrowing and spending by
consumers and firms. In particular, some analysts fear
thar the central bank may be unwilling to risk retarding
economic growth and destabilizing financial markets by
selling its assets quickly. However, even if the Federal
Reserve is reluctant to sell assets when economic growth
picks up, it has several other policy tools for restraining
borrowing, such as raising the federal funds rate and rais-
ing the interest rate paid on excess reserves.
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availability of credit, reducing hiring, and causing higher
unemployment. Those conditions could trigger a self-
reinforcing downward spiral, weakening the growth of
households’ income and diminishing consumers’ and
businesses’ confidence and, in turn, lessening spending by
households and businesses and therefore the need for
workers,

Other events could also lead to outcomes worse than
CBO projects. A surge in oil prices or drop in house-
holds’ wealth could decrease the demand for goods and
services. Those conditions could discourage businesses
from investing and hiring, possibly triggering another
downward spiral of lower spending, confidence, and
employment.

The Economic Qutlook for

2018 to 2022

The outlook for real GDP after 2017, when GDP is
projected to equal its potential level, is based not on esti-
mates of cyclical movements in the economy but on pro-
jections of trends tn the factors that underlie porential
output, namely, the size of the labor force, the stock of
productive capital, and the productivity of those factors.
Those projections take into account the predicted effects
that the slow economic recovery will have on investment
in productive capital and that current-law fiscal policy
will have on the labor supply and capiral investment.
They also incorporate the expectation that the Federal
Reserve will aim to keep inflation low and stable.

In CBO’s projections, the growth of real GDP averages
2.5 petcent a yeat berween 2018 and 2022, and the
unemployment rate averages 5.4 percent—a level
consistent with CBO’s estimare of the narural rate of
unemployment, which declines from 5.5 percent to

5.3 percent during that period. Both inflation and core
inflation as measured by the PCE price index average
2.0 percent over that five-year period; inflation as mea-
sured by the CPI-U is slightly higher. The interest rates
on 3-month Treasury bills and 10-year Treasury notes
average 3.7 percent and 5.0 percent, respectively, during
those years. By the end of the projection period, labor
income as a share of gross domestic income (GDI, or the
total income earned in the production of gross domestic
product in the United States) approaches, but remains
below, its long-run historical average. In addition, domes-
tic economic profits (corporarions’ domestic profits
adjusted to remove distortions in depreciation allowances
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caused by tax rules and to exclude the effect of inflation
on the value of inventortes) as a share of GDI decline to a
level below their historical average.

Potential Output

Potential output will grow at an average annual rate of
2.3 percent during the 2012-2022 period as a whole and
by 2.5 percent for years between 2018 and 2022, CBO
projects (see Table 2-3). Those rates are substantially
lower than the average rate since 1950—3.3 percent—
largely because, according to the agency’s projections, the
growth of the potential labor force (the labor force
adjusted for variations caused by the business cycle) will
continue to decline during the next 10 years. [n addition,
CBO expects the growth of capital services (the flow of
services available for production from the stock of capital
goods) and the growth of productivity to be slightly
slower over the next decade than they have been, on
average, since 1950.

In CBO’s projections, growth of the potential labor force
averages 0.7 percent annually during the 2012-2022
period, about half of the average growth rate since 1950
and a little below the average rate since 2002. The
tempered pace in the coming decade stems from a pro-
jected further decline in participarion in the labor force
resulting primarily from the aging of the baby-boom gen-
eration. Policy changes incorporated in current law are
also expected to slow the growth of the labor supply in
the next 10 years. Those changes—which include the
expiration of various tax cuts in 2012 and 2013—will
raise marginal tax rates on personal income above those
of the past decade and thus will modestly reduce people’s
incentive to work. In addition, the major health care
legislation enacted in 2010 is anticipated to reduce the

supply of labor slightly in the latter part of the decade.”

Caputal services are projected to grow at an average rate of
3.6 percent a year in the 2012-2022 period—0.3 per-
centage points lower than the average rate since 1950 but
more than a percentage point highev than the average rate
from 2002 to 201 1. Two major factors account for the
lower projected growth in capital services relative to the
long-term average. First, projected increases in federal
debrt are likely to displace some private capital invest-
ment. Second, the slower-than-average growth rate

23. For details about the effects of that legislation on the labor marker,
see Congressional Budget Oftice, 7he Budger and Economic
Qutlovk: Aa Lipdate (August 2010), Box 2-1, pp. 48-49.
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productivity in the early 2000s as a temporary
phenomenon.

Recessions in the United States typically affect potential
output only by reducing capital investment. However,
studies have found that recoveries from recessions that
stemmed from financial crises tend to be significantly
more protracted than other recoveries.”* On the basis of
such studies and other analysis, CBO has incorporated
some persistent effects of the recession into its projections
of potential labor supply and potential total factor pro-
ductivity. Taking into account all of the effects of the
financial crisis and the recession, CBO projects that
potential output will be about 1% percent lower in 2022
than it would have been without rhem (see Box 2-1 on

page 44).

Income

Economic outcomes and federal tax revenues depend not
only on the amount of total income in the economy but
also on how it is divided among its constituent parts:
wages and salaries, domestic economic profits, propri-
etors income, interest and dividend income, and other
categortes. CBO forecasts various categories of income by
projecting their shares of toral gross domestic income. (In
principle, GDI equals GDP, but in practice they differ

because of difficulties in measuring both aggregates.”)

Labor income has fallen sharply as a share of GDI since
2009. Much of the weakness of labor income has derived
from the fact that wages and salaries have grown more
slowly than the other components of GDI in the past two
years.”® In CBO’s projections, labor income grows faster
than GD1 over the next decade, bringing its share from
about 59 percent of GDI in late 2011 to about 62 per-
cent by 2022, approaching its historical average since
1980 (sec Figure 2-8 )Y

24. Sec, for example, Carmen M. Reinhart and Kenneth S. Rogoff,
“The Aftermath of Financial Crises,” American Economic Review,
vol. 99, no. 2 (May 2009), pp. 466-472; and Carmen M.
Reinhart and Vincent R. Reinhart, “After che Fall,” in Federal
Reserve Bank of Kansas City, Macroeconomic Challenges: The
Decede Abead (Kansas City: Federal Reserve Bank, 2011).

25. The national income and product accounts, compiled by the
Department of Commerce’s Bureau of Economic Analysis,
track the amount and composition of GDP, the prices of its
components, and the distribution of the costs of production as
income; the sum of those costs 1s GDI.
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Domestic economic profits have rebounded sharply
during the recovery from the recession. As a percentage
of GDI, they fell from a 40-year high of 10.2 percent in
the second half of 2006 to a low of 4.4 percent in late
2008. By mid-2011, they had nearly recovered to their
prerecession peak. Both the decline and subsequent
rebound of corporate profits were particularly dramatic in
the financial sector, but they were also apparent in the
nonfinancial sector. In CBO’s projections, profits’ share
of GDI declines modestly berween now and 2022
because of higher interest rates (after 2013) and the rise
in labor income’s share of GDI.

Comparison with Other Economic
Projections

Compared with its previous forecast, which was pub-
lished in August, CBO's current one projects growth of
real output that is slower in the next few years but slightly
faster for the rest of the coming decade (see Table 2-4).
The changes since the previous forecast reflect several fac-
tors, including downward revisions to historical data on
GDP and diminished near-term prospects for economic
growth in other countries. As a result of those changes,
CBO’s projection of real output in 2021 is about 1.6 per-
cent lower now than it was in the August forecast.

The unemployment rate is higher throughout the projec-
tion period in this forecast than in the previous one. That
difference reflects both a weaker near-term outlook for

26. Labor income also includes supplemental benefits, which consist
of cmployers' contributions to pensions, health insutance premi-
ums, and social insurance (such as Social Security and Medicare)
on behalf of their cmployees. In addition, CBO attributes 65 per-
cent of the income of sole proprietorships and parterships to
labor income.

27. Labor income's share of GDI has been on a downward trend since
1970, when it was about 65 percent. There is no consensus among
analysts about why that declinc has occurred, but several possible
explanations have been offered. See, for example, Ann Harrison,
“Has Globalization Eroded Labar’s Share? Some Cross-Country
Evidence” (dtaft, Department of Agricultural and Resource Eco-
nomics, University of California at Berkeley, October 2002);
Adreas Hornstein, ’er Kruscll, and Giovanni Violante, “lechnol-
ogy~Policy Interaction in Frictional Labor Markets,” Review of
Economic Studies, vol. 74, no. 4 (Ocrober 2007), pp. 1089-1124;
and Anastasia Guscina, Effects of Globalization on Labort Share in
National Income, Working Paper 06/294 (Intcrnational Monetary
Fund, December 2006).
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CHAPTER

The Spending Outlook

he Congressional Budget Office (CBO) estimates
thar, under current taw, federal outlays in 2012 will toral
$3.6 trillion, about the same amountas in 201 1. Those
outlays will equal an estimated 23.2 percent of gross
domestic product (GDP), which is below last year’s figure
but still above the 21.0 percent average share of the past
40 ycars. As the cconomy expands in the next several
years and as statutory caps constrain discretionary appro-
priations, federal spending in CBO's baseline projections
declines modestly relative to GDP; later in the decade,
spending turns up again relative to GDP owing to rapid
growth in Social Security, federal healch care programs,
and interest on the public debt. Over the next decade,
annual spending averages 21.9 percent of GDP under the
assumptions that govern baseline projections.

Although mandatory spending is projected to rise from
last year’s levels—by abourt $45 billion—rto $2.1 willion
this year, discretionary spending is projected to drop by
nearly as much, to §1.3 trillion in 2012 (see Table 3-1).
As a result of persistently low interest rates, payments for
net interest are expected to remain low despite the bur-
geoning debt. CBO estimates that net interest payments
will total $224 billion in 2012, slightly less than in 2011.
(See Box 3-1 for descriptions of the three major types of
federal spending.) Total spending in 2012 would have
been about 2 percent higher than in 2011 but for a shift
in the timing of certain payments from last October, the
beginning of fiscal year 2012, to last September, the end
of fiscal year 2011."

CBO's baseline projection for 2013 shows federal spend-
ing totaling about the same amount in nominal terms as
in 2011 and 2012—roughly $3.6 crillion—bur a smaller

I, Because Ocrober 1, 2011, fell on a weekend, certain payments
that would ordinarily have been made on thar date were instead
made in September, shifting outlays from fiscal year 2012 into
fiscal year 201 1; without those timing shifts, spending would have
been about $33 billion higher in 2012 (and lower by the same
amount in 2011).

amount refative to GDP, 22.5 percent. Total mandatory
spending will rise under current law, but discretionary
spending will be severely constrained by the caps estab-
lished by the Budger Contro] Act of 2011 (Public Law
112-25) and by the further reduction in spending
resulting from automaric enforcement procedures also
established in that ac; CBO estimates that discretionary
outlays in 2013 will be lower by about $73 billion, or
0.5 percent of GDP, than they would be if appropriations

for that year grew at the rate of inflation.

In CBO's baseline projections for 2014 through 2022,
spending rises by nearly 5 percent per year, on average.
During those years, outlays for net interest are projected
to shoot up by an average of more than 11 percent per
year as interest rates rise to more typical levels. Manda-
tory spending is projected to rise at an average rate of

6 percent per year, while discretionary spending is con-
strained by caps through 2021 and cherefore projected to
rise at an average rate of less than 2 percenta year. (In
contrast, over the past 20 years, discretionary spending
rose by 4.9 percent per year, on average, about the same
as the average nominal rate of growth of the economy
over thar period.)

The biggest difference in federal spending relative to
GDP in the coming decade—as compared with outlays
over the past 40 years—will be the widening gap between
mandatory and discretionary spending (see Figure 3-1 on
page 50). Under the assumptions that govern CBO's
baseline projections:

B Mandatory spending is projected to rise from
13.3 percent of GDP in 2013 to 14.3 percent in
2022. Thar increase relative to the size of the economy
is more than accounted for by growing outlays for
Social Security, Medicare, and Medicaid, which are
projected to rise from 10.6 percent of GDP in 2013 to
12.1 percent in 2022. In contrast, outlays for all other
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At $1.6 triltion in 2012, federal outlays for Social Secu-
rity, Medicare, Medicaid, and other health care programs
will make up more than 70 percent of mandatory
spending (or 10.4 percent of GDP). Spending for those
programs will rise by $1.5 trillion from 2012 to 2022—
accounting for nearly all of the growth in mandatory
spending over that period. By 2022, spending for those
programs will represent more than 80 percent of manda-
tory spending and 12.8 percent of GDP.

Programs that are designed to provide income security—
such as unemployment compensation, the Supplemental
Nutrition Assistance Program (SNAP, formerly known as
Food Stamps). and certain refundable rax credits—will
account for about 17 percent of mandatory spending in
2012.° By 2022, cthough, outlays for those programs will
be about 9 percent of mandatory spending, because the
expected cconomic expansion will allow spending for
many of those programs to recede to more rypical levels
and because scheduled changes to tax provisions will
reduce the refundable portion of certain tax credits.
Under current law, spending for income securicy pro-
grams will equal 2.2 percent of GDP in 2012 but only
1.3 percent of GDP by 2022, CBO projects.

Other mandatory spending includes retirement benefits
for civilian and military federal employees, benefits for
veterans, support for agriculture, subsidies for Fannie
Mae and Freddie Mac, activities of the Troubled Asset
Relief Program (TARP), student loans, and deposit
insurance. Under current law, spending for those
programs will equal 2.0 percent of GDP in 2012 but will
fall to 1.5 percent of GDP by 2022, in CBO’s estimation.
In addition, CBO estimates that offsetting receipts will
reduce mandartory spending by 1.3 percent of GDP each
year.

Social Security

Soctal Security, which is the largest federal spending pro-
gram, provides cash benefits to the elderly, people with
disabilities, and their dependents. Social Security com-
prises two main parts: Old-Age and Survivors Insurance
(OAS!) and Disability Insurance (DI). Social Security
outlays grew by 3.5 percentin 2011, primarily because of
rising caseloads, both from an increasing share of the

5. Tax credies reduce a taxpayer’s overall tax liabiliry; if a refundable
credit exceeds thar liabiliry, the excess may be refunded to rhe tx-
payer, in which case thar payment is recorded as an outlay in the

budget.

population that is elderly and from more people qualify-
ing for disability benefirs. Holding down growth was the
lack of a cost-of-living adjustment (COLA), owing to a
decline in prices in 2009 that was only partly reversed in
2010.

CBO estimates that, under current law, outlays for Social
Security will total $770 billion in 2012, or 5.0 percent of
GDP. Over the next decade, spending for Social Security
benefits will climb steadily (by an average of about 6 per-
cent per year) as the nation’s elderly population grows and
as average benefits rise. By 2022, CBO estimates, Social

Security outlays will total $1.3 trillion, or about 5.5 per-

cent of GDP.

0ld-Age and Survivors Insurance. OASI, the larger of
Social Security’s two components, pays full benefits to
workers who start collecting those benefits at age 66 or
67, depending on a worker’s year of birth; workers can
choose to start collecting reduced benefits as early as age
62. The program also makes payments to eligible spouses
and children and to some survivors (primarily elderly
widows and young children) of deceased workers. OASI
benefits totaled $591 billion in 2011, accounting for
more than 80 percent of Social Security’s outlays.

About 44 million people received OAS] benefits in 201 1.
Over the 2012-2022 period, as more baby boomers
become eligible to receive benefits under the program,
the number of people collecting those benefits will
increase by an average of about 3 percent per year, CBO
estimates, reaching 61 million by 2022.

Average benefits rise over time, because beneficiaries gen-
erally receive annual cost-of-living adjustments and
because initial benefits are based on people’s liferime
earnings, which tend to increase over time. OASI benefi-
ciaries received a COLA of 3.6 percent in January 2012.
(Beneficiaries of Social Security and most other programs
that provide COLAs are protected from a drop in benefit
payments when prices fall. Thus, although the consumer
price index in 2009 and 2010 was below its value in
2008, individuals’ benefits in 2010 and 2011 remained at
the previous year’s amounts.)

CBO anticipates COLAs of 1.3 percent in 2013 and

2 percent annually, on average, from 2014 through 2022.
By CBO’s estimates, the average benefit will rise by 3 per-
cent per year over the 2012-2022 period. The increasing
average benefit, in combination with the growing
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number of beneficiaries, is projected to boost OASI out-

lays by an average of about 6 percent per year over that
¥s D) 13 P pery

period.

Disability Insurance. Social Security’s disability benefits
are paid to workers who suffer debilitating health condi-
tions before they reach OASI’s normal retirement age.
(Payments also are made to the eligible spouses and chil-
dren of those recipients.) In 2011, the federal government

paid $128 billion in benefits under DI

The number of people receiving DI benefits jumped by
almost 5 percentin 2011, to 10 million, as poor employ-
ment prospects led many people to seek other sources of
income. Thar high rate of growth is expected to slow in
2012 and in subsequent years, as a gradually strengthen-
ing economy leads fewer people to seek disability benefits
and as a greater portion of the population qualifies for
benefits under OASI. Like OASI beneficiaries, those
receiving benefits under D] received a COLA of 3.6 per-
cent for 2012. Including COLAs that CBO projects will
be paid in future years, average DI benefits under current
law will grow by just under 3 percent per year, and the
program’s outlays will rise by an average of about 4 per-
cent annually from 2012 through 2022.

Medicare, Medicaid, and Other

Health Care Programs

At $856 billion, gross outlays for Medicare, Medicaid,
and other mandatory federal programs related to health
care accounted for just under 40 percent of mandarory
spending (not including offsetting receipts) in 2011.°
CBO estimates that outlays for those programs will dip to
$847 billion in 2012, or 5.5 percent of GDP, reflecting a
decline in Medicaid spending. In CBO’s baseline projec-
tions, spending for health programs more than doubles
between 2012 and 2022, rising by an average of nearly

8 percent per year and reaching $1.8 willion in 2022.
Thart spending is expected to represent 7.3 percent of
GDP in 2022, an increase of nearly 2 percentage points
from its share this year. Rising spending for Medicare
accounts for abourt one-half of that growth, rising spend-
ing for Medicaid accounts for roughly one-third, and the
remaining growth stems primarily from the new subsidies
to be provided through health insurance exchanges begin-
ning in 2014.

6. Gross outlays reflect toral spending for ¢he programs. Thar figure
does not include offsetting receipts, which are treated as negative
outlays for budgerary purposes and are discussed separately later in
this chaprer. Net ontlays include such offsetting receiprs.
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CBO and the sraff of the Joint Commirtee on Taxation
have not completed the process of updating last year's
estimates of the effects of the Affordable Care Act’ on
insurance coverage—thar is, on the number of people
who will receive subsidies through exchanges and the
associated federal costs, on the number of people with
employment-based health insurance, or on the number of
Medicaid beneficiaries who will be newly eligible under
provisions of the law.* Such updates will be included in
CBO’s March 2012 baseline projections.

Medicare. The Medicare program provides subsidized
medical insurance for the elderly and for some people
with disabilities. Medicare has three principal compo-
nents: Part A (Hospital Insurance), Part B (Medical
Insurance, which covers doctors services, outpatient care,
home health services, and other medical services), and
Part D (the program for outpatient prescription drugs).°
People generally become eligible for Medicare at age 65
or two years after they qualify for Social Security disabil-
ity benefits. In 2011, Medicare had about 48 million
beneficiaries; that number is expected to climb by about
3 percent per year over the next decade, reaching 66 mil-
Jion by 2022.

Gross spending for Medicare will total $560 billion

(or 3.6 percent of GDP) in 2012, CBO estimates, the
same as the amount recorded last year. (Gross spending
excludes receipts from premiums and some payments
from states, which are discussed in the section of this
chapter on offsetting receipts, beginning on page 64.)
Spending this year would have been higher but for a shift
in certain payments from fiscal year 2012 into fiscal year
2011 because the first scheduled date for payments to
health plans in 2012 fell on a weekend. Adjusted for that
timing shift, gross spending for Medicare will grow by an
estimated 5 percent in 2012.

7. 'T'he Affordable Care Act comprises the Patient Protection and
Affordable Care Act (P.L. 111-148) and the health care provisions
of the Healrth Care and Education Reconciliation Acr of 2010
(PL. 111-152).

8. Specifically, those projecrions reflect the estimates included in
Congressional Budger Office, Budger aud Economic Outlook:
An Updare (August 2011), updated for any effects on insurance
coverage of legislation enacted since March 2011, such as the
Three Percent Withholding Repeal and Job Creation Act
(PL. 112-56).

9. Medicare Part C (known as Medicare Advanrage) specifies the
rules under which privare health care plans can assume responsi-

bility for, and be compensated for, providing benefits covered
under Parts A, B, and D.
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A number of provisions of law are set to constrain the
rates that Medicare pays to providers of health care:

W Under current law, payments to physicians will be

constrained by the sustainable growth rate mechanism,
or SGR. If the SGR is applied as it is currently struc-
tured, those fees will be reduced by 27 percent in
March 2012 and by additional amounts in subsequent
years, CBO projects. However, if future legislation
overrides the scheduled reductions (as has happened in
every year since 2003), spending on Medicare might
be significantly greater than the amount that is pro-
jected in CBO’s baseline. For example, if payment
rates for physicians remained at their 2011 amounts
through 2022, net Medicare outlays over the next

10 years would be about $316 billion (or roughly

4 percent) higher than in CBO’s baseline projections.
If those payments were increased over time, the
impact on Medicare outlays would be even greater.

Medicare’s payments to other types of providers will
also be constrained, but not as tightly. Provisions of
the Affordable Care Act will hold annual increases in
payment rates for most other Medicare services to
about 1 percentage point less than inflation—which
would still represent nominal increases of about 1 per-
cent per year in payment rates under CBO’s economic
projections.

Moreover, under provisions of the Budget Control
Act, payment rates for most Medicare services fur-
nished from February 2013 through January 2022 will
be reduced by a further 2 percent.

Even with the constraining effect of the SGR and other
provisions, spending for Medicare under currenc law is
anticipated to grow by an average of 6 percent per year.
CBO projects that gross Medicare outlays in 2022 will

The single largest driver of that growth in Medicare’s
share of GDP is the increase in the number of beneficia-
ries. Medicare caseloads grow at an average rate of

3 percent per year in CBO’s projections, as members of
the baby-boom generation become eligible for benefits at
age 65. In contrast, spending per beneficiary is expected
to grow much more slowly over the coming decade than
it has grown historically: The growth in Medicare
spending per beneficiary over the 2012--2022 period is
projected to average just 1 percent a year more than the
rate of inflation. In comparison, such real growth in
Medicare spending per beneficiary averaged 3.4 percent
a year berween 1985 and 2007." (That growth rate
excludes the impact on Medicare spending of enacting
Pare D, the prescription drug program, which began in

2000.)

The projections of slower growth in per beneficiary
spending through 2022 result from the anticipated influx
of younger, healthier beneficiaries—which will bring
down the average cost per beneficiary—and the con-
straining effects of the SGR formula and the limits on
updates to payment rates for other services. Nevertheless,
over the next 10 years, federal spending per beneficiary
for Parts A and B is projected to grow by about 30 per-
cent, while federal spending per beneficiary for Part D
will double, largely because of a combination of rising

drug costs and the more generous benefits enacted in the
Affordable Care Act.

Medicaid. Medicaid is a joint federal and state program
that funds medical care for certain poor, elderly, and dis-
abled people. The federal government shares costs with
states for approved services; that share varies from state to
state but has averaged about 57 percent until recently.
Provisions in the American Recovery and Reinvestment
Act of 2009 (ARRA, RL. 111-5) and in subsequent legis-
lation temporarily increased the federal portion of costs
to about 68 percent, on average, in 2010 and 64 percent,
on average, in 2011. The federal share returned to

exceed $1.0 trillion, almost 90 percent more than they
are expected to be this year. As a result, CBO projects
that, under current law, Medicare spending will rise as a
share of GDP from 3.8 percent in 2013 to 4.2 percent by
2022,

10. That figure for gross spending excludes receipts of premiums and
somc payments fram states, which will rise from $94 billion in
2013 to $164 billion in 2022 under CBO's baseline projections,
The cffect of thase offsetting receipts will be to reduce Medicare
spending as a share of GDP to 3.2 percent in 2013 and 3.6 per-
cent in 2022,

11. [T'he cited growth rate was corrected on February 10, 2012.] In its

Long-Term Budger Owtlook (June 2011), CBO uses rthe concept of
“excess cost growth” to explain long-term growth in health care
spending. Excess cost growth is defined as the chunge in health
care spending per capita relative 1o the growth rate of GDP per
capita after removing the effects of demographic changes on
health care spending. Using that definition, CBO estimates that
excess cost growth for Medicare averaged 1.4 percent per year
between 1985 and 2007. As a measure of health care spending,
excess cost growth is less useful during business-cycle expansions
and contractions or when health care policy is changing in funda-
mental ways—both of which are occurning over the next decade.
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57 percent in 2012. Federal outlays for Medicaid totaled
$275 billion in 2011—Tless than 1 percent above the pre-
vious year's amount. That slow growth was the net effect
of an increase in Medicaid program costs and the reduc-
tion in federal matching rates.

CBO expects that federal spending for Medicaid will
drop by nearly 5 percent in 2012 as states become
responsible for a higher share of total costs than had been
the case in recent years. Spending for the program will
climb again in 2013 and will shoot up rapidly in 2014,
2015, and 2016 as a result of provisions in the Affordable
Care Act. By 2022, under current law, federal outlays for
Medicaid are expected to total $605 billion, more than
twice the 2012 amoung; spending will equal about

2.5 percent of GDP, compared with 1.7 percent this year.

That growth is attributable to a substantial jump in the
number of beneficiaries and a large federal share of
spending for certain groups of new enrollees. About

67 million people were enrolled in Medicaid at some
pointin 2011. Enrollment is expected to rise rapidly over
the decade as more people become eligible for Medicaid
under provisions of the Affordable Care Act and as the
number of elderly people rises. By 2022, about 95 mil-
lion people will be enrolled in Medicaid at some point in
the year, CBO estimates. For many of those new enroll-
ees, the federal share of their costs will be significantly
larger than the share for individuals enrolled in Medicaid
today. '

Other Health Care Programs. In addirion to Medicare
and Medicaid, the federal governmentoperates other pro-
grams through which it subsidizes the provision of health
care. Thar assistance has been available primarily to peo-
ple with relatively low income, bur also to federal civilian
and military employees and retirees. Provisions in the
Affordable Care Act will significantly increase the scope
and scale of such benefits in the coming decade. In
CBO’s baseline projections. federal spending for manda-
tory health care programs other than Medicare and
Medicaid rises from $26 billion this year to $161 billion
in 2022. A portion of that spending will be offset by reve-
nues, which are reflected elsewhere in the budger."’

12. The Affordable Care Act provides enhanced federal matching rates
for certain populations made eligible under the acr, leading to an
average federal share of spending for Medicaid ranging berween
60 percent and 62 percent in 2014 and later years.

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2012 TO 2022

The Affordable Care Act establishes new exchanges for
the purchase of health insurance and authorizes govern-
ment subsidies for such purchases for individuals and
families who meet income and other eligibility criteria.'®
The subsidies for health insurance premiums are struc-
tured as refundable tax credits; the portions of such
credits that exceed taxpayers’ liabilities are classified as
outlays, while the portions that reduce tax payments
appear in the budget as reductions in revenues. CBO esti-
mates that about 8 million people will recetve exchange
subsidies in 2014 and roughly 20 million will receive
them by 2022."> Outlays for providing those subsidies,
operating the exchanges, and running related programs
will total $104 billion by 2022, according to CBO’s

estimates.

The Department of Defense’s Medicare-Eligible Retiree
Health Care Fund (MERHCF), which includes
TRICARE for Life, provides health care benefits to retir-
ees of the uniformed services (and to their dependents
and surviving spouses) who are eligible for Medicare.
Outlays for those benefits totaled nearly $9 billion in
2011. Over the coming decade, spending from
MERHCEF is projected to rise at about the same rate as
spending for many other federal health care programs—
by an average of roughly 7 percent each year—and to
reach $17 billion in 2022.

The Children’s Health Insurance Program (CHIP) pro-
vides health insurance coverage to children in families
with income that, although modest, is too high to qualify
for Medicaid. The program is jointly financed by the fed-
eral government and the states and is administered by
the states within broad federal guidelines. Total federal
spending for CHIP was approximately $9 billion in
2011, and it will be roughly the same amount in 2012,
CBO estimates. Annual CHIP spending will grow rap-
idly through 2015 (the last year in which that program is

13. About $25 billion of the spending on other healrh programs in
2022 reflects payments made to healch insurance plans through a
system of risk adjustment and reinsurance. Those payments are
fully funded chrough collections from healch insurance plans thas
are reflected in the budget as revenues.

14. Healch insurance exchanges are clearinghouses through which
consumers can compare and purchase health insurance plans
available in their area of residence and through which federal tax
credits for such purchases will be made available.

15. Other individuals and certain employers can purchase health
insurance through the exchanges, but they will not be eligible 1o
receive subsidized premiums.
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authorized), when total spending is estimated to be about
$12 billion. Under the rules governing baseline projec-
tions, the program’s funding after 2015 is assumed to
decline to about $6 billion per year, and projected outlays
fall to thar amount a few years later.'® Nearly 8.2 million
people will be enrolled in CHIP at some point in 2012,
CBO estimates. Enrollment will drop later in the decade
and be much smailer in 2022, according to baseline pro-
jections, mostly because funding for the program is
assumed to drop after 2015.

Spending on other mandatory health care programs
includes the cost of health benefits for federal retirees
and, starting in 2017, for Postal Service retirees; of pro-
gram management and funding for state grants and
demonstrations; and of new programs established under
the Affordable Care Act ro make payments to health
plans for risk adjustment and reinsurance. That other
spending is expected to rise from $7 billion in 2012 to
$34 billion in 2022. Most of the increase in spending for
that category is a result of those new programs, which
include payments to health insurance plans whose pool of
enrollees is expected to have above-average costs (known
as risk adjustment) and to plans that enroll individuals
who end up having high costs (known as reinsurance).
Spending for risk adjustment and reinsurance is esti-
mated by CBO to toral $169 billion over the 2014-2022
period. Under current law, that amount will be offset by
revenues of an equal magnitude collected from health
insurance plans; rhose collections are reflected on the rev-
enue side of the budget.

Income Security Programs

‘The federal government makes various payments to peo-
ple and government entities to assist the disabled, the
poor, the unemployed, needy families with children, and
children who have been abused or neglected. Federal
spending for SNAD, unemployment compensation, Sup-
plemental Security Income (SS1), the refundable portions
of the earned income tax credit (EITC) and child tax

16. For expiring mandatory programs, baseline rules established by
the Deficit Control Act call for extrapolating the program’s fund-
ing at the end of its authorization for the remainder of the baseline
projection period. CHIP funding in 2015 consists of two
semiannual allorments of $2.85 billion—amounts that are lower
than the allotments in the four previous years. Under current law,
the first semisnnual allorment in 2015 will be supplemented by
$15.4 billion in onc-time funding for cthe program. CBO's base-
line for subsequent years is extrapolated from the $2.85 billion
provided for the second half of the year—an annualized amount
of $5.7 billion.

credit, family support, foster care, and other services
dipped by neatly 8 percent in 2011 to $405 billion, or
2.7 percent of GDP. Spending for those programs peaked
in 2010 at $437 billion; in contrast, such spending
totaled $203 billion in 2007, before the economic down-
turn (see Figure 3-3). The surge in spending occurred
partly because outlays for many of those programs tend
to rise automatically when the economy falters (and ebb
later as the economy recovers) and partly because
lawmakers enacted temporary measures to augment
payments to needy populations.

Under current law, spending on income security pro-
grams is projected to decline by another 135 percent in
2012, reflecting the anticipated improvement in the
economy and the expiration of certain provisions of law.
CBO projects that such spending will continue o fall for
several years thereafter and remain below the 2012 level
through 2022. By thar year, outlays for those programs
are anticipated to be 1.3 percent of GDP, less than half of
the share of GDP such spending represented in 2011.

Supplemental Nutrition Assistance Program. Outlays for
SNAP have risen significantly over the past few years.
They climbed to $77 billion in 2011, more than double
the amount they were in 2007, as enrollment (measured
by the average monthly caseload) surged to almost

45 million (as compared to 26 million in 2007). CBO
estimates that the program’s spending will rise again this
year, to $80 billion, largely because of a further projected
increase in participation. Participation in SNAP
continued to swell after past recesstons even as the
unemployment rate began 1o wane, so CBO expects

that the number of people collecting SNAP benefits will
continue to rise in the short term, peaking at more than
47 million in 2014. Eventually, as the economy continues
to improve, SNAP enrollment will recede to 34 million
by 2022, CBO projects.

According to CBO’s estimates, the average benefit pro-
vided under SNAP will not change in 2012. Provisions in
current law hold the maximum monthly SNAP benefit
for a household of four at $668 until October 31, 2013.
CBO expects that the maximum benefit for SNAP will
drop to $649 for the remainder of fiscal year 2014; afrer
that, it will be adjusted annually according to a formula
that accounts for inflation in the price of food, rising to
an estimated $776 by 2022. In that year, outlays for
SNAP benefits will total $73 billion, CBO projects—
$8 billion less than spending for the program this year.
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Under current law, outlays for the child tax credit will be
significantly lower in 2014 and beyond, for two reasons.
First, the maximum amount of the credit will drop from
$1,000 to $500. Second, the expiration of various tax
cuts at the end of 2012 will boost many people’s tax lia-
bilities; consequently, more of the impact of the credit
will be reflected as a reduction in revenues rather than as
an increase in outlays. As a result, under current law, out-
lays for those two credits will fall to $49 billion in 2022,
CBO projects.

Family Support. Spending for family support programs—
grants to states that help fund welfare programs, child
support enforcement, and child care entitlements—is
expected to edge downward in the next few years, declin-
ing from $26 billion in 2011 to $25 billion in 2013 and
later years. Two factors contribute to that pattern. First,
special funding added to the Temporary Assistance for
Needy Families (TANF) program by ARRA expired at
the end of fiscal year 2010 (although outlays from that
budger authority will continue for the nexr few years).
Second, funding for the regular TANF program—the
largest component of the family support programs—is
capped at roughly $17 billion annually (although some
additional funding is available if states’ unemployment
rates or SNAP caseloads exceed certain thresholds).
Under current law, the regular TANF program and child
care entitlements are funded through February 2012, but
CBO’s bascline reflects an assumption (following the pro-
visions of the Deficit Control Act) that such funding will
continue throughout the projection period.

Child Nutrition and Foster Care. CBO projects that
spending for child nutrition—which provides cash and
commodities for meals and snacks in schools, day care
settings, and summer programs—will rise by 5 percentin
2012, to 819 billion, spurred by increased parricipation
in the free lunch program. CBO anticipares that provi-
sions in the Healthy Hunger-Free Kids Act of 2010
(PL. 111-296) will lead to further growth in program
participation and higher reimbursement rates for meals
beginning in 2013. As a result, spending for child nutri-
tion will climb to $29 billion in 2022, CBO projects.

Federal grants to states for foster care and adoption assis-
tance are expected to remain near last year's amounts—
abour $7 billion—in 2012. CBO estimares that such
spending will increase over the coming decade, reaching
$10 billion in 2022.
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Making Work Pay and Other Tax Credits. ARRA created a
number of temporary refundable tax credits, many of
which expired at the end of December 2010. As a result
of those expirations, 2011 was the last year in which
outlays were affected by those credits. Qutlays for the
Making Work Pay tax credit, the first-time homebuyer
tax credit, a credit toward the purchase of health insur-
ance for the unemployed, and the adoption tax credit
came to $19 billion in 201 1. The American Opportunity
Tax Credit, which allows certain individuals (including
those who owe no taxes) to claim a credit for college
expenses, was extended for two years at the end of 2010
by the Tax Relief, Unemployment Insurance Reauthori-
zation, and Job Creation Act of 2010 (PL. 111-312).
Outlays for that credit totaled $6 billion in 2011 and are
estimated to be abourt $5 billion in both 2012 and 2013.

Other Federal Retirement and Disability Programs
Benefits for federal civilian and military retirees and pay-
ments for veterans pensions and disability benefits
totaled $215 billion in 2011, or about 1.4 percent of
GDP Spending for those benefits jumped by more than
9 percent in 2011, primarily because of a sharp rise in
veterans’ benefits. CBO projects that federal retirement
and disability benefits will grow at an average rare of
nearly 3 percent annually. By 2022, spending for retirees’
benefits and mandatory veterans’ programs will amount
o $301 billion, or 1.2 percent of GDP, according to
CBO’s baseline projections.

Civilian and Military Retirement. Retiremenr and survi-
vors’ benefits for federal civilian employees (along with
benefits through several smaller recirement programs for
employees of various government agencies and for retired
railroad workers) amounted to $89 billion in 2011. Such
outlays will grow by about 3 percent annually over the
coming 10 years, CBO projects, reaching $132 billion by
2022. Growth in federal retirement benefits is attribut-
able primarily to cost-of-living adjustments for retirees
and 1o rising federal salaries, which boost benefits for
people entering retirement. (As with recipients of Social
Security benefits, recipients of civilian and military retire-
ment benefits did not receive a COLA in 2010 or 2011.)

One factor that is restraining growth in spending for
redrement benefits is the ongoing, gradual replacement
of the Civil Service Retirement System (CSRS) with the
Federal Employees Retirement System (FERS). FERS
covers employees hired after 1983 and provides a smaller

defined benefic than that provided by CSRS. FERS
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reciptents, however, are eligible to receive Social Security
benefits based on their federal employment (CSRS
employees are not), and their contributions to the federal
Thrift Savings Plan are marched in part by their employ-
ing agencies.

"I'he federal government also provides retirement and
disability benefits to personnel who retire from the uni-
formed services. Outlays for military annuities totaled
$55 billion in 2011 but will dip to $49 billion this year
because of a shift in the timing of some benefit payments;
those outlays are projected to grow over the next 10 years
by more than 4 percent per year, on average, reaching
$75 billion in 2022. Most of the growth in military
retirement programs results from COLAs and rising lev-
els of basic pay.

Veterans' Benefits. Mandatory spending for veterans—
including disability compensation, pensions, burial bene-
fits, life insurance, and readjustment benefits—has
increased rapidly over the past few years. After rising
steeply in 2010, such spending jumped by 22 percent in
2011, to $71 billion. (Those figures do not include the
significant amount of spending for veterans’ health care,
which is funded by discretionary appropriations and is
discussed later in this chapter.) Most of the recent growth
in mandatory spending for veterans resulted from
changes in regulations for disability compensation as well
as the phasing-in of the Post 9/11 GI Bill (PL. 110-252,
title V), which greatly expanded education benefits. In
addition, some of last year’s high outlays stemmed from
a shift in the timing of certain benefit payments

(13 payments were made in 2011, rather than the usual
12). because October 1, 2011, fell on a weekend. CBO
projects a slower rate of growth between 2012 and
2022-—averaging about 3 percent a year—resulting in

outlays of $95 billion in 2022.

Other Mandatory Spending

Nert spending for other mandatory programs rotaled
$15 billion in 2011. Such outlays include the net impact
of the Troubled Asset Relief Program, the costs of sup-
porting Fannie Mae and Freddie Mac, net outlays for
deposit insurance, subsidy costs for student loans, and
other payments. Outlays for that set of programs are
estimated to be substanuially larger in 2012, rotaling
$96 billion, mostly because of changes in the estimated
costs of the TARP that were recorded in 2011 and are
expected to be made in 2012. CBO projects thar total
outlays for those programs will drop to $60 billion in

2013 before leveling out at an annual average of just
under $50 billion during the rest of the coming decade.

Troubled Asset Relief Program. The TARP was created
by the Emergency Economic Stabilization Act of 2008
(EESA, PL. 110-343) to enable the Secretary of the
Treasury to purchase or insure troubled financial assets.
(Authority to make new commitments under the pro-
gram expired last year, but the Treasury can still make
new disbursements in mortgage assistance programs for
which funds have already been committed.) EESA speci-
fied that the budgertary impact of the TARP should be
estimated as the present value of its anticipated net out-
lays, with that present value calculated using a discount
rate that adjusts for marker risk.'® Following standard
procedures for the valuation of credit programs in the
federal budget, the Administration’s original estimate of
net outlays for the TARP is increased or decreased by
credit subsidy reestimates in subsequent years, based on
updated valuations of the cash flows associated with the
program.

In 2009, the Administration recorded an estimated cost
of $151 billion for the TARP. Subsequent improvements
in financial markets and in the financial condition of
some of the largest firms that received TARP funds led
the Administration to lower its estimate of the program’s
costs; the revised estimate was reflected in the budger as
part of the negarive net outlays of $110 billion reported
in 2010 and $37 billion recorded last year. In 2012, CBO
anticipates another revision to the estimated costs of the
program, this time an upward adjustment of about

$20 billion, because the markert value of the assets still
held by the Treasury has declined. From 2012 to0 2016,
outlays for the TARD, mainly for mortgage programs, are
projected to range between $1 billion and $3 billion a
year. As CBO reported in December 2011, it estimates
the total cost of the TARP over its lifetime to be

$34 billion."”

Fannie Mae and Freddie Mac. The government placed
Fannie Mae and Freddie Mac, two institutions thar facili-
tate the flow of funding for home loans nationwide, into
conservatorship in September 2008 as a result of their

18. Present value is a single number rhat expresses a flow of current
and future income, or payments, in terms of an equivalent lump
sum received or paid roday.

19. See Congressional Budget Office, Report an the Tranbled Asser
Relicf Program - Decernber 201 1.
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mounting losses.”® Because the Administration considers
Fannie Mae and Freddie Mac to be nongovernmental
enticies for federal budgeting purposes, it records the
Treasury’s net cash infusions to the two entities as outlays
in the budget. In 2011, those net infusions totaled

$5 billion.

In contrast to the Administration’s approach, CBO pro-
jects the budgetary impact of the two entities’ operations
as if they were being conducred by a federal agency,
because of the degree of management and financial con-
trol that the government exercises over them.”' Therefore,
CBO estimates the net lifetime costs—thar is, the subsidy
costs—of new loans and guarantees to be issued by the
entities and counts those costs as federal outlays in the
year of issuance. CBO expects that such costs for new
loans and guarantees issued in 2012 will be $7 billion.
(By comparison, CBO expects that net cash infusions to
Fannie Mae and Freddie Mac will toral $5 billion in
2012.) Recent legislation set new fees for loans guaran-
teed by those entities, which CBO expects will reduce
future subsidy costs. For chat reason, as well as the
expected stabilization of housing markets over the next
several years, CBO anticipates that subsidy costs for new
loans and guarantees will decline after 2012, ranging
between $2 billion and $3 billion annually from 2013 to
2022,

Deposit Insurance. Net outlays for deposit insurance
were negutive $9 billion last year, reflecting repayment of
the remaining loans made by the federal government to
stabilize the corporate credit union system. Because
financial institutions insured by the Federal Deposit
[nsurance Corporation have prepaid approximately

$24 billion in premiums thac otherwise would have been
paid over the 2012-2013 period, receipts during the next
two years will be lower than they would normally be. Asa
result, CBO estimates, net outlays for deposit insurance
will be $3 billion annually in 2012 and 2013. Beginning
in 2014, premium payments will exceed amounts spent
on failed institutions, CBO projects, and net outlays for
deposit insurance will again be negative.

20. Conscrvatorship is the legal process in which an entirty is
appointed to establish control and oversight of a company to put
it in a sound and solvent condition.

21. See Congressional Budget Oftice, CBO’ Budgetary Treatinent of
Lusonte Mo end Freddie Mac (January 2010); and Eannie Mae,
Preddie Mac. and the Foderal Role it the Secondary Mortgage Marker
(December 2010).
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Remaining Mandatory Programs. Outlays for the remain-
ing mandarory programs, including those for higher
education and support for agriculture, will account for
less than 2 percent of gross mandatory spending in the
next 10 years. Outlays for those programs totaled $56 bil-
lion in 2011 and are projected to reach $68 billion in
2022 under current law. Such spending will be about

0.3 percent of GDP throughour the coming decade.

Mandatory spending for agricultural support totaled

$15 billion in 2011; it is projected to average $16 billion
in each year between 2012 and 2022, under the baseline
assumption that current farm programs remain in place
after the 2008 farm bill (the Food, Conservation, and
Energy Act of 2008, PL. 110-246) expires in 2012, That
spending will dip in 2012, to about $13 billion, largely
because of changes in the timing of mandated payments
for crop insurance and commodity programs. Starting in
2013, spending for the crop insurance program is
expected to rise as a result of projected increases in crop
prices and the value of insured crops. The higher spend-
ing for crop insurance will be offset by the scheduled
termination of some other agricultural support programs,
such as agriculture disaster assistance and payments to
tobacco growers.

Outlays for mandatory programs for higher education
were negative $33.billion (on a present-value basis) in
2011 primarily because the Department of Education
reduced its previous estimate of the subsidy costs of stu-
dent loans by $30 billion, thereby decreasing outlays by
that amount.?? CBO estimates that subsidies for student
loans made in 2012 will be negative $27 billion but will
be partially offset by mandatory spending of $16 billion
for the Pell Grant program, resulting in total outlays of
negative $11 billion.”® (Those projected outlays do not
include any potential revision to the estimated subsidy
costs of loans or guarantees made before 2012.) In

22. Calculations of subsidy costs follow the standard loan-valuation
procedures called for in the Federal Credit Reform Act of 1990
(FCRA, PL. 101-508). Under FCRA, the discounted present
value of expected income from federal student loans is projecred
to cxceed the discounred present value of the governinent’s costs.
Credir programs that produce net income rather than net outlays
arc said to have regative subsidy rates, which result in negative
ourlays. The original subsidy calculation may be increased or
decreased by a credit subsidy reestimate in subsequent years, based
on updated valuations of the present-value costs of the cash flows
associated with the programs.

23. Under current law, funding for Pell grants is provided from
discretionary and mandatory sources.
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subsequent years, slowly rising interest rates will drive
up the cost to the government of student loans, CBO
projects, but those loans will continue to carry negative
subsidies through 2022.* Overall, for higher education
programs, CBO projects that rising costs for loans and
continued mandatory spending for Pell grants will result
in net outlays turning slightly positive in 2019. Over the
2013-2022 period, net mandatory outlays for higher
education will total negative $77 billion, in CBO’s
estimation.

Orther mandatory spending includes oudays for telecom-
munications subsidies provided from the Universal
Service Fund; certain programs in the Departments of
Justice, Homeland Security, and Agriculture; and pay-
ments to subsidize the interest costs for Build America
Bonds. Outlays for that set of programs totaled $73 bil-
lion in 2011 and are estimated to be $52 billion in 2022.

Offsetting Receipts

Offsetting receipts are certain payments made to the
federal government by citizens or businesses and certain
payments made berween federal agencies; they are
recorded as negative outlays (that is, credits against direct
spending). Such receipts include beneficiaries’ premiums
for Medicare; intragovernmental payments made by fed-
eral agencies for their employees’ retirement benefits;
royalties and other charges for production of oil and nat-
ural gas on federal lands; proceeds from sales of harvested
timber and minerals extracted from federal lands; and
various fees paid by users of public property and services.
In 2011, offsetting receipts totaled $190 billion (see
Table 3-2 on page 52).

Offsetting receipts for Medicare in 2011 reached $80 bil-
lion, constituting a little more than 40 percent of all
offsetting receipts. Over the coming years, those receipts

will rise at about the same rate as spending for Medicare,
totaling $164 billion in 2022 under CBO’s baseline

24. An alternative to the procedures in FCRA for estimating the cost
to taxpayers—called fair-value accounting—more fully incorpo-
rates the cost to the government of the risks inherent in its credit
transactions. That approach produces estimated costs thac either
correspond to or approximate market prices. Under fair-value
accounting, the budgetary cost of most loan programs would be
higher than they are under FCRA. In 2010, CBO compared the
cosr of the federal student loan programs calculated on a FCRA
basis with the cost that would be estimated using fair-value
accounting. See Congressional Budget Office, Cosrs and Policy
Opcivins for Federad Student Loan Prograins (March 2010).

projections. The bulk of those receipts are premiums paid
by Medicare beneficiaries, but the amount also includes
recoveries of overpayments made to providers and
payments made by states to cover a portion of the pre-
scription drug costs for low-income beneficiaries.

In 2011, $63 billion in offsetting receipts consisted of
intragovernmental transfers from federal agencies to the
federal funds from which employees' retirement benefits
are paid (mostly trust funds for Social Security and for
military and civilian retirement). Those intragovernmen-
tal payments from agencies’ operating accounts to the
funds have no net effect on outlays in the budget. Such
payments will grow by nearly 4 percent per year, on
average, CBO estimates, reaching $92 billion in 2022.
Intragovernmental transfers also are made to MERHCEF
under the TRICARE for Life program; those payments
are made on an accrual basis according o the number of
military personnel and are intended to pay for the health
care costs of future retirees. Such payments totaled

$11 billion in 2011 and, because of rising health care
costs, are projected to grow to $15 billion by 2022.

Receipts stemming from the extraction of narural
resources—particularly oil, natural gas, and minerals—
from federally owned lands totaled $13 billion in 2011.
By 2022, CBO estimates, those receipts will be

$20 billion.

Legislation Assumed in the Baseline

In keeping with the rules established by the Deficit
Control Act, CBO’s baseline projections incorporate the
assumption that some mandatory programs will be
extended when their authorizations expire, although the
assumptions apply differently to programs created before
and after the Balanced Budget Act of 1997, All direct
spending programs that predate that act and have
current-year outlays greater than $50 million are assumed
to continue in CBO’s baseline projections. For programs
established after 1997, continuation is assessed program
by program, in consultation with the House and Senate
Budget Commitrees.

CBO’s baseline projections therefore incorporate the
assumption that the following programs whose authoriza-
tions expire within the current projection period will
continue: SNAP, TANFE, CHIP, rehabilitation services,
child care entitlement grants 1o states, trade adjustment
assistance for workers, child nutrition, and family preser-
vation and support. Most farm subsidies are assumed to
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continue as well. In addition, the Deficit Control Act
directed CBO to assume that a cost-of-living adjustment
for veterans' compensation would be granted each year.
In CBO’s projections, the assumption that expiring
programs will continue increases mandatory outlays by
$11 billion in 2012 and by about $1.2 trillion between
2013 and 2022 (see Table 3-3). Almost two-thirds of that

increase over 10 years is attributable to SNAP,

Discretionary Spending

Nearly 40 percent of federal outlays stem from budget
authority provided in annual appropriation acts. That
funding—referred to as discretionary—translates into
outlays when the money is spent. Although some appro-
priations (for example, those designated for employees’
salaries) are spent quickly, others (such as those intended
for major construction projects) are disbursed over several
years. In any given year, discretionary outlays include
spending from new budget authority and from budget
authority provided in previous appropriations.

Several transportation programs have an unusual budget-
ary treatment: Their budgert authority is provided in
authorizing legislation, rather than in appropriation acts,
but their spending is constrained by obligation limitations
imposed by appropriation bills. Consequently, their bud-
get authority 1s considered mandatory, but their outlays
are discretionary. (The largest of those programs is the
Federal-Aid Highway Program, which is funded from the
Highway Trust Fund.) As a result, total discretionary out-
lays in the budget are greater than total discretionary
budget authority. In some cases, the amounts of those
obligation limitations are added to discretionary budget
authority to produce a measure of the total funding pro-
vided for discretionary programs.

In CBO’s baseline projections, most appropriations for
the 2013-2021 period are assumed to be constrained by
the caps and automaric enforcement procedures put in
place by the Budget Control Act; for 2022, CBO projects
discretionary funding under the assumption that it will
grow from the 2021 amount at the rate of inflation.
(Funding for certain purposes, such as war-related costs,
is not constrained by the caps established in the Budget
Control Act.) Because discretionary funding would grow
much more slowly than the economy under those
assumptions, discretionary outlays in CBO's baseline
projections fall from 7.7 percent of GDP in 2013 to
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5.6 percent of GDP in 2022, a smaller share than in any
of the past 50 years.

Trends in Discretionary Outlays

Discretionary outlays declined from about 10 percent

of GDP during much of the 1970s and 1980s to 6.2 per-
cent in 1999 (see Figure 3-5 on page 68). Those outlays
then began to increase again relative to the size of the
economy, reaching 7.0 percent of GDP in 2002 and

7.9 percent in 2008. That rise occurred in part because of
actions taken in response to the terrorist attacks of Sep-
tember 11, 2001, and subsequent military operations in
Afghanistan and Iraq. (Funding for those operations from
2001 to 2012 is examined in Box 3-2 on page 70.) In
2009 and 2010, discretionary outlays jumped to 8.9 per-
cent and 9.4 percent of GDP, respectively, in part because
of $281 billion in discretionary funding provided by
ARRA in 2009. In 2011, discretionary outlays declined
to 9.0 percent of GDP, mostly because of decreased
spending from ARRA funding.

Trends in discretionary spending during the past few
decades have been heavily influenced by spending on
defense. From 6.2 percent of GDP in 1986, defense
discretionary outlays declined to a low of 3.0 percent of
GDP between 1999 and 2001. Boosted by operations in
Afghanistan and lraq and because of added funding for a
wide variety of programs and activities not directly
related to the wars in those countries, defense outlays rose
to 4.0 percent of GDP in 2005 and to 4.7 percent of
GDP in 2009, where they remained for the following two
years.

Nondefense discretionary programs encompass such
activities as transportation, education grants, housing
assistance, health-related research, veterans’ health care,
most homeland securiry activities, the federal justice sys-
tem, foreign aid, and environmental protection. Between
1990 and 2008, nondefense outlays represented a fairly
stable share of GDP, ranging between 3.2 percent and
3.8 percent. Funding from ARRA helped push up that
share to 4.2 percent of GDP in 2009 and 4.6 percent in
2010, As spending from ARRA started to wane, however,
nondefense discretionary spending declined slightly as a
share of GDP, t0 4.3 percent, in 2011.

Discretionary Appropriations and Qutlays in 2012
For 2012, discretionary budget authority provided to
date torals $1,199 billion, roughly 2 percent less than the
$1,222 billion provided for fiscal year 2011. Total
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For the final alternative scenario, CBO projected what
would occur if lawmakers canceled the automatic
enforcement procedures for discretionary spending
specified in the Budget Control Act. Those automatic
procedures will reduce discretionary (and mandatory)
spending beginning in fiscal year 2013 and continuing
through 2021 (see Table 3-6 on page 76). If, instead,
lawinakers chose to prevent those automatic cuts to
discretionary spending each year, outlays would be
$845 billion (or about 7 percent) higher over the 2013-
2022 period than the amount projected in CBO's
baseline.

Net Interest

Outlays for net interest were $227 billion in 2011 and
are projected to edge down to $224 billion in 2012

(see 'lable 3-7 on page 77). Thar decrease is mainly
attributable to a smaller inflation adjustment for
inflation-protected securities and lower interest outlays
for Treasury bills, offset partially by higher interest costs
for Treasury notes and bonds. As a share of GDD, net
interest was 1.5 percent in 2011 and is expected to be
1.4 percent in 2012.

Net interest outlays are dominated by the interest paid to
holders of the debt that the Department of the Treasury
issues to the public. The Treasury also pays interest on
debrt issued to trust funds and other government
accounts, but such payments are intragovernmental
transactions that have no effect on the budget deficit. In
addition, other federal accounts pay and receive interest
for various reasons.”

The federal government's interest payments depend pri-
marily on market interest rates and the amount of debt
hetd by the public; however, other factors, such as the rate
of inflation and the maturity structure of outstanding
securities, also affect interest costs. (For example, longer-
term securities generally carry higher interest rates than
do shorter-term securities.) Interest rates are determined
by a combination of market forces and the policies of the
Federal Reserve System. Debrt held by the public is deter-
mined mostly by cumulative budget deficits, which
depend on policy choices about spending and revenues
and on economic conditions and other factors. At the
end of 2011, debt held by the public reached $10.1 tril-

lion, and in CBO’s baseline, it is projected to total

32. For additional informarion, see Congressional Budget Office,
Federal Debi and larerest Costs (December 2010),
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$15.3 trillion in 2022. (For detailed projections of debt
held by the public, see Table 1-5 on page 16.)

Although debr held by the public surged in the past few
years to its highest level relative to GDP since the early
1950s, outlays for net interest have remained low relative
to GDP because interest rates on Treasury securities have
fallen to remarkably low levels. Rates on 3-month Trea-
sury bills plummeted from an average of almost 5 percent
in 2007 to an average of 0.1 percent in 2011. Similarly,
rates on 10-year Treasury notes dropped from an average
of nearly 5 percent in 2007 to an average of 3 percent in
2011. As a result, even though debt held by the public
rose dramatically—climbing from 36 percent of GDP

at the end of 2007 to 68 percent at the end of 201 1—
outlays for net interest as a share of GDP fell from

1.7 percent in 2007 to 1.5 percent in 2011. By compari-
son, such outlays averaged about 3 percent of GDP in the
1980s and 1990s.

Baseline Projections of Net Interest

Under CBO's baseline assumptions, net interest costs are
expected to increase significantly from 2013 through
2022. Rising debt and higher interest rates are projected
to boost those costs from $231 billion in 2013 to

$624 billion in 2022. Debc held by the public is pro-
jected to increase by nearly 50 percent (in nominal terms)
over the next 10 years, reaching $15.3 trillion in 2022.%
In addition, CBO estimates that the interest rate paid on
3-month Treasury bills will rise from less than 0.1 percent
in 2012 to 3.8 percent in 2020 through 2022, and the
rate on 10-year Treasury notes will increase from 2.3 per-
cent in 2012 to 5.0 percent by 2019. As a result, under
current law, net interest as a share of GDP is projected to
reach 2.5 percent of GDP in 2022.

Gross Interest on Treasury Securities

In 2011, interest paid by the Treasury on all of its debt
issuances totaled $454 billion (see Table 3-7). More than
40 percent of that total, $188 billion, represents pay-
ments to other entities (such as trust funds) within the
federal government; the remainder is paid to owners of
Treasury debt issued to the public. In CBO’s baseline,
gross interest payments from 2013 through 2022 total
nearly $6.5 wrillion. Almost 70 percent of that amount

33. Debrt held by the public does not include securities issued by the
Treasury to federal trust funds and other government accounts.
Those securities are included as parr of rhe measure of gross debt

(see Chapter 1).
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The Revenue Outlook

f current laws remain unchanged, federal revenues
will grow by almost 10 percent in fiscal year 2012, to a
total of about $2.5 trillion, the Congressional Budget
Office (CBO) projects. Those revenues will equal
16.3 percent of gross domestic product (GDP), substan-
tially above the range of 15.1 percent to 15.4 percent of
GDP seen in the past three years, though still well below
the roughly 18 percent of GDP that revenues have aver-
aged over the past 40 years (see Figure 4-1). Almost all
of the projected growth in revenues relative to GDP in
2012 comes from changes in tax rules that have already
occurred or that are scheduled to occur this year under
current law. The most notable are the acceleration of
businesses’ tax deductions for the depreciation of new
equipment into 2011 and 2012 (which reduced revenues
to a greater extent in 2011 than it will in 2012) and the
scheduled expiration at the end of February 2012 of a
2 percentage-point reduction in the payroll tax rate for
Social Securiry.

Under current law-—-the assumption that underlies
CBO’s baseline budget projections—revenues are pro-
jected to grow even faster between 2012 and 2014: by a
total of 31 percent, far outstripping the 7 percent total
growth in GDP projected for that rwo-year period. As a
result, revenues as a share of GDP are projected to rise
by 3.7 percentage points during that period, reaching
20.0 percent of GDP in 2014—a level that has been
exceeded only once since World War I1. About four-fifths
of that projected increase stems from expiring tax provi-
sions and other scheduled changes in tax rules, several of
which are particularly important:

B Reductions in individual income taxes that were ini-
tially enacted in calendar years 2001, 2003, or 2009,
and extended for two years in 2010, are set to expire at
the end of December 2012, boosting revenues signifi-
cantly thereafter (see Box 4-1 on page 82).

B The latest temporary measure to keep a large number
of taxpayers from being subject to the individual alter-
native minimum tax (AMT) expired at the end of
December 2011. That expiration is expected to have a
significant impact on revenues starting in the spring of
2013, when people file their tax returns for 2012.

B The temporary cut of 2 percentage points in the por-
tion of Social Security taxes paid by employees is due
to expire at the end of February 2012, which will
increase payroll tax receipts in fiscal year 2013 and
thereafter relative to those in 2012.

B The impact of recent changes in the rules under which
businesses deduct the costs of investments in equip-
ment will also boost revenues in 2013 and 2014.

B An acceleration of corporate tax payments will shift
revenues into 2014 that would have been paid
between 2015 and 2017.

B Various taxes, fees, and tax credits enacted in the
Affordable Care Act are scheduled to take effect in
2013 and 2014, with the net effect of raising revenues
beginning in those years, CBO estimates.'

The rest of the increase in revenues as a percentage of
GDP projected for 2013 and 2014 is attributable to other
factors, such as the expectation that capital gains realiza-
tions by households and average rax rates on corporate
profits—both of which have been significantly depressed
during the recent recession and slow recovery—will
increase to levels more consistent with historical
experience.

1. As referred to in this report, the Affordable Carc Act comprises the
Patient Protection and Affordable Care Act (Public Law 111-148)
and the health care provisions of the Health Care and Education
Reconciliation Act of 2010 (PL. 111-152).
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share of revenues in the 1970s and early 1980s; legislated
increases in tax rates and in the amount of income to
which those taxes apply boosted social insurance receipts
to about 36 percent of total revenues (and roughly

6.5 percent of GDP) by the mid-1980s. In the past
decade, however, those receipts have fallen slightly rela-
tive to GDP, accentuated by the payroll tax cut that ook
effect in January 2011. Receipts from corporate income
taxes and other revenue sources have generally accounted
for declining shares of total revenues over the past 40
years, but their paths have differed. Revenues from corpo-
rare income taxes fell substantially relative to total reve-
nues and GDP in the early 1980s (mainly because of
declining profits and legislation that accelerated deprecia-
tion deductions) and have fluctuated since then with no
clear trend. By contrast, revenues from other sources, par-
ticularly excise taxes, have slowly trended downward over
the past 40 years relacive to rotal revenues and GDP.

Under current law, individual income taxes are projected
to play a growing role over the next decade, accounting
for 55 percent of total revenues (and equaling 11.5 per-
cent of GDP) by 2022—well above their past peak.
Receipts from social insurance taxes are projected to
remain stable at about 6 percent of GDP, although their
contribution to total revenues is projected to decline
slightly as revenues from individual income taxes grow
more quickly. Corporate income taxes are expected to
make much the same contribution that they have in the
past three decades, supplying about 11 percent of total
revenues (and averaging 2.2 percent of GDP). Taken
together, other revenue sources are expected to diminish
shghtly as a contributor to total revenues (although they
will remain roughly stable relative to GDP).

Individual Income Taxes

Growth in individual income taxes accounts for three-
quarters of the increase in total revenues as a share of
GDP that CBO is projecting for the next 10 years.
Changes in tax rules that are scheduled to occur under
current law—and, to a lesser extent, the anticipated eco-
nomic recovery, structural features of the tax system (such
as real bracker creep), and other factors—are projected to
push individual income tax receipts up from 7.3 percent
of GDP in 2011 to 11.5 percent in 2022 (see Table 4-1).

Projected Receipts in 2012
After declining by a total of 23 percent berween 2007 and
2010 and then rising by 21 percent last year, receipts

from individual income taxes will grow by 6 percent this
year, CBO estimates. Those receipts are projected to total
$1.2 trillion in 2012, about equal to the amount col-
lected in fiscal year 2007, before the recession.

Over half of the increase projected for this year is attrib-
utable to growth in taxable personal income (as measured
in the national income and product accounts). Such
income—which includes wages, salaries, dividends, inter-
est, rental income, and proprietors’ income—is a broad
indicator of the base on which individuals pay income
taxes. It is projected to grow by 3.3 percent this year,
slightly less than the 3.7 percent growth expected for
nominal GDP. Wages and salaries, the largest component
of taxable personal income, are also estimated to rise by
3.3 percent in 2012,

The rest of the projected growth in individual income tax
receipts this year stems from other factors, including a
projection of continuing increases in capital gains realiza-
tions (which are not included in the measure of taxable
personal income in the narional income and product
accounts) and the expiration of some tax provisions that
reduced revenues in 2011. Capital gains realizations fell
by more than 70 percent between calendar years 2007
and 2009, reflecting economic turmoil and steep declines
in the stock and housing markets. CBO projects that
receipts from capital gains will rise by 26 percentin 2012.
In addition, the Making Work Pay tax credit—which was
enacted in the American Recovery and Reinvestment Act
of 2009 (Public Law 111-5) and which reduced receipts
through che first three months of fiscal year 201 1——is no
longer in effect.

Projected Receipts from 2013 Through 2022

CBO projects that under current law, individual income
tax receipts will rise by 26 percent in 2013 and by an
average of about 7% percent a year from 2013 through
2022. That growth will bring such receipts to $2.8 tril-
lion in 2022, CBO projects, compared with $1.1 trillion
in 2011, and will boost receipts by 4.0 percentage points
relative to GDD. Factors contributing to thar increase
include scheduled changes in tax law, features of the exist-
ing rax systemn that cause revenues to rise faster than
income over time, a further expected rebound in taxable
income, and other effects of the economic recovery.

Some Existing Tax Provisions Will Expire and Some New
Ones Will Take Effect. The most important reason for the
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In addition, higher exemption amounts under the alter-
native minimum tax, which temporarily reduced the
impact of the AMT, expired at the end of December
2011. CBO projects that in the absence of new legisla-
tion, tax liabilities from the AMT will rise in 2012, but
those additional liabilities will be paid almost entirely in
2013 (when people file their tax returns), boosting
receipts in that year. CBO expects most all of those liabil-
ities to be paid with 2012 returns rather than through
adjustments to withholding or quarterly tax payments
before then because many taxpayers will be unaware of
the change or may be expecting lawmakers to once again
raise the AMT’s exemption amounts.

Greater tax liabilities stemming from both the AMT and
the expiration of the earlier tax cuts will raise receipts
throughout the coming decade. 1f instead those various
expired or expiring provisions were extended, revenues
would be a total of $3.8 trillion lower during the 2013-
2022 period than in CBO’s baseline.

New tax provisions scheduled to take effect starting in
2013 will also increase income tax revenues, although to a
much lesser extent than the expiring provisions (see Box
4-1 on page 82). One of those new provisions is an addi-
tional tax of 3.8 percent on “net investment income” of
higher-income households—the largest component of

which is capital gains realizations. That tax is set to begin
n 2013.

Together, the expiration of existing provisions and intro-
duction of new ones under current law will have the
effect of raising individual income tax receipts as a share
of GDP by roughly 1.6 percentage points berween 2012
and 2022, CBO projects.

Structural Features of the Individual Income Tax Will
Cause Revenues to Grow. Even without changes in statu-
tory tax rates, credits, or exemption amounts, various
fearures of the individual income tax would cause average
rax rates (o rise over time and boost revenues relative to
GDP For example, income tax brackets and exemprions
are indexed to increase with inflation but not with growth
in real income. As a result, as real income rises, more
income is taxed in brackets with higher rates. That
phenomenon of real bracket creep will raise individual
income tax receipts as a share of GDP by about 1.0 per-
centage point over the next 10 years, CBO projects.
Moreover, as nominal income rises, the AMT will apply

to a growing share of income.? CBO estimates that, with
the effects of the expiration of the higher exemption
amounts at the end of 2011 excluded, the AMT will
increase individual income tax receipts as a share of GDP
by another 0.4 percentage points between now and 2022.

Growth in Retirement Distributions and Capital Gains
Realizations Will Boost Taxable Income. Taxable distri-
burions from rax-deferred retirement accounts, such as
individual retirement accounts and 401(k) plans, are
expected to grow more rapidly than other income in
coming years as the population ages. By CBO’s estimate,
the taxation of distributions from such accounts will
cause revenues as a share of GDP to rise by about

0.3 percentage points by 2022.

CBO also expects tax receipts from capital gains realiza-
tions to rise relative to GDP over the next decade (aside
from the effects of the scheduled changes in tax rates),
raising revenues as a share of GDP by 0.2 percentage
points berween 2012 and 2022. The large increase in
capiral gains realizations projected for 2012 will not be
enough to bring them back to their historical relationship
to GDP. But continued economic recovery and increases
in asset prices are expected to boost capiral gains realiza-
tions further, causing them, by 2014, to return nearly to
their historical average share of GDP (after accounting
for differences in the applicable tax rates). In CBO’s pro-
jections, realizations stay roughly the same relative to
GDP—at about 3.5 percent—through 2022.

Other Factors Will Contribute to Revenue Growth. Taken
together, other factors are expected to raise individual
income tax receipts as a share of GDP by abourt 0.5 per-
cenrtage points berween now and 2022. Those factors
include an expecrtation that wages and salaries, which
have fallen sharply relative to GDP since the beginning

of the recession, will revert to a more normal percentage

3. As with the regular income tax, effective rax rates under the AM'Y'
increase as rising real income pushes raxpayers into higher tax
brackets. In contrast to the regular income tax, however, the
AMT’s tax brackets and exemption amounts are not indexed for
inflation. Thus, as income grows with inflation over time, more
taxpayers become subject to the AMI, and those already affected
by the tax tend to have a larger share of their income subjecr 1o it.
For more details, see Congressional Budget Office, /e Individiul
Aleernative Minimum Ti, Issue Brief (January 2010). That report
was issued before the most recent exrension of the higher exemp-
tion amounts for the AM'T.
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employer and employee cach paying half. Starting in
2013, an additional Medicare tax of 0.9 percent will be
levied on the amount of an individual's earnings over
$200,000 (or $250,000 for married couples filing a joint
income tax return), bringing the total Medicare tax for
those earners to 3.8 percent.

Projected Receipts

Because the reduction in the Social Security tax rate now
extends partway through fiscal year 2012, social insur-
ance tax receipts are projected to rise only 1o 5.8 percent
of GDP this year. Next year, because that reduction will
no longer be in effect under current law and (to a lesser
extent) because the Medicare tax rate will rise for some
taxpayers, social insurance receipts are projected to climb
to 6.1 percent of GDP. (If, however, the rate reduction
was extended through the end of December 2012,
receipts from social insurance taxes would be about

$75 billion lower in fiscal year 2012 and about $25 bil-
lion lower in 2013. Those receipts would amount to

5.3 percent of GDP in 2012—Ilower than the percentage
in 2011 because the rate reduction was in effect for only
nine months of that fiscal year—and 6.0 percent of GDP
in 2013.)

Beyond 2013, social insurance receipts are projected to
remain at 6.1 percent of GDP through 2022. Thatstable
percentage reflects the offsetting effects of a projected
increase in wages and salaries relative to GDP and a pro-
jected decrease in social insurance receipts relative to
wages and salaries throughout that period. Wages and sal-
ariesare expected to increase to a percentage of GDP
closer to their average since 1980 (for details, see
Chapter 2). But social insurance receipts are expected to
decrease relative to wages and salaries mainly because a
growing share of earnings is anticipated to be above the
taxable maximum amount for Social Security taxes.” In
addition, receipts from unemployment insurance taxes
are expected to decline relative ro wages and salaries after
2012. Those receipts grew rapidly in the past two years,
as states raised their tax rates and tax bases to replenish
unemployment insurance trust funds that had been

depleted because of high unemployment, but CBO

5. Because of the progressive rate structure of the income tax, the
increasc in the sharc of carnings above the Social Sceuriry taxable
maximum is projected to produce an increase in individual
income tax receipts that will largely offset the decrease in social
insurance tax receipis.

expects unemployment insurance receipts to fall to more-
typical levels in the coming years.

Corporate Income Taxes

The recent recession and rules that accelerated businesses’
tax deductions for depreciation in the value of equipment
have kept corporate income tax receipts at unusually low
levels for the past three years, averaging 1.2 percent of
GDP. CBO projects that those receipts will more than
double relative to GDP over the next few years, reaching
2.6 percent in 2014. The projected growth mainly results
from past and scheduled changes in depreciation rules
and from other factors that are expected to boost the
average tax rate on corporate profits back to a percentage
more in keeping with that seen since the mid-1980s.

In the later years of the 10-year projection period,
receipts from corporate income taxes are projected to
decline again as a share of GDP, largely in tandem with a
projected decrease in corporate profits relative to GDP.
By 2022, corporate tax receipts amount to 1.9 percent of
GDP in CBO’s baseline—just about their average per-
centage over the past 40 years.

Projected Receipts from 2012 Through 2014

CBO expects receipts from corporate income taxes

to climb by almost 40 percent ($70 billion) in 2012, to
1.6 percent of GDP, although domestic economic prof-
its—an approximation of the base on which those taxes
are paid—are expected to increase by only about 2 per-
cent this year.6 Corporate tax receipts are projected to
grow by another 70 percent over the following two years,
to 2.6 percent of GDP in 2014, even though profits are
expected to remain fairly stable relative to GDP during
that period. CBO is projecting such sharp increases in
corporate tax receipts because of certain tax provisions
that either have expired or are scheduled to expire, laws
that move corporate tax payments into 2014 from later
years, and CBO’s expecration that the average corporate
tax rate will return to more-normal levels following the

substantial drop that began in 2009. Specifically, CBO

6. Domestic economic profits, as measured in the national income
and producr accounts, are the profits that U.S. and foreign corpo-
rations earn from current production activities carried out within
the United States. That measure of profits excludes certain income
of U.S.-based multinational corporations that is derived from for-
eign sources, most of which does not generate corporate income
tax receipts in the United Srates. That measure also excludes the
effects of accelerated depreciation deductions.
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50 percent expensing for tax year 2010 was enacted on a
retroactive basis late in 2010, pushing the revenue losses
into fiscal year 2011. CBO projects that the expensing
provisions will have a substantial impact on receipts over
the next several years as their effects reverse—nort only
ending the decline in the average corporate tax rate but
boosting that rate above where it would have been with-
out the changes in law. Specifically, corporate tax receipts
were lowered in 2011 by the accelerated deductions that
businesses shifted into that year. Such deductions will
also reduce receipts in 2012, bur the impact will be
smaller, both because the expensing percentage for invest-
ment this year is lower (50 percent versus 100 percent)
and because some deductions for investment made in
previous vears that would have been claimed in 2012
were accelerated into earlier years. Expensing provisions
will boost tax receipts after 2012 because companies

will already have deducted some or all of the costs of
investments made in 2011 and 2012,

Other Factors Will Also Cause Receipts to Grow Through
2014. According to CBO’s calculations, provisions in
seven different laws—including the Worker, Home-
ownership, and Business Assistance Act of 2009 (PL.
111-92) and the Hiring Incentives to Restore Employ-
ment Act (PL. 111-147)—will cause $42 billion in cor-
porations’ estimated tax payments to be shifted from
2015, 2016, and 2017 into 2014.% In addition, some of
the recent weakness in collections of corporate income
taxcs is not explained by available data on profits and
other measures used to forecast corporate tax receipts;
CBO projects that receipts will return to more-typical
levels relative to those measures over the nexr few years.

Projected Receipts Beyond 2014

In CBO’s baseline projections, corporate income tax
receipts decline from 2.6 percent of GDP in 2014 1o

1.9 percent in 2022. That decrease is attribucable mainly
to a projected drop in corporations’ domestic economic
profits as a share of GDP, from 9.7 percent in 2015 to
7.0 percentin 2022, largely because of rising interest pay-
ments on businesses’ debt and increasing labor costs. In
addition, the shifts in the timing of corporate tax pay-
ments that will boost receipts in 2014 under current

8. CBO estimates that the most significant riming shifts will increase
receipts by about $42 billion in 2014 and $4 billion in 2019 and
will reduce receipts by about $4 billion in 2015, $35 billion in
2016, 82 billion in 2017, and $4 billion in 2020.

law will cause receipts to be lower than they would be
otherwise from 2015 through 2017.

Other Sources of Revenues

In addition to individual income, social insurance, and
corporarte income taxes, the other sources of federal
revenues are excise taxes, estate and gift taxes, earnings of
the Federal Reserve System, customs duties, and various
miscellaneous levies.

CBO projects that revenues from those other sources wiil
total $218 billion in 2012 and $229 billion in 2013, up
from $211 billion last year (see Table 4-3). As a share of
GDP, those revenues will total 1.4 percent in 2012 and
2013, CBO estimates, and then range between 1.5 per-
cent and 1.6 percent of GDP through the rest of the
projection period. Increases in receipts from estate and
gift taxes and from miscellaneous fees and fines—largely
caused by changes in tax and other provisions—are
expected to be partly offset by decreases in remittances
from the Federal Reserve, as its portfolio and earnings
decline to more-normal sizes relative to GDP.

Excise Taxes

Unlike taxes on income, excise taxes are levied on the pro-
duction or purchase of a specific type of good or service.
More than 85 percent of excise tax receipts over the com-
ing decade will result from raxes related to highways,
tobacco and alcohol, aviation, and health insurers. After
falling for much of the past decade, receipts from excise
taxes are expected to increase slightly as a share of GDP,
from 0.5 percent in 2011 to 0.6 percent in 2014 and
2015. New excise raxes established by the Affordable Care
Act, as well as the expiration of tax credits for ethanol-
blended fuels, will generate those increases.

After 2015, excise tax receipts will decline slightly as a
share of GDP, CBO estimates, totaling 0.5 percent from
2016 through 2022. That decline stems largely from an
expectation of slow growth in highway tax receipts and a
projected decline in receipts from robacco raxes.

Highway Taxes. More than one-third of excise tax receipts
come from highway taxes, primarily taxes on gasoline,
diesel fuel, and blends of those fuels with ethanol.
Receipts from those raxes—which are largely dedicated to
the Highway Trust Fund—are projected to shoot up by
20 percent this year (to $36 billion) and then grow at

an average annual rate of about | percent for the next
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airline tickets and aviation fuel) rose by 4 percent in
2011, even though most of those taxes lapsed for two
weeks during the summer. CBO projects that receipts
from aviation-related taxes will grow by about 7 percent
in 2012; the increase from the 2011 level would have
been only about 3 percent if the temporary lapse had not
dampened receipts last year.

Thereafter, aviation tax receipts are projected to rise at an
average annual rate of about 5 percent, growing from
$12 billion in 2012 to $20 billion in 2022. That growth
roughly matches the projected growth of GDP over that
period, because the main components of aviation excise
taxes are levied as a percentage of dollar value, causing
receipts to increase along with real economic activity and
inflation. Under current law, most aviation taxes are
scheduled to expire in February 2012, but like the high-
way taxes discussed above, they are assumed to be
extended for the purposes of CBO’s baseline.

Tax on Health Insurance Providers. Under the Afford-
able Care Act, health insurers will be subject to a new
excise tax starting in 2014, which will be based on their
share of toral premiums assessed. However, several types
of health insurers (such as self-insured plans, federal and
state governments, and tax-exempt providers) will be
fully or partially exempt. CBO projects that receipts from
the tax will amount to $7 billion in 2014 and then rise to

$14 billion by 2022.

Other Excise Taxes. As a whole, other excise taxes are
projected to generate a total of about $150 billion in rev-
enues berween 2013 and 2022. Those taxes include a
2.3 percent excise tax on manufacturers and importers of
certain medical devices, an annual fee charged to manu-
facturers and importers of brand-name drugs, a tax on
certain high-cost employer-sponsored health plans, and
taxes on the net investment income of some private
foundations.

Estate and Gift Taxes

CBO projects that under current law, receipts from estate
and gift taxes will hover around 0.1 percent of GDP in
2012 and 2013 (amounting to $11 billion and $14 bil-
lion, respectively) before rising sharply, to 0.2 percent of
GDP in 2014 and 2015 and to 0.3 percent of GDP
thereafter. By 2022, receipts from estate and gift raxes are
projeccted to total $72 billion. Those estimates reflect

scheduled changes in the tax code, particularly a reduc-
tion in the amount of gifts and bequests effectively
exempted from such taxes and an increase in the top mar-
ginal tax rate, both of which are set to take effect in 2013.

Under the 2010 tax act, this year up to $5 million of an
individual’s ($10 million of a couple’s) combined lifetime
gifts and bequests are exempt from estate and gift taxes.
Combined lifetime gifts and bequests in excess of that
effective exemption amount are subject to a tax rate of
35 percent. Generation-skipping taxes—which apply
to wealth transferred to an hetr who is more than one
generation younger—are also assessed at a tax rate of
35 percent. Starting in 2013, combined gifts and
bequests will be subject to higher tax rates (a graduated
rate schedule with a maximum tax rate of 55 percent),
and the effective exemption amount will decline to

$1 million. A 5 percent surtax will apply to transfers of
wealth between $10 million and $17 million (changing
the graduated rate schedule to a flat 55 percent rate on
estates of at least $17 million), and the tax rate on
generation-skipping transfers will also increase.

Those scheduled changes to estate and gift taxes will
return the effective exemption amount and the tax rates
closer to the ones that were in effect before rax cuts were
enacted in 2001. As a result, CBO projects that over
the next decade, receipts from estate and gift taxes will
increase to percentages of GDP closer to those seen in

the late 1990s.

Earnings of the Federal Reserve System

The income produced by the various activities of the
Federal Reserve System (the nation’s central bank), minus
the cost of generating that income, is remitted to the
Treasury and counted as revenues. The Federal Reserve’s
income stems mainly from interest on the Treasury secu-
rities and other securities that it holds. lts costs arise
largely from the payment of interest on reserves that
depository institutions hold ar the Federal Reserve. Ordi-
narily, the Federal Reserve’s biggest liability is currency in
circulation (Federal Reserve notes), but because it pays no
interest on currency, its income typically exceeds its costs
by a large margin.

Over the past four years, the central bank has more than
tripled the size of its asset holdings and has diversified
those holdings by purchasing significant amounts of
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riskier mortgage-backed securities issued by Fannie Mae,
Freddie Mac, and Ginnie Mae. Those securities are risky
because of the possibility that borrowers will prepay the
underlying mortgages; securities that are riskier than
Treasury securities generally pay higher yields as compen-
sation for the added risk. In addition, within its holdings
of Treasury securities, the Federal Reserve has shifted to
ones with longer maturities and higher yields. As a resul,
despite a significant decline in interest rates, the Federal
Reserve’s earnings on its portfolio—and thus its remit-
rances to the Treasury—have surged. In 2011, remit-
rances totaled $83 billion (or 0.6 percent of GDP), about

22 times their amount in 2008.

CBO projects that remittances will decline slightly from
this year’s level, to roughly $77 billion (or 0.5 percent of
GDP) in both 2012 and 2013. They are projected to
drop sreadily over the following three years, to about

0.2 percent of GDP, and then remain at that level—their
average over the 2000-2008 period—through 2022.
Those declines mainly reflect the expectation that the size
and composition of the Federal Reserve’s portfolio will
return to amounts mote in line with historical experience.

Customs Duties and Other Miscellaneous Receipts
Customs duties and various miscellaneous revenue
sources together yielded about 2 percent of total revenues
(equal to about 0.3 percent of GDP) in 2011. CBO pro-
jects that receipts from customs duties will hold steady at
about 0.2 percent of GDP throughout the 10-year pro-
jection period. Under current law, other miscellaneous
receipts are projected to rise as a share of GDP after 2013,
mainly because of fees and penalties established by the
Affordable Care Act. Those include fees charged to health
insurance plans to finance an equal amount of federal
spending for plans whose enrollees are expected to have
above-average health care costs (a practice known as risk
adjustment), as well as penalties on employers who do
not provide health insurance. By 2022, other miscella-
neous receipts total about 0.3 percent of GDP in CBO’s
baseline, up from 0.1 percent in 2011.

Tax Expenditures

A number of exclusions, deductions, exemptions, and
credits in the individual and corporate income systems
cause revenues to be much lower than they would be
otherwise. Some of those tax provisions are termed
“rax expenditures” because they resemble government
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spending by providing financial assistance to specific
activities, entities, or groups of people. Tax expenditures
are more like entitlement programs than like discretion-
ary spending programs: They are not subject to annual
appropriations, and any person or entity that meets the
requirements for them can receive the benefits. Because
of their budgetary treatrment, however, tax expenditures
are much less transparent than spending on entitlement
programs.

The Congressional Budget and Impoundment Control
Act of 1974 defines tax expenditures as “those revenue
losses attributable to provisions of the Federal tax laws
which allow a special exclusion, exemption, or deduction
from gross income or which provide a special credit, a
preferential rate of tax, or a deferral of tax liability.”"°
That law requires that a list of tax expenditures be
included in the federal budget, and each year both the
Administration and the Congress publish estimates of
individual and corporate income tax expenditures, pre-
pared by the Treasury’s Office of Tax Analysis and the
staff of rhe Congress’s Joint Commitree on Taxation

(JCT), respectively."’

Tax expenditures have a major impact on the federal
budget. On the basis of estimates prepared by JCT and
extrapolated by CBO through the 10-year budget win-
dow, CBO estimates that certain major tax expenditures
in the individual income rax code (described below) will
toral nearly $12 trillion over the 2013-2022 period—or
5.8 percent of GDP—with the effects on both payroll
and income taxes included.'? (Provisions that reduce the
amount of raxable income under the income tax can also
reduce the amount of income subject to payroll raxes,
although estimates of tax expenditures do not generally

10. Section 3(3) of the Congressional Budget and Impoundment
Control Act of 1974, 2 U.S.C. 622(3), 88 Star. 297.

11. See Joint Committee on Taxacion, Estimates of Federal Tax Expen-
ditures for Fiscal Years 2011-2015, JCS-1-12 (January 17, 2012);
and Office of Management and Budget, Budget of the U.S. Gov-
ernment, Fiscal Year 2012: Analytical Perspectives (February 2011),
Chapter 17.

12. CBO extrapolated the estimates beyond 2015 using its economic
forecast. Those extrapolated estimates, therefore, would not pre-
cisely march such estimates produced by JC'I. Furthermore,
although neither JCT nor the Treasury regularly includes effecrs
on payroll taxes in estimates of tax expenditures, CBO estimared
and included those effects here, where applicable.
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would be smaller than the estimated size of the tax
expenditure.

B A simple total of the estimates for individual tax
expenditures does not account for the potential inter-
actions that would arise if multiple expenditures were
repealed at the same time. For instance, eliminating a
particular income exclusion would increase taxable
income, pushing some income into tax brackets with
higher marginal rates; eliminating 2/ income exclu-
sions would increase taxable income by the sum of the
individual increases (leaving aside other consider-
ations), but because of the structure of tax brackets
and marginal rates, a larger share of that additional
income would end up in tax brackets with higher
rates. As a result, the effect of eliminating all exclu-
sions would be larger than the sum of the effects of
eliminating particular exclusions. Conversely, elimi-
nating all itemized deductions would have a smaller
effect than the sum of the estimates for eliminating
each individual deduction, because with all of the
deductions gone, more taxpayers would claim the
standard deduction (instead of itemizing deductions)
than would be the case if any single deduction was
repealed. As it turns out, for the major tax expendi-
rures discussed here, such interactive effects would
largely offset one another.

The major tax expenditures considered here fall into four
categories—exclusions from taxable income, itemized
deductions, preferential rax rates, and tax credits, Of
those tax expenditures, four are exclusions of certain types
of income from individual income taxes: employers’ con-
tributions for health care, health insurance premiums,
and long-term care insurance premiums for their employ-
ees; contributions to and earnings of pension funds
(minus pension benefits that are included in taxable
income); unrealized capical gains from assets that are
transferred at the owner's death; and untaxed Social Secu-
rity and Railroad Retirement benefits. Employers’ contri-
butions for health insurance and contributions to pension
funds are also excluded from payroll raxes.

The exclusion of employers” health insurance contribu-
tions is the single largest tax expenditure in the individual
income tax code; including effects on payroll raxes, that
tax expenditure is projected to equal 1.8 percent of
GDP over the 2013-2022 period (see Figure 4-5). The

exclusion of pension contributions and earnings has the
next largest impact, generating net tax expenditures
(including effects on payroll taxes) estimated to total

1.1 percent of GDP over that period.M The exclusion

of unrealized capital gains at death is projected to gener-
ate tax expenditures equal to 0.3 percent of GDP over
those 10 years, and tax expenditures for the exclusion of
untaxed Social Security and Ratlroad Retirement benefits
are projected to equal 0.2 percent of GDP.

Three other major tax expenditures allow taxpayers who
itemize deductions to deduct their spending for certain
iterns from their taxable income. The deduction for inter-
est paid on mortgages for owner-occupied residences is
the biggest of those three; tax expenditures for that
deduction are projected to equal 0.8 percent of GDP
between 2013 and 2022. By comparison, the tax expen-
ditures for deductions for state and local taxes and for
charitable contributions are each projected to equal

0.3 percent of GDP over that period.

Some forms of income are subject to preferential tax rates
under the income tax. Both long-term capiral gains and
dividends are taxed at lower rates in 2012 than other
forms of income. Although the preferential rate on divi-
dends is scheduled to expire at the end of December
2012, a slightly higher preferential rate on long-term
capital gains will continue after that. Tax expenditures for
those preferential rates on dividends and long-term capi-
tal gains are projected to total 0.5 percent of GDP
between 2013 and 2022.

The other major tax expenditures projected by CBO are
two refundable tax credits, both targeted toward house-
holds with children. Tax expenditures for the earned
income tax credit (which is also available to some low-
income workers without children) are projected to be
0.3 percent of GDP between 2013 and 2022, and tax
expenditures for the child tax credic are projected to be
0.1 percent of GDP over that period.'* Both credits were

14. That total includes amounts from defined-benefit and defined-
contribution plans offered by employers; it does not include
amounts from self-directed individual retirement arrangements or
from Keogh plans that cover partners and sole proprietors.

15. The estimates for the earned income tax credit and child rax credit
include the refundable portion of the credit (the amount in excess
of income rax liability), which is recorded as an outlay in the
federal budger.
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Changes in CBO’s Baseline Since August 2011

he Congressional Budget Office (CBO) estimates
that in the absence of further legislation affecting spend-
ing and revenues, the deficit for fiscal year 2012 will be
nearly $1.1 trillion. That amount is $105 billion more
than the deficit CBO projected in August 2011, when
the agency released its previous set of baseline budgetary
projections (see Table A-1).! Since August, CBO has
reduced its projections of revenues by $113 billion (or
4 percent) and its projections of outlays by $7 billion
(or 0.2 percent).

The agency’s updated baseline also shows higher pro-
jected deficits through 2016 and small net changes for
the period between 2017 and 2021.” For the entire pro-
jection period, from 2012 chrough 2021, CBO projects a
cumulative deficit of $3.8 trillion, which is $325 billion
more than it projected in the August baseline. Two main
factors contribute to that outcome. CBO now projects
that revenues will be $700 billion (or 2 percent) lower
between 2012 and 2021 as a result of updated economic
projections and other factors. In the other direction,
CBO now anticipates lower interest rates in coming
years; those lower rates alone result in projected net inter-

est costs thart are smaller by nearly $540 billion. On ner,

I. Those projections were published in 7he Budget and Economnic
Outlook: Ar Updute (August 2011).

(o]

CBQ generally constructs its baseline in accordance with provi-
sions of the Balanced Budget and Emergency Deficit Control Act
of 1985 and the Congressional Budget and Impoundment Con-
wol Act of 1974, To project revenues and mandatory spending,
CBO assumes that current laws, with only a few exceptions, will
remain unchanged. To project toral discretionary spending, CBO
assumes that appropriations through 2021 will comply with the
caps and other provisions of the Budget Control Act of 2011
(Public Law 112-25). The resulting baseline projections are not
intended to be a prediction of future budgetary outcomes; rather,
they serve as a benchmark that lawmakers can use to measure the
potential effects of spending and revenue proposals.

all other changes increase the deficit projection by about
$165 billion for the 10-year period.

Revisions attributable to legislation enacted since August
have reduced the deficit projection by $261 billion
between 2012 and 2021; the net impact of economic
changes reduced projected deficits by $9 billion. How-
ever, revisions of a technical nature—including both net
reductions in revenues and net increases in outlays—
increased projected deficits by $595 billion for the
10-year period.

Legislative Changes

Legislation enacted after CBO prepared its August base-
line led the agency to raise its estimate of the deficit for
2012 by $38 billion but to lower its projection of the
cumulative deficit for the 2012-2021 period by $261 bil-
lion. Three new laws accounted for most of the changes:

B The Consolidated Appropriations Act, 2012 (Public
Law 112-74),

M The Temporary Payroll Tax Cut Continuation Act of
2011 (PL. 112-78), and

B The Three Percent Withholding Repeal and Job
Creation Act (PL. 112-56).

The change in projected deficits attriburable to legislation
over the coming decade is almost entirely the result of a
reduction in projected outlays. The agency’s current base-
line reflects a projected $312 billion drop in spending,
largely because of decreased funding in 2012 for military
operarions in Afghanistan and Iraq and the extrapolation
of that lower amount of funding t subsequent years.
Lower projected revenues offset a small portion of the
estimated decrease in spending; revenues are projected to
be $20 billion lower in the current year and $51 billion
lower over the 2012-2021 period.
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Changes to Projections of Qutlays

Since August, CBO has raised the amount it estimates for
outlays in fiscal year 2012 by $18 billion because of legis-
lative actions thart are projected to boost discretionary
outlays by $2 billion and mandatory outlays by $16 bil-
lion. For the 2012-2021 period, the estimates of outlays
are down by $312 billion (or 1 percent), almost entirely
because of projected changes in discretionary outlays.

Discretionary Spending. Since August, CBO has
increased its baseline projections of discretionary spend-
ing by $2 billion for 2012 and decreased them by

$234 billion for the 2012-2021 period because of
changes stemming from the enactment of appropriations
for 2012. Because most discretionary spending is con-
strained by the caps established in the Budger Control
Actof 2011 (PL. 112-25), the changes to spending pro-
jections in the baseline result mostly from changes in
appropriations for activities that lead to adjustments in
the caps—overseas contingency operations (such as mili-
tary activities in Afghanistan), disaster relief, emergency
requirements, and program integrity initiatives.’

In CBO’s current baseline, the changes in discretionary
spending attributable to legislation stem primarily from
funding for overseas contingency operations. Based on
legislation enacted to date, such funding for 2012 is

$33 billion lower than the amount provided in 2011.
Because projections for future appropriations for such
operations are based on the assumption that they will
equal current funding with an adjustment for inflation,
the smaller amount in 2012 caused CBO rto reduce its
projection of discretionary outlays during the 2012-2021
period by about $340 billion. In contrast, funding in
2012 for disaster relief and program integrity initiatives
—which also are not subject to the caps—totaled about
$11 billion; extrapolating that funding with adjustments
for inflation offset about a third of the change in the base-
line related to overseas contingency operations.

Fannie Mae and Freddie Mac. Because of provisions in
the Temporary Payroll Tax Cut Continuation Act, CBO’s

3. Program integrity initiatives are aimed at reducing improper bene-
fit payments in one or more of the following programs: Disability
Insurance, Supplemental Security Income, Medicare, Medicaid,
and the Children’s Healch Insurance Program. Sce Congressional
Budget Office, Final Sequestration Report for Fiscal Year 2012
(January 12, 2012) for more information on the discretionary
caps.

estimate of subsidy costs for housing mortgage assistance
provided by Fannie Mae and Freddie Mac is $35 billion
lower for the 2012-2021 period than the amount in the
August baseline. Under that faw, Fannie Mae and Freddie
Mac must increase by 10 basis points (or 0.10 percentage
points) the average fees for new loans and guarantees
made from 2012 through 202 1; proceeds from the
increase must be deposited directly into the U.S.
Treasury.

Health Care Programs. CBO’s estimate of outlays for the
2012-2021 period for health care programs is $19 billion
less than it was in August because of legislative action.

Provisions in the Three Percent Withholding Repeal and
Job Creation Act would add nontaxable Social Security
benefits to the definition of modified adjusted gross
income for purposes of determining eligibility for certain
applicants for Medicaid and for subsidies for health insur-
ance purchased through health insurance exchanges
created by the Affordable Care Act (comprising the
Patient Protection and Affordable Care Act [PL. 111-
148] and the health care provisions of the Health Care
and Education Reconciliation Act of 2010 [BL. 111-
152]). CBO estimates that those provisions will result in
a decrease in the number of Medicaid enrollees but a net
increase in the number of exchange enrollees. As a resulr,
CBO now estimates that Medicaid outlays for the projec-
tion period will be $33 billion less over the 2012-2021
period than it projected in August and that subsidies for
health insurance purchased through the exchanges will be
$11 billion higher, resulting in a net reduction in outlays
of $22 billion. (As discussed below, that legislation will
also affect federal revenues.)

The Temporary Payroll Tax Cur Continuation Act
extended, for two months, Medicare’s current payment
rates for physicians’ services (rather than allowing those
rates to drop by nearly 30 percent as was scheduled for
the end of December 2011). CBO estimates that the
extension will increase outlays by $3 billion in fiscal
year 2012.

Unemployment Compensation. The Temporary Payroll
Tax Cut Continuation Act also gave a two-month
emergency benefit extension to people whose regular
unemployment benefits were exhausted. Such emergency
compensation currently can provide up to 53 weeks of
additional benefits to the long-term unemployed (people
who have gone without a job for at least six months). The
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extension is estimated to increase outlays in 2012 by

$8 billion.

Debt Service. The revisions to CBO’s estimates of outlays
and revenues attributable to legislative actions have led
the agency to decrease its projections of the cumulative
deficit for the 2012-2021 period, excluding interest, by
$231 billion. Thart change is mainly the result of lower
projected spending for overseas contingency operations,
offset partially by lower expected revenues. Overall,
legislative changes are estimated to decrease outlays for

debt service by $30 billion from 2012 through 2021.

Changes to Projections of Revenues

Recently enacted legislation has caused CBO to reduce its
revenue projections by $20 billion for 2012 and by

831 billion for the 2013-2021 period. Almost all of the
effect in fiscal year 2012 occurs because of the enactment
of the Temporary Payroll Tax Cut Continuation Act,
which extended through February 2012 a reduction of

2 percentage points in the payroll tax that employees pay
for Social Security. That extension will reduce receipts
from social insurance (payroll) taxes by $19 billion in
2012 and by $2 billion in 2013, according to the staff of
the Joint Committee on Taxation.

CBO also estimates that enactment of the Three Percent
Withholding Repeal and Job Creation Act will reduce
revenues by $20 billion over the 2012-2021 period.
That law repealed a measure that was scheduled to go
into effect requiring federal, state, and local government
entities to withhold 3 percent of certain payments

to vendors. The law also modified the income definitions
used to determine eligibiliry for Medicaid and subsidies
for health insurance purchased through exchanges
scheduled to be in place in 20 14—with a net effect of
increasing the amount of such subsidies provided through
income tax credits. (The change in the income defini-
tions reduced outlays by more than it reduced revenues.)
Enactment of free crade agreements with South Korea,
Colombia, and Panama accounted for most of the
remaining legislation-related reductions in revenue
projections since last August.

Economic Changes

Revisions to CBO’s economic forecast have resulted in
higher estimates for revenues and lower estimates for out-
lays in fiscal year 2012, thereby reducing the estimate of
the deficit by $42 billion for the year. For CBO’s baseline

THE BUDGET AND ECONOMIC OUTLOOK: FISCAL YEARS 2012 TO 2022

projections over the 2012-2021 period, economic revi-
sions generated nearly offsetting changes in outlays and
revenues: A reduction of $398 billion in the projection
for outlays is almost matched by a $389 billion drop in

the projection for revenues.

Changes to Projections of Outlays

In updating its economic forecast, CBO modified its pro-
jections of certain variables that affect outlays, including
inflation, the unemployment rate, and interest rates. Such
revisions have caused the agency to lower its estimates of
outlays for the current fiscal year by $17 billion and for
the 10-year projection period by $398 billion. Because of
a reduction in forecast interest rates, interest costs pro-
jected in CBO’s baseline are substantially lower than the
agency projected in August. Those changes are offset
partially by higher estimates (attributable to CBO’s new
economic forecast) of outlays for mandatory programs.

Student Loans. Consistent with the procedures set forth
in the Federal Credit Reform Act of 1990 (PL. 101-508),
annual outlays for the student loan program represent the
costs of the subsidies provided by the government. Those
costs are measured as the present value of the future cash
flows associated with new federal loans disbursed each
year, calculated using the Treasury’s borrowing rates to
discount those cash flows.* In updating its economic
forecast, CBO reduced its estimate of those rates for the
2012-2021 period. With lower discount rates, the esti-
mated present value of future cash flows associated with
student loans increases (that is, such cash flows are dis-
counted less). Because those future cash flows will be
income to the government (in the form of loan repay-
ments, interest payments, and default recoveries), CBO
now anticipates that outlays for student loans will be
$87 billion less than it projected in August.

Supplemental Nutrition Assistance Program. CBO's
projection of spending for benefits under this program
(formerly known as Food Stamps) for the 2012-2021
period is $64 billion higher than the estimate in the
August baseline primarily because of an anticipated
increase in parricipation chat will stem from a projected
increase in unemployment. As a result of the weaker

4. Present value is a single number that expresses a flow of current
and furure income (or payments) in terms of an equivalent lump
sum received (or paid) today. The present value depends on the
rate of interest (known as the discount rate) that is used to trans-
late future cash flows into current dollars.
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economic fotecast, CBO now expects participation to
continue to grow through 2014—although much mote
slowly than it did berween 2009 and 2011. CBO cur-
rently estimates that 47 million people will receive
benefits in 2014, compated with the 44 million people
that the agency projected in August.

Medicare and Medicaid. Paymenrt rates for most services
in the fee-for-service sector of Medicare, such as hospital
care and services provided by physicians, home health
agencies, and skilled nursing facilities, are subject to auto-
matic updates tied to changes in the prices of the goods
and services that health care providers putchase. As a
result, changes in CBO’s forecast of prices for goods and
services (including the cost of both labor and nonlabor
inputs) in the coming decade led the agency to boost its
projections of outlays for Medicare by $29 billion for the
2012-2021 period.

CBO projects that Medicaid spending will be about
$24 billion higher over the 2012-2021 petiod, princi-
pally because of higher payment rates for Medicaid
services (mostly stemming from higher inflation in the
cost of labor and in hospital costs) and because the
unemployment rate is now projected to be higher than
projected previously, resulting in higher estimated
enroliment in Medicaid.

Unemployment Compensation. CBO estimates that
the unemployment rate for the 2013-2021 period will
be 0.6 percentage points higher, on average, than it
projected last August. Consequently, spending for
unemployment benefits is estimated to be $41 billion
higher for the 2012-2021 period.

Social Security. Because of changes in the economic
forecast, CBO raised the amount it projects for Social
Security spending by $16 billion for the 2012-2021
period. The cost-of-living adjustment of 3.6 percent that
Social Security beneficiaries received in January 2012 is
0.8 percentage points higher than CBO anticipated in
August. Projections of larger adjustments over the 2012—
2021 period boost the agency’s estimates of benefit pay-
ments for the period by $61 billion. However, revisions
to CBO's projections of the growth in wages and salaries
(which affect initial benefits) result in estimates of benefit
amounts that are lower by about $45 billion berween
2012 and 2021.

Discretionary Qutlays. With discretionary spending caps
in place, changes to CBO’s economic forecast affect only

those areas of spending, such as appropriations fot ovet-
seas contingency operations, that are not constrained by
the caps. The economic factors that are used to extrapo-
late discretionary outlays ate similar to those that CBO
used in the August baseline. As a tesult, projections of
discretionary outlays for the 2012-2021 period are only
$1 billion lower than they were in August.

Net Interest. Economic revisions to CBO’s projections of
spending for net interest have two components: the
effects of changes in the government’s borrowing that
result from the impact of economic changes on revenues
and outlays and the effects of changes in the agency’s eco-
nomic outlook fot interest tates and inflation. The net
effect of economic changes on revenues and outlays in
CBOQO’s baseline is small, so those changes account for
only a $1 billion increase in projected debt-service costs
between 2012 and 2021.

However, CBO’s updated projections of interest rates
(and inflation) have resulted in estimares of net interest
that are $539 billion lower than they were in August.
CBO now projects that throughout the 2012-2021
period, interest rates on securities with a maturity of one
year or less will be between 8 basis points and 86 basis
points lower each year than it projected in the August
baseline. The agency also estimates that rates on securities
with a maturity of two years or longer will be lower by
between 23 basis points and 99 basis points during the
same period. Overall, CBO projects rhat changes in

the economic forecast will result in outlays for net inter-
est over the 2012-2021 period that are $538 billion
lower than it estimated in August.

Changes to Projections of Revenues

Adjustments to the economic forecast since August have
caused CBO to raise its estimate of revenues by §25 bil-
lion for fiscal year 2012 but to lower its estimate by a
total of $389 billion for the 2012-2021 period.

Since releasing its August baseline, CBO has revised its
projections of nominal gross domestic product (GDP) in
three key ways: First, estimates of GDP for recent years in
the national income and product accounts have been
revised downward, leading to lower projections. Second,
CBO now expects that, under current law, the gap
between the economy’s actual and potential output will
close more slowly than the agency had previously
expected. And third, slightly slower growth is being pro-
jected for potential GDP in the first half of the coming
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decade.’ As a result of those changed projections, CBO is
estimating that wages and salaries (the largest and most
highly taxed income component of GDP) will be lower
than previously estimated and, consequently, that less will
be collected in revenues from individual income and
social insurance taxes. The agency also has lowered its
estimates for personal interest income and thus is fore-
casting a smaller amount of revenues from individual
income taxes for thar reason. Working in the other direc-
tion is an upward revision to corporate profits in the
economic forecast, which leads to higher projected reve-
nues from corporate income taxes. That latter effect more
than offsets the other factors in CBO’s projections for
2012, but it provides only a partial offset in the later years
of the projection period.

Technical Changes

Technical updates to CBO's baseline projections arise
from changes in projections for revenues and outlays that
occur for reasons other than new legislation or as a result
of updated economic information. Since releasing its
August 2011 baseline, technical changes have led CBO to
boost its estimate of the deficit by $110 billion for fiscal
year 2012 and by $595 billion for the 10-year projection
period. The 10-year amount includes the removal of the
$1.2 trillion reduction in deficits between 2012 and
2021 related to the Joint Select Commirtree on Deficit
Reduction that CBO had included in its August projec-
tions. Because no legislation from that committee has
been enacted, CBO has incorporated, in place of that
$1.2 trillion placeholder, the impact of the automatic
enforcement procedures required by the Budger Control
Act (see Box 1-2 in Chaprer 1); those procedures would
result in a reduction in the deficit of abour $1 trillion,
leading to a net upward revision in projected deficits of
$168 billion. Other technical revisions to CBO’s projec-
tions increase projected budgert deficits by $110 billion in
2012 and by $427 billion over the 2012-2021 period.

Changes to Projections from Incorporating the
Automatic Enforcement Procedures of the

Budget Control Act

CBO’s August 2011 baseline included a placeholder of
$1.2 trillion for the 2012-2021 period to account for
legislation produced by the Joint Select Committee, or, if
lawmakers failed to enact such legislation, the trigger of

5. Porential GDP is the level of real (inflation-adjusted) gross
domestic product that corresponds to a high rate of use of labor
and capirtal.
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automatic spending cuts. That amount was not distrib-
uted berween revenues and outlays in CBO’s baseline,
however, because there was no restriction on what types
of deficit reduction the committee might consider. No
legislation was reported by the committee, so the required
automatic spending cuts are now reflected in CBO’s base-
line, distributed among the appropriate categories of
outlays.

Relative to the undistributed $1.2 trillion figure included
in the August projections, incorporating the automatic
enforcement procedures boosts the deficit projection by
$168 billion berween 2012 and 202 1—of which $55 bil-

lion is related to interest costs.

Moving the effect of the automatic enforcement
procedures onto the spending side of the budger signifi-
cantly reduces projections of outlays—by $890 billion for
the 2012-2021 period—compared with the August esti-
mates (see Table A-2). Although most of the reduction
($756 billion) applies to discretionary spending,

$134 billion is for mandatory programs. Savings in bor-
rowing costs from that $890 billion reduction in outlays
will total $142 billion, CBO estimates.

Other Changes to Projections of Qutlays

Other technical changes to CBO’s estimates of outlays for
fiscal year 2012 account for a projected net spending
decrease of $7 billion. For the 10-year projection period,
other technical changes boost CBO’s projections of
outlays by $167 billion, mainly because of projected
increases in mandatory spending and net interest outlays.

Medicare. CBO's 10-year projections of outlays for
Medicare are $69 billion lower than they were in August,
mostly because of updated data on actual spending for
2011 and continuing analyses of changes in the use of
services.

Community Living Assistance Services and Supports. On
October 14, 2011, the Secretary of Health and Human
Services announced that the Administration would not
implement the Community Living Assistance Services
and Supports (CLASS) long-term care program autho-
rized by the Affordable Care Act. CBO has therefore
updated its baseline to remove collections and expendi-
tures related to thar program.(’ In its August 2011

6. See Congressional Budget Office, cosr estimate for S. 720, Repenl
the CLASS Entutlement Act (October 31, 2011).
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assumptions about the mix of securities that the Treasury
is expected to use for borrowing and Jower projected
receipts from the financing accounts associated with the
government's credit programs.

Changes to Projections of Revenues

Since last August's baseline projections, CBO has reduced
its revenue projections to reflect both a lower projected
average tax rate on domestic economic profits and smaller
net payments with filings of individual income tax
returns. In part, the lower projected average tax rate on
corporate profits reflects a lower average rate in recent
history: Corporate profits in the national income and
product accounts were revised upward for 2009 through
early 2011 (and corporate tax receipts have not been
revised). In addition, corporate tax receipts have been
weaker than expected since August. The downward tech-
nical adjustments for those factors wane over the first few
years of the projection period because, as with its projec-
tions in August, CBO expects the average tax rate to rise
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to a level more in line with its average over the two
decades before the significant drop that started in 2009.

In addition, CBO has decreased its estimate of individual
income tax liabilities for 2011, thus also lowering projec-
tions for final payments by taxpayers during the 2011
tax-filing season. The resulting downward adjustment to
receipts diminishes rapidly after 2012,

Beyond 2014, the changes in revenues attributable to
technical factors are small, largely because of offsetting
factors. One significant factor is an increase in individual
income tax receipts and a decrease in social insurance tax
receipts because CBO now projects relatively more wage
growth for higher-income taxpayers and less for other
taxpayers. Projections for income taxes increase as a result
because people with higher income are subject to higher
income tax rates, but projections for Social Security pay-
roll taxes decrease because a larger share of total earnings
will be received by people whose earnings are above the
taxable maximum amount.
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How Changes in Economic Projections
Might Affect Budget Projections

he federal budger is highly sensitive to economic
conditions. Revenues depend on the amount of taxable
income, including wages and salaries, other (nonwage)
income received by individuals, and corporate profits.
Those types of income generally rise or fall with overall
economic activity, although not necessarily in proportion.
Spending for many mandatory programs depends on
inflation, either directly (as with Social Security and other
programs that use a specified cost-of-living adjustment)
or indirectly (as with Medicaid). In addition, the U.S.
Treasury regularly refinances portions of the government’s
ourstanding debt—and issues more debr to finance any
new deficit spending—art marker interest rates. Thus, the
amount that the federal government spends for interest
on its debt is directly tied to those rates.

To show how projections for the economy can affect pro-
jections of the federal budger, the Congressional Budget
Office (CBO) has constructed simplified “rules of
thumb.” The rules provide a rough sense of how changes
in individual economic variables, raken in isolation,
would affect the budgert torals; however, those rules of
thumb are not intended to substitute for a full analysis of
the implications of alternative economic forecasts.

The rules of thumb are applied 1o four variables:

B Real (inflation-adjusted) growth of the nation’s gross

domestic product (GDP),
B Inrerest rates,
B Inflation, and
B Wages and salaries as a share of GDP.

CBO’s rule of thumb for real growth in GDP shows the
effects of growth rates that are 0.1 percentage point lower
cach year, beginning in January 2012, than the rates thar

underlie the agency’s baseline budget projections. (The
budger projections are summarized in Chapter 1, and the
economic projections are described in Chapter 2.) The
rules of thumb for inrerest rates and inflation indicarte
how the budget would be affected if those rates were

1 percentage point higher each year, also starting in Janu-
ary 2012, than the rates used in the baseline. The final
rule shows what would occur if, beginning in January
2012, wages and salaries as a percentage of GDP were

1 percentage point larger each year and, correspondingly,
domestic economic profits were 1 percentage point
smaller each year than the percentages used for the
baseline. (The scenario incorporates no changes in the
projected amount of nominal or real GDP)

Each rule of thumb is roughly symmetrical. Thus, if
economic growth was higher or interest rates, inflation,
or wages and salaries as a percentage of GDP were corre-
spondingly lower than CBO projects, the effects would
be about the same as those shown here, but with the
opposite sign.

CBO chose the variations of 0.1 percentage point or

1 percentage pointsolely for the sake of simplicity. Those
changes do not necessarily indicate the extent 1o which
actual economic performance might differ from CBO’s
assumptions. For example, although the rule of thumb
for real GDP shows the effects of a change of 0.1 percent-
age point in the average rate of growth over the next

10 years, the standard deviation of growth rates of real
GDP over 10-year periods is roughly six times larger, or
abour 0.6 percentage points.' However, the change of

| percentage point used in the rules of thumb for the

1. A conventional way to measure past variability is ro use the stan-
dard deviation. In the case of GDP growth, CBO calculates the
extent to which actual growth over 10-year periods differs from
the post—World War 1l average. The standard deviation is the size
of the difference that is exceeded about one-third of the time.
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2017 the Federal Reserve’s remittances would begin to
rise as a result of higher projected interest rates.

The larger deficits generated by the increase in interest
payments would require the Treasury to raise more cash
than is assumed in the baseline. The extra borrowing
would result in further increases in the annual cost of
servicing the debt; that cost would grow to $39 billion in
2022,

All together, if interest rates were a full percentage point
higher than the rates assumed in CBO’s baseline, the
budget’s bottom line would worsen by amounts that
would rise over the projection period, climbing from
$22 billion in 2012 to $143 billion in 2022. The cumu-
lative deficit over the 10-year period would grow by
nearly $1 trillion.

Higher Inflation
The third rule of thumb shows the budgerary effect of

inflation that is 1 percentage point higher than is pro-
jected for the baseline. Although higher inflation

increases both revenues and outlays, the net effect over
the 2013-2022 period would be a smaller cumulative

budget deficit.

Higher inflation leads to increases in wages and other
income, which translate directly into more income and
payroll taxes being withheld from individuals’ paychecks.
However, the effect of inflation on revenues is dampened
(with a lag) because the thresholds for various tax brack-
ets are indexed to rise with inflation. Faster growth in
prices also boosts corporate profits, leading to increased
federal receipts from businesses’ quarterly estimated tax
payments.

Higher inflation increases the cost of many mandatory
spending programs, and it can result in projections of
increased discretionary spending. Benefits for many man-
datory programs are automatically adjusted each year to
reflect price increases. Social Security, federal employees’
retirement programs, Supplemental Security Income,
disability compensation for veterans, the Supplemental
Nutrition Assistance Program {formerly known as Food
Stamps), and child nutrition programs, among others, are
adjusted (with a lag) for changes in the consumer price
index or one of its components. Many of Medicare’s
payment rates also are adjusted annually for inflation.
Spending for some other programs, such as Medicaid, is

not formally indexed to price changes but grows with
inflation nonetheless. In addition, to the extent that ini-
tial benefit payments to participants in retirement and
disability programs are related to wages, changes in nom-
inal wages as a result of inflation will be reflected in
future outlays for those programs.

In CBO’s current baseline, projections of future spending
for discretionary programs would be largely unaffected by
increases in projected inflation. Previous baselines for
discretionary spending reflected the assumption that
funding would remain constant in real terms because
future appropriations were projected by adjusting the
most recent annual appropriations for anticipated infla-
tion. However, the Budget Control Act of 2011 (Public
Law 112-25) set caps on discretionary budget authority
through 2021, and CBO’s baseline incorporates the
assumption that appropriations will be equal to those
caps, except for specific adjustments permitted by law

if appropriations are provided for certain purposes.
Assuming that the amounts of those adjustments would
be affected by price levels, higher inflation would increase
projected outlays from such funding by $107 billion
between 2013 and 2022.% In addition, for its baseline
projections CBO assumed that discretionary funding in
2022 would increase with inflation from the amount
specified for 2021; increasing that rate of inflation by

1 percentage point would boost outlays in 2022 by
another $7 billion.

Inflation also has an impact on outlays for net interest
because it affects nominal long-term interest rates. For
example, if inflation rises, interest rates will climb (all else
being equal), and new federal borrowing will incur higher
interest costs. For this rule of thumb, CBO assumed that
nominal interest rates would rise in step with inflation.
Inflation-indexed securities also would incur higher costs
with higher inflation.

If inflation each year was 1 percentage point higher cthan
the rate underlying CBO’s baseline, toral revenues and

4. Budger authority designated as an emergency requirement or for
overseas contingency operations (such as the war in Afghanistan)
would lead o an increase in the caps, as would budger authority
provided for certain rypes of disaster relief (up to an amount based
on historical spending for that purpose) and certain specified
“program integrity” initiatives aimed at reducing improper benefit
payments in the Disability Insurance and Supplemental Security
Income programs, Medicare, Medicaid, and the Children’s Health

Insurance Program.



APPENDIX

Automatic Stabilizers

he Congressional Budget Office’s (CBO’s) baseline
projections of the budget deficir are affected by legislation
that governs taxes and spending and by the automaric
responses of revenues and outlays to developments in the
economy. Among those latrer factors, automatic stabiliz-
ers reflect cyclical movements in real (inflation-adjusted)
output and unemployment.' During recessions, gross
domestic product (GDP) falls relative to potential GDP
(the quantity of output that corresponds to a high rate of
use of labor and capiral); tax liabilities and, therefore, rev-
enues decline automatically with the reduction in output
and income. In addition, some outlays—to pay unem-
ployment insurance claims or to provide federal nutrition
benefits, for example—automatically increase.” Those
automatic reductions in revenues and increases in outlays
help bolster economic activity during downturns, but
they also temporarily increase the budgert deficit. As GDP
moves up closer to potential GDP, revenues automatically
begin to rise and outlays automatically begin to fall, and
thus the automatic stabilizers offer a smaller boost to out-
put. When GDP rises above its potential, the automaric
stabilizers begin to restrain, rather than boost, economic
activity.

CBO estimates that automartic stabilizers have added sig-
nificantly to the budget deficit for the past few years and
will continue to do so for the next few years, before their

I. Foradescription of a methodology for estimating automaric stabi-
lizers that is similar to CBO's methodology, see Datrel Cohen and
Glenn Follette, “The Automatic Fiscal Stabilizers: Quietly Doing
Their Thing,” Economic Policy Review, Federal Reserve Bank of
New York, vol. 6, no. 1 (April 2000), pp. 35—68. See also
Glenn Follette and Byron Lutz, Fiscul Policy in the Usiited Stutes:
Automatic Stubilizers, Discretionary Fiscal Policy Actions, and the
Economy, Finance and Economic Discussion Sertes, 2010—43
(Federal Reserve Board, September 2010).

2. CBO's estimates of the auromaric stabilizers reflect the assump-
tion that discretionary spending and interest payments do not
have automatic responses to the business cycle.

effect declines significantly in response to improving
economic conditions. In fiscal year 2011, CBO estimates,
automatic stabilizers added $367 billion to the deficit, an
amount equal to 2.3 percent of potential GDP (see Table
C-1 on page 116 and Table C-2 on page 118).” That year
marked the third consecutive year that automatic stabiliz-
ers added to the deficit an amount equal to or exceeding
2.0 percent of potential GDP, a mark that had been met
or exceeded only twice in the past 50 years, in fiscal years

1982 and 1983 (see Figure C-1).

According to CBO’s baseline projections, the contribu-
tion of automatic stabilizers to the budget deficit,
measured as a share of potential GDD, will be 2.2 percent
in fiscal year 2012 and 2.7 percent in fiscal years 2013
and 2014, The size of those effects in 2013 and 2014
derives mostly from the weaker economy caused by the
sharp rise in taxes and reduction in spending that will
occur in calendar year 2013 under current law.* After
2014, the projected effect of automatic stabilizers on the
budget deficit shrinks steadily and reaches about zero in
fiscal year 2018, when CBO projects that output will be
back up to its potential.

The budget balance with the effects of automatic stabiliz-
ers filtered out is an estimate of what the surplus or deficit

3. Those calculations and subsequent ones in this appendix involve
potential, rather than acrual, GDP because potential GDP
excludes fluctuations char are atributable to the business cycle.

4. The size of the automatric stabilizers depends not only on the
amount of slack in the economy but also on the characreristics of
the tax structure. For example, revenues are more sensitive t the
business cycle when tax rates are relatively high because losses in
taxable income due to economic weakness then result in greater
losses of tax revenues than when tax rares are lower. In particular,
the higher tax rates scheduled under current law for 2013 increase
the size of che automatic stabilizers, bur the economic effect of the
larger automaric stabilizers is far ourwcighed by the restraining
effect that the higher tax rates have on short-term growth.
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Figure C-1.

Contribution of Automatic Stabilizers to Budget Deficits and Surpluses

(Percentage of potential gross domestic product)
2 r
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Sources: Congressional Budget Office; Office of Management and Budget.

Notes: Automatic stabilizers are automatic changes in revenues and outlays that are attributable to cyclical movements in real (inflation-

adjusted) output and unemployment.

Potential gross domestic product is the quantity of output that corresponds to a high rate of use of labor and capital.

Data are fiscal year values, plotted through 2018.

would be if GDP was at its potential, the unemployment
rate was at a corresponding level, and all other factors
were unchanged.” That budget measure has been used in
different ways. For example, some analysts use it to dis-
cern underlying trends in government saving or dissaving
(that is, trends in surpluses or deficits). Others use it to
approximate whether the short-run influence of the bud-
get on aggregate demand and real output is positive or
negative.(’ More generally, the measure helps analysts eval-
uate the extent to which changes in the budger balance
are caused by cyclical developments in the economy

and thus are likely to prove temporary rather than long
lasting.

Under the assumptions used for CBO’s baseline, the bud-
get deficit without automatic stabilizers is projected to
equal 4.3 percent of potential GDP in fiscal year 2012,
down from 5.9 percent in 2011 (see Figure C-2). About

5. The “budget deficit without automatic stabilizers” has also been
referred to as the “cyclically adjusted deficit” or “structural
deficit.”

half of that decrease results from a projected rise in reve-
nues (measured as a share of potental GDP) that would
occur without automatic stabilizers. The other half
reflects mostly a decline in discretionary outlays (again,
measured as a share of potential GDP).

6. For the purpose of assessing the impact of federal fiscal policy on
output in the short term, economists generally prefer to use “net
federal saving” with the effects of automaric stabilizers filtered out
rather than the federal budget balance with those effects filtered
out. Net federal saving, a figure reported by the Department of
Commerce in the national income and producr accounts (NIPAs),
is similar to but not the same as the budger deficit because it
includes various adjustments to the cash flows recorded in the
federal budget to obtain a measure more directly related to current
production and income. For example, net federal saving excludes
some purely financial transactions of the government, such as sales
of government assets and most federal outlays to bolster the finan-
cial system, thac are recorded in the budget bur are not clearly
related to current production and income. For a discussion of the
differences between the budget and NIPA measures of federal
inflows and outflows, see Congressional Budger Office, CBO}
Projections of Federal Receiprs and Fxpenditures in the Framework af
the National Inscome and Producs Avcounis (February 2011).





















APPENDIX

Trust Funds

he federal government uses several accounting
mechanisms to link earmarked receipts—money desig-
nated for a specific purpose—with corresponding
expenditures. Those mechanisms include trust funds
(such as the Social Security trust funds), special funds
(such as the fund thar the Department of Defense uses
to finance its health care program for military retirees),
and revolving funds (such as the Federal Employees
Group Life Insurance fund). When the receipts desig-
nated for those funds exceed the amounts needed for
expenditures, the funds are generally credited with non-
marketable debt instruments issued by the Treasury that
are known as government account securities. At the end
of fiscal year 2011, abourt $4.6 trillion in such securities
was outstanding, over 90 percent of which was held by
trust funds.!

The federal budget has numerous trust funds, although
most of the money credited to such funds goes to fewer
than a dozen of them. By far the largest trust funds cur-
rently are the two for Social Security (the Old-Age and
Survivors Insurance Trust Fund and the Disability Insur-
ance Trust Fund), Medicare’s Hospital Insurance Trust
Fund, and the funds dedicared to retirement programs
for military and civilian retirement (see Table D-1).

When a trust fund receives cash receipts that are not
needed immediately to pay benefits or cover other
expenses, the Treasury uses the extra income (after credit-
ing the fund for it) to reduce the amount of new federal
borrowing that is necessary ro finance the government-
wide deficit. In other words, in the absence of changes to
other tax and spending policies, the government borrows
less from the public than it would without that extra
income. The reverse happens when revenues for a trust
fund program fall short of expenses in a given year,

1. Debe issued in the form of government account securities is
included in a measure of federal debt called “gross debr.” Because
such debr is intragovernmental in nature, however, it is not
included in the measure “debt held by the public.” (For a discus-
sion of different measures of federal debt, see Chapter 1.)

assuming that there is a sufficient balance in the relevant

fund.

The balance of a trust fund at any given time is a measute
of the historical relationship between the related pro-
gram’s revenues and spending. That balance (in the form
of government securities) is an asset for the individual
program, such as Social Security, but a liabilicy for che
rest of the government. The resources to redeem a trust
fund’s government securiries—and thereby pay for bene-
fits or other spending—in some future year must be
generated through taxes, income from other government
sources, or borrowing from the public in that year. Trust
funds have an important legal meaning in that their bal-
ances are a measure of the amounts that the government
has the legal authority to spend for certain purposes
under current law, but they have little relevance in an
economic or budgerary sense.

To assess how all federal activities, taken together, affect
the economy and financial markets, it is useful to include
the cash receipts and expenditures of trust funds in the
budget totals along with the receipts and expenditures

of other federal programs. Therefore, the Congressional
Budget Office (CBO), the Administration’s Office of
Management and Budget, and other fiscal analysts gener-
ally focus on the toral deficit in that “unified budget,”
which includes the transactions of trust funds.

According to CBO’s current baseline projections, federal
trust funds as a group will run a surplusof $111 billion in
2012 and a cumulative surplus of $856 billion over the
2013-2022 period (see Table D-2). Those surpluses are
bolstered by interest receipts on the funds’ government
account securities and by other sums transferred from
elsewhere in the budget. Such intragovernmental trans-
fers—which are projected to total $671 billion in 2012—
reallocate costs from one category of the budger to
another, but they do not directly change the roral deficit
or the government’s borrowing needs. If intragovernmen-
tal transfers are excluded and only income from sources
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producing annual deficits that will average $30 billion
with interest receipts excluded or $24 billion with those
receipts included (see Table D-3 and Figure D-1). Under
current law, the balance of the HI trust fund will be
exhausted in 2022, CBO projects.

Supplementary Medical Insurance Trust Fund
The SMI trust fund contains two separate accounts: one

that pays for physicians’ services and other health care
provided on an outpatient basis under Part B of Medicare
(Medical Insurance) and one that pays for prescription
drug benefits under Part D. Their funding mechanisms

differ slightly:

B The Part B portion of the trust fund is financed pri-
marily through transfers from the general fund of the
Treasury and monthly premium payments from Medi-
care beneficiaries. The basic monthly premium for the
Medical Insurance program is set to cover approxi-
mately 25 percent of the program’s spending (with
adjustments to maintain a contingeucy reserve to
cover unexpected spikes in spending); an additional
premium is assessed on beneficiaries with relatively
high income. The amounct transferred from the gen-
eral fund equals about three times the amount of basic
premiums expected to be collected, minus the amount
collected from the income-related premium and fees
from drug manufacturers.

B "The Part D poruon of the trust fund is financed
mainly through transfers from the general fund,
monthly premium payments from beneficiaries, and
transfers from states based on the number of people
in a state who would have received prescription drug
coverage under Medicaid in the absence of Medicare’s
drug benefit. The basic monthly premium for Parc D
is set to cover 25.5 percent of the program’s estimated
spending if all participants paid it. However, people
who receive low-income subsidies under Part D are
not required to pay Part D premiums, so receipts cover
less than 25.5 percent of the program’s costs. Higher-
income participants in Part D pay an income-related
premium. The amount cransferred from the general
fund is set to cover total expected spending for bene-
fits and administrative costs, net of the amounts
transferred from states and collected from premiums
(both basic and income-related).

Unlike the HI trust fund, the accounts in the SM1 trust
fund do not face exhaustion, because they are not depen-
dent solely on a specified set of revenues collected from
the public. Rather, the amounts credited to those
accounts from the general fund are automarically
adjusted to cover the differences berween program

spending and specified revenues.

The Part B account of the SMI trust fund currently holds
$71 billion in government account securities. To main-
tain a contingency reserve that is sufficient to cover
unanticipated increases in spending, the fund is expected
to run yearly surpluses throughout the projection period,
reaching a balance of $175 billion ac the end of 2022.

Highway Trust Fund

The Highway Trust Fund comprises two accounts: the
highway account, which funds construction of highways
and highway safety programs, and the transit account,
which funds mass transit programs. CBO assumes that
spending from the Highway Trust Fund will continue to
be controlled by limitations on obligations set in appro-
priation acrs. For its baseline projections, CBO further
assumes that those future limitations on obligations will
be equal to the 2012 amounts, adjusted annually for
inflation. Under such a scenario, the two accounts will be
unable to meet obligations in a timely manner sometime
during 2013 (for the highway account) and 2014 (for the
transit account). From 2008 to 2010, the Highway Trust
Fund received transfers from the general fund of the Trea-
sury totaling almost $35 billion to keep the trust fund
from being exhausted.

Other Trust Funds

Among the remaining trust funds in the federal budger,
the largest balances are held by various civilian retirement
funds (a total of $821 billion at the end 0of 2011) and by
the Military Retirement Trust Fund ($326 billion). In its
current baseline, CBO projects that the balances of those
funds will increase steadily over the coming decade,
reaching $1.1 crillion for the civilian funds and $1.2 tril-
lion for the military retirement fund in 2022 (see Table
D-1 on page 122).

6. Those civilian retirement funds include the Civil Service Retire-
ment Trust Fund, the Forcign Service Retirement Trust Fund, and
several smaller retirement funds.




APPENDIX

CBO’s Economic Projections for 2012 to 2022

I he tables in this appendix expand on the informa-

ton in Chapter 2 by showing the Congressional Budget
Office’s (CBQO’s) economic projections for 2012 to 2022
(by calendar year in Table E-1 and by fiscal year in

Table E-2). CBO does not forecast cyclical fluctuations in
its projections for years after 2017. Instead, the projected

vaites shown in the tables for 2018 to 2022 reflect CBO’s
assessment of the effect of economic and demographic
trends in the medium term but do not reflect an attempt
to forecast the frequency or size of fluctuations in the
business cycle.













APPENDIX

F

Historical Budget Data

I his appendix provides historical data on revenues,

outlays, and the deficit or surplus—in forms consistent
with the projections in Chapters 1, 3, and 4—for fiscal
years 1972 to 2011. The data, which come from the
Congressional Budget Office and the Office of Manage-
ment and Budget, are shown both in nominal dollars and
as a percentage of gross domestic product (GDP). Some
of the numbers have been revised since January 2011,
when these tables were previously published.

Federal revenues, outlays, the deficit or surplus, and debt
held by the public are shown in Table F-1. Revenues, out-
lays, and the deficit or surplus have both on-budger and
off-budger components. Social Securiry’s receipts and
outlays were placed off-budget by the Balanced Budget
and Emergency Deficit Control Act of 1985. For the sake
of consistency, Table F-1 shows the budgetary compo-
nents of Social Security as off-budget before that year.
The Postal Service was moved off-budget by the Omni-
bus Budget Reconciliation Act of 1989.

The major sources of federal revenues (including off-
budget revenues) are presented in Table F-2. Social insur-
ance taxes include payments by employers and employees
for Social Securiry, Medicare, Railroad Retirement, and
unemployment insurance, as well as pension concribu-
tions by federal workers. Excise taxes are levied on certain
products and services, such as gasoline, alcoholic bever-
ages, and air travel. Estate and gift taxes are levied on
assets when they are transferred. Miscellaneous receipts
consist of earnings of the Federal Reserve System and
income from numerous fees and charges.

Tortal outlays for major categories of spending, including

on- and off-budget outlays, appear in Table F-3.

Spending controlled by the appropriation process is clas-
sified as discretionary. Spending governed by permanent
laws, such as those that set eligibiliry requirements for
certain programs, is considered mandatory. Offsetting
receipts include the government’s contributions to retire-
ment programs for its employees, as well as fees, charges
(such as Medicare premiums), and receipts from the use
of federally controlled land and offshore territory. Net
interest (function 900 of the budger) is composed mostly
of the government’s interest payments on federal debt off-
set by its interest income.

Table F-4 divides discretionary spending into its defense
and nondefense components. Table F-5 classifles
mandatory outlays by the three major entitlement
programs—Social Security, Medicare, and Medicaid—
and by other categories of mandatory spending. Income
security programs provide benefits to recipients with
limited income and assets; those programs include unem-
plovment compensation, Supplemental Security Income,
and the Supplemental Nutrition Assistance Program.
Other federal retirement and disability programs provide
benefits to federal civilian employees, members of the
military, and veterans. The category of other mandatory
programs includes the activities of the Commodiry
Credit Corporation, the Medicare-Eligible Retiree Health
Care Fund, the subsidy costs of federal student loan pro-
grams, the Children’s Health Insurance Program, and
programs related to the federal government's response to
problems in the housing and financial markers.

Tables showing the effects of auromatic stabilizers on the
budget, which have previously appeared in this appendix,
are in Appendix C of this volume.
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Defense (military personnel)
Military retirement, military health care
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Medicare, Public Health Service
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Medicare

Medicare, Public Health Service

Health tnsurance coverage

Federal Employees Health Benefits program
Medicaid, Children's Health Insurance Program

Medicaid prescription drugs, Medicare Parc D, Jong-term care,

Public Heaith Service
Health insurance coverage
Medicaid, health insurance coverage, Public Health Service
Medicare
Medicaid, Children’s Health Insurance Program, Indian Health Service

Food and Drug Administration, prescription drugs,

Public Health Service
Medicare Part D, Medicaid prescription drugs

Health insurance coverage

Unemployment insurance, training programs, Administration on Aging,
Smithsonian, ares and humanities

Housing assistance, Fannie Mae and Freddie Mac, Troubled Asset
Relief Program, Pension Benefit Guaranty Corporation

Old-Age and Survivors Insurance, Social Security crust funds,
Pension Benefit Guaranty Corporation

Supplemental Nutrition Assistance Program and other nutrition
programs

Child nutrition and other nutrition programs
Elementary and secondary education, Pe!l grants, student loans
Student loans, higher education

Temporary Assistance for Needy Families, Child Support Enforcement
program, foster care, Social Services Block Grant program, child
care programs, Children and Families Services, Low Income Home
Energy Assistance Program

Disability Insurance, Supplemental Security Income, refugee assistance

Energy. air transportation

Administration of justice, Postal Service

Energy, Outer Continental Shelf receipts, spectrum auction receipts
Agriculture

Community and regional development, Federal Emergency
Management Agency, deposit insurance
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Agriculture
Conservation and land management, other natural resources

Agriculture

Pollution control and abatement, Federal Housing Administration and

other housing credit programs
General government, legislative branch
Highways, Amtrak, water transportation
Water resources, Fannje Mae and Freddie Mac

Administration of justice, science and space exploration,
Bureau of Indian Affairs, recreation

Mass transit, commerce, Small Business Administration,
Untversal Service Fund

Legislative branch appropriation bills

Computer support

Authorization bills

Federal pay, monthly Treasury data

Interest on the public debt, national income and product accounts

Appropriation bills (Labor—Health and Human Services,
State—Foreign operations)

Troubled Asset Relief Program

Computer support

Troubled Asser Relief Program, other interest
Federal civilian retirement

Fannie Mae and Freddie Mac

Appropriation bills (Commerce—Justice, financial services,
general government)

Appropriation bills (Agriculture, Defense)

Appropriation bills (Transportation—Housing and Urban Development,

military construction and veterans’ affairs, energy and water
development)

Various federal retirement programs, national income and product
accounts, federal pay

Database system administrator

Appropriation bills (Homeland Security, Interior)
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Page 2 Federal Open Market Commuittee

Andreas L. Hornstein and Lorie K. Logan, Vice Presi-
dents, Federal Reserve Banks of Richmond and
New York, respecuvely

Monetary Policy under Alternative Scenarios

A staff presenradon provided an overview of an exer-
cise that explored individual partcipants’ views on ap-
propriate monetary policy responses under alternauve
economic scenarios. Commirttee partcipants discussed
the potential value and drawbacks of this type of exer-
cise tor both internal deliberadons and extcrnal com-
municauons about monetaty policy. Possible benefits
include helping to clarify the factots that individual par-
tcipants judge most impostant in forming their views
about the economic outlook and their assessments of
appropriatc monetary policy. Two potenual limitatuons
of this approach are that the scenario descriptions must
by necessity be incomplete, and the practcal range of
scenarios that can be examined may be insufficient to
be informadve, given the degree of uncertainty sur-
rounding possible outcomes. Some participants stated
that exercises using alternative scenarios, with appro-
puate adjustments, could potentially be helpful for in-
ternal deliberations and, thus, should be explored fur-
ther. However, no decision was made at this meeting
regarding future exercises along these lines.

Developments in Financial Markets and the Fed-
eral Reserve’s Balance Sheet

The Manager of the System Open Market Account
(SOMA) reported on developments in domestic and
forcign financial markers during the period since the
Federal Open Matker Committee (FOMC) met on
March 13, 2012, He also reported on System open
market operations, including the ongoing reinvestment
into  agency-guaranteed mortgage-backed securities
(MBS} of principal pavments received on SOMA hold-
ings of agency debt and agency-guaranteed MBS as well
as the operatons related to the maturiry extension pro-
gram authorized at the September 20-21, 2011, FOMC
meetng. By unanimous vote, the Committee ratfied
the Desk’s domestic transactions over the intermecting
peniod. There were no intervention operauons in for-
eign currencies for the System’s account over the in-
termeetng period.

With Mr. Lacker dissentng, the Committee agreed to
extend the reciprocal currency (swap) arrangements
with the Bank of Canada and the Banco de Meéxico for
an additional vear beginning in mid-December 2012;
these arrangements are associated with the Federal Re-
serve’s participation in the North American Framework

Agreement of 1994, The arrangement with the Bank of
Canada allows for cumulative drawings of up to $2 bil-
lion equivalent, and the arrangement with the Banco de
Mexico allows for cumulative drawings of up to $3 bil-
lion equivalent. The vote to renew the System’s partic-
ipation in these swap arrangements was taken at this
meetng because a provision in the Framework Agree-
ment requires each party to provide six months’ priot
nouce of an inrenuon to terminate its partcipauton.
Mr. JLacker dissented because of his opposition, as in-
dicated at the Januvary meedng, to foreign exchange
market intervendon by the Federal Reserve, which such
swap arrangements might facilitate, and because of his
oppositon to direct lending to foreign central banks.

Staff Review of the Economic Situation

The informanon reviewed at the April 24-25 meeung
suggested that cconomic actvity was cxpanding mod-
cratcly.  Payroll ecmplovment continued to move up,
and the unemployment rate, while scll elevated, de-
clined a litcle further. Overall consumer price inflavon
increased somewhat, primarily reflecting higher prices
of crude oil and gasoline, but measures of long-run
inflavon expectatons remained stable.

The unemployment rate declined to 8.2 percent in
March. The share of workers employed part ume for
econormic reasons also moved down, but the rate of
long-duradon unemplovyment remained elevated. Pri-
vate nonfarm employment rose at a slower pace in
March than in the preceding three months, while total
government employment was little changed in recent
months after declining last yvear. Some indicators of
job opentngs and firms’ hiring plans improved. After
being roughly flat over most of the intermeeting period,
ininal claims for unemployment insurance rose mod-
erately toward the end of the period but remained at a
level consistent with further moderate job gains in the
coming months.

Manufacturing production expanded, on net, in Febru-
ary and March, while the rate of manufacturing capacity
utlizadon was essenually unchanged. In  recent
months, the producton of motor vehicles continued to
rise appreciably in response to both higher vehicle sales
and dealers’ additons to relatively low levels of inven-
tories; output gains in other industrics also were solid
and widespread. Motor vehicle assemblies were sched-
uled to step up further in the second quarter, and
broader indicators of manufacturing actvity, such as
the diffusion indexes of new orders from the national
and regional manufacturing surveys, were at levels con-
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sistent with moderate increases in factory output in the
second quarter.

Real personal consumption expenditures (PCE) tose
briskly in February, even though households’ real dis-
posable incomes declined. In March, nominal retail
sales excluding purchases of motor vehicles increased
soldly, while motor vehicle sales fell off a litde from
their brisk pace in the previous month. Consumer sen-
ument was little changed, on balance, in March and
early April and remained subdued.

Some measures of home prices rose in January and
February, but acuvity in the housing market conunued
to be held down by the large inventory of foreclosed
and distressed properues and by rtght underwriting
standards for mortgage loans. Starts of new single-
family homes fell back in February and March to a level
more in line with permit issuance; starts were apparent-
lv boosted by unscasonably warm weather in December
and January. Moreover, sales of new and existing
homes edged down, on net, in recent months.

Real business expenditures on equipment and software
appeared to rise modestly in the first quarter. Nominal
shipments of nondefense capital goods excluding air-
cratt increased in [ebruary and March after declining in
January; new orders for these capital goods increased,
on balance, in February and March, and thev continued
to run above the level of shipments. The buildup of
unfilled orders in recent months, along with improve-
ments In survev measures of capital spending plans and
some other forward-looking indicators, pointed toward
a pickup in the pace of expenditures for business
equipment. In contrast, nominal business spending for
nonresidenual construction declined in January and
February. Inventories in most industries looked to be
fairly well aligned with sales in recent months, although
motor vehicle stocks were sall relanvely lean.

Dara for federal government spending in recent
months indicated thar real defense expenditures rose
modestly in the ficst quarter. Real state and local gov-
ernment purchases appeared to be about flat last quar-
ter, as the payrolls of these governments edged up in
the first quarter and their nominal construction spend-
ing declined slightly, on net, in January and February.

The US. international trade deficit narrowed in Febru-
ary as exports rose and imports fell. The export gains
were concentrated in services. FHxports of goods de-
clined largely because of a decrease in exports of auto-
motve products. The drop in imports reflected signifi-
cant declines in imports of petroleum products, auto-

mouve products, capital goods, and consumer goods.
Imports from China were especially weak, which may
in part reflect seasonal adjustment issues related to the
timing of the Chinese New Year,

Overall U.S. consumer prices, as measured by the PCE
price index, rose at a somewhat faster rate in February
than in the preceding six months. In March, prices
measured by the consumer price index increased at that
same faster pace. Consumer energy prices climbed
markedly in February and March, although survey data
indicated that gasoline prices stepped down in the first
half of April. Meanwhile, increases in consumer food
prices were relatuvely subdued in recent months. Con-
sumer prices excluding food and encrgy rose moderate-
lvin February and March. Near-term inflation expecta-
tions from the Thomson Reuters/University of Michi-
gan Surveys of Consumers increased in March but then
fell back in carly Apnl, while longer-term inflatdon ex-
pectations in the survey remained stable.

Available measures of labor compensation indicated
that nominal wage gains continued to be muted. Aver-
age houtly earnings for all employees rose modestly in
March, and their rate of increase from 12 months earli-
er remained low.

Recent indicators suggested that foreign economuc ac-
avity improved on balance in the first quarter, but there
were important differences across economies. In the
euro area, economic indicators pointed to weakening
actdvity as financial stresses worsened, whereas in the
emerging market economues, recent data werc consis-
tent with continued expansion. Readings on foreign
inflaton eased, although they were sull relatvely high
in some T.atin American countries.

Staff Review of the Financial Situation

Broad financial market conditons changed Lttle, on
balance, since the March FOMC meeting. However,
asset prices fluctuated substantially over the period,
apparently in response to the evolving views on the
LS. and global cconomuc outlook and changing expec-
rauons regatding the future course of monetary policy.

Yields on nominal Treasury securities moved up early
in the period, reportedly as investors read incoming
information, including the March FOMC statement
and minutes along with the results of the Comprehen-
sive Capital Analysis and Review (CCAR), as suggesting
a somewhat stronger ecconomic outlook than previously
expected.  Over subsequent wecks, however, vields
drifted lower in response to disappointing economic
news and increased concerns about the strains in Eu-
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rope. On net, nominal Treasury yvields finished the
period slightly lower and measures of the expected path
for the federal funds rate derived from overnight index
swap (OIS) rates moved down.

Conditons in unsecured short-term dollar funding
markets were stable over most of the intermeeting pe-
riod despite the increase in concerns about Europe in
the latter part of the period. In secured funding mar-
kets, the overnight general collateral Treasury repur-
chase agreement rate declined for a time late in the pe-
riod, reportedly in response to the seasonal reduction in
Treasury bill issuance in April, but ended the period
roughly unchanged.

Broad U.S. stock price indexes followed the general
pattern observed across asset markets, rising early in
the period on increased investor optimism and then
falling later on, to end the period little changed on net.
Equity prices of financial institutions increased, report-
edlv as investors interpreted the first-quarter earnings
of several large banking organizations and the results of
the CCAR as better than expected. Yields and spreads
on Investment-grade corporate bonds were about un-
changed, but vields and spreads on speculative-grade
corporate bonds increased somewhat.

Businesses continued to raise substantial amounts of
funds in credit and capital matkets over recent months.
Bond issuance by financial firms picked up further in
March from the strong pace recorded in the previous
two months, Domestic nonfinancial firms’ bond is-
suance and growth in commercial and industrial (C&I)
loans were robust in the first quarter. Leveraged loan
issuance was brisk over this period as well, reportedly
supported by investor demand for newly issued collat-
cralized loan obligations as well as by intercst from
pension funds and other institutional investors. Gross
public equity issuance by nonfinancial firms staved
strong in March. In contrast, tinancial condidons in
the commercial real estate (CRE) sector remained
strained amid weak fundamentals and tght underwrit-
ing conditions, and issuance of commercial mortgage-
backed securities in the first quarter of 2012 was below
that of a year ago.

With respect to credit to houscholds, developments
over the intermeeting period were mixed. Although
mortgage rates remained near their historical lows,
mortgage refinancing activity was subdued, and condi-
uons in residental mortgage markets contnued to be
weak. By contrast, consumer credit rose at a solid pace,
on balance, in recent months; nonrevolving credit, par-
ticularly student loans, expanded. Issuance of consum-

er asset-backed securities (ABS) edged up in recent
months, supported by auto-loan ABS issuance.

Gross issuance of long-term municipal bonds was sub-
dued in the first quarter. The ratio of general obliga-
tion municipal bond yields to vields on comparable-
maturity Treasury securities was little changed over the
intermeeting period, and the average spreads on credit
default swaps for debt issued by states declined on net.

Bank credit slowed in March but expanded at a solid
pace in the first quarter as a whole. The Senior JLoan
Officer Opinion Survey on Bank Lending Practices
conducted in April indicated that, in the aggregate, do-
mestic banks eased slightly their lending standards on
core loans—C&aI, real estate, and consumer loans—and
experienced somewhat stronger demand for such loans
in the first quarter of 2012, C&I loans at domestc
banks continued to expand in March, with growth con-
centrated at large domestic banks. Banks’ holdings of
closed-end residential mortgage loans expanded, while
home equity loans and CRE loans continued to decline.
Consumer loans on banks’ books rose modesty in

March.

M2 expanded at a2 moderate pace in March, reflecting
growth in liquid deposits and currency that was only
paraally offset by declines in small time deposits and in
balances in retaill money market funds.

Financial strains within the euro area increased ovet the
intermeeting period. Spreads of vields on sovereign
Italian and Spanish debt over those on comparable-
maturity German bonds rose, amid official warnings
that Spain would miss its fiscal target for this vear and
would need to make further budget curs, as well as re-
newed concerns in the market about the prospects for
Spanish banks.  Although the spread of the three-
month euro London interbank offered rate over the
comparable OIS rate narrowed on balance over the
period, euro-area bank equity indexes dropped sharply,
driven by declines in the share prices of Spanish and
Italian banks. Five-year credit default swap premiums
rose for a broad range of euro-arca banks, especially
Spanish banks.

Against the background of these increased siresses
within the euro area, foreign equity indexes declined
and corporate credit spreads widened.  The staff’s
broad nominal index of the foreign exchange value of
the dollar was about unchanged over the intermeetng
period as the dollar appreciated against most emerging
market currencies but depreciated moderately against
the ven and sterling. Amid some volatiliry, vields on
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benchmark sovereign bonds for Germany and Japan
ended the period somewhat lower. Monetary policy
abroad remained generally accommodative.

The total outstanding amount on the Federal Reserve’s
dollar liquidity swap lines declined to $32 billion, down
from S65 billion at the time of the March FOMC meet-
ing; demand for dollars fell at the lending operations of
the European Central Bank, the Bank of Japan, and the
Swiss Nauonal Bank.

Staff Economic Outlook

In the economic forecast prepared foy the April FOMC
meeting, the staff revised up slighty its near-term pro-
jection for real gross domestic product (GDP) growth,
reflecting that the unemployment rate was a litde lower,
the level of overall pavroll emplovment a bit higher,
and consumer spending noticeably stronger than the
staff had expected at the time of the previous forecast.
However, the staff’s medium-term projection for real
GDP growth in the April forecast was littde changed
from the one presented in March. The staff continued
to project that real GDP would accelerate gradually
through 2014, supported by accommodative monetary
policy, further improvements in credit avatlabiliry, and
rising consumer and business sentument. Increases in
economic acuvity were expected to be sufficient to de-
crease the wide margin of slack in the labor market
slowly over the projecton period, but the unemploy-
ment rate was antcipated to sdll be ¢elevated at the end
of 2014.

The staff’s forecast for inflaton over the projection
period was just a bit above the forecast prepared for
the March FOMC mecting, reflecting somewhat high-
er-than-expected dara on core consumer prices and a
slightly narrower margin of economic slack than in the
March forecast. However, with the pass-through of the
recent run-up in crude oil prices into consumer energy
prices seen as nearly complete, oil prices expected to
edge lower from current levels, substantial resource
slack persisung over the projection period, and stable
long-run inflation expectations, the staff conunued to
forecast that infladon would be subdued through 2014.

Participants’ Views on Current Conditions and the
Economic Qutlook

In conjuncton with this FOMC meeting, meeting par-
ticipants—the five members of the Board of Gover-
nors and the presidents of the 12 Federal Reserve
Banks, all of whom partcipate in the deliberations of
the FOMC—submitted their assessments of real out-
put growth, the unemployment rate, inflation, and the
target federal funds ratc for each vear from 2012

through 2014 and over the longer run, under each par-
ticipant’s judgment of appropriate monetary policy.
The longer-run projections represent each participant’s
assessment of the rate to which each variable would be
expected to converge, over time, under appropriate
monetary policy and in the absence of further shocks
to the economy. These economic projections and poli-
cy assessments are described in more detail in the
Summary of Economic Projections (SEP), which is
attached as an addendum to these minutes.

In their discussion of the economic situation and out-
look, meeting partcipants agreed that the informaton
received since the Committee’s previous meeting sug-
gested that the economy contnued to expand mod-
erately. Labor marker condidons improved in recent
months. So far this year, payroll employment had ex-
panded at a faster pace than last year and the unem-
ployment rate had declined further, although it re-
mained elevated. Household spending and business
fixed investment continued to expand. There were
signs of improvement in the housing sector, but from a
very low level of actviry. Despite some volatility in
financial markets over the intermeeting period, financial
conditions in U.S. markets continued to improve; bank
credit qualiry and Joan demand both increased. Mainly
reflecting the increase in the prices of crude oil and
gasoline earlier this vear, inflation had picked up some-
what.  However, longer-term infladon expectations
remained stable.

Participants’ assessments of the economic oudook were
litde changed, with the intermeeting information gener-
ally seen as suggesting that economic growth would
remain moderate over coming quarters and then pick
up gradually. Reflecting the moderate pace of econom-
ic growth, most anticipated a gradual decline in the un-
employment rate. The incoming information led some
participants to become more confident about the dura-
bility of the recovery. However, others thought it was
premature to infer a stronger underlving trend from the
recent positive indicators, since those readings may
partiallv reflect the effects of the mild winter weather
or other temporary influences. A number of factors
continued to be seen as likely lmitng the ¢conomic
expanston to a moderate pace in the near term; these
included slow growth in some foreign economies,
prospective fiscal tightening in the United States, slow
household income growth, and—notwithstanding
some recent signs of improvement—ongoing weakness
in the housing market. Participants continued to ex-
pect most of the factors restraining economic expan-
sion to ease over time and so antcipated that the re-
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covery would gradually gain strength. The strains in
global financial markets, though generally less pro-
nounced than last fall, continued to pose a significant
risk to the autook, and the possibility of a sharp fiscal
tightening in the United States was also considered a
sizable risk. Most participants anticipated that inflation
would fall back from recent clevated levels as the ef-
fects of higher energy prices waned, and still expected
that inflation subsequently would run at or below the
2 percent rate that the Committee judges to be most
consistent with its statutory mandate, However, other
participants saw upside risks to the inflacon oudook
given the recent pickup in inflaton and the highly ac-
commodative stance of monetary policy.

In discussing the household sector, meeting partici-
pants generally noted that consumer spending contn-
ued to expand moderately, notwithstanding high gaso-
line prices. The recent strengthening in the pace of
light motor vehicle sales was attributed to both pent-up
demand and the desire for increased fuel efficiency in
the wake of higher gasoline prices. Looking forward,
increases in household wealth from the rise in equity
prices, improving consumer sentiment, and a diminish-
ing drag from household deleveraging were seen as
helping to support continued increases In household
expenditures, notwithstanding sluggish growth in real
disposable income and restricdve fiscal policies,

Recent housing-sector indicators, including sales and
starts, suggested some upward movement, but some
participants saw the improvement as likely related to
unusually warm winter weather in much of the county.
Overall, the level of acuvity in the sector remained de-
pressed. House prices appeared to be stabilizing but
had not vet begun to rise in most markets. Most partic-
ipants antcipated that the housing sector was likely to
recover only slowly over ume, but a few were more
optimistic about the potential for a more rapid housing
recovery given reports of stronger demand in some
regions and of improved sendment among builders, as
well as signs that recent changes to the Home Afforda-
ble Refinance Program were contributing to the refi-
nancing of performing high loan-to-value mortgages.

Reports from business contacts indicated that acdvity
in the manufacturing, energy, and agriculture sectors
continued to advancc in recent months. Auto produc-
tion had picked up in light of strengthening demand.
Business contacts suggesiwed that sentument was im-
proving, but many firms remained somewhat cautious
in theit hiring and investment decisions, with most cap-
ital investment being undertaken to improve productiv-

ity or gain market share rather than to expand capacity.
Reportedly, this caution reflected in part continued
uncertainty about the strength and durability of the
economic recovery, as well as about government poli-
cies.

Participants expected that the government sector
would be a drag on economic growth over coming
quarters. They generally saw the U.S. fiscal situation
also as a risk to the economic outlook; if agreement is
not reached on a plan for the federal budget, a sharp
fiscal dghtening could occur at the start of 2013, Sev-
eral partcipants indicated that uncertainty about the
trajectory of future fiscal policy could lead businesses
to defer hinng and investment. It was noted that
agreement on a longer-term plan to address the coun-
try’s fiscal challenges would help to alleviate uncertainty
and consequent negative effects on consumer and
business sentiment.

Exports have supported U.S. growth so far this year;
however, some participants noted risks to the export
picture from economic weakness in Europe or from a
more significant slowdown in the pace of expansion in
China and emerging Asia.

Labor market conditons continued to improve, al-
though unusually warm weather may have inflated pay-
roll job figures somewhat earlier this year. Contacts in
some parts of the country said that highly qualified
workers were in short supply; overall, however, wage
pressures had been limited so far. The decline in labor
force participation, which has been sharpest for voung-
er workers, has been a factor in the nearly 1 percentage
point decline in the unemployment rate sincc last Auo-
gust, a drop that was Jarger than would have been pre-
dicted from the historical relationship between real
GDP growth and changes 1n the unemployment rate.
Assessing the extent to which the changes in labor
force participation reflect cyclical factors that will be
reversed once the recovery picks up, as opposed to
changes in the trend rate of partcipation, was seen as
important for understanding unemployment dynamics
going forward. One participant cited research suggest-
ing that about half of the decline in labor force partici-
pation had reflected cyclical factors, and thus, as partic-
ipation picks up, unemployment may decline more
slowly in coming quarters compared with the recent
pace. Another posited that the strength in pavroll job
growth in recent months may be a one-time reaction to
the sharp layoffs in 2008 and 2009 and that future job
gains may be somewhat weaker unless the pace of eco-
nomic growth increases. Participants cxpressed a range
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of views on the extent to which the unemployment rate
was being boosted by structural factors such as mis-
matches between the skills of unemploved workers and
those being demanded by hiring firms. A few partici-
pants acknowledged there could be strucrural factors at
work, but said that in their view, slack remained high
and weak aggregate demand was the major reason that
unemplovment was still elevated. Two noted the pos-
sibility that sustained high levels of long-term unem-
plovment could result in higher structural unemploy-
ment, an outcome that might be forestalled by in-
cveased aggregate demand. A few participants noted
that current measures of labor market slack would be
overstated 1f structural factors accounted for a large
portion of the current high levels of unemployment.
As a result, such measures might be an unreliable guide
as to how close the economy was to maximum em-
plovment. These participants pointed out that, over
time, estimates of the potential level of output have
declined, reducing, as a consequence, estimates of the
level of economic slack. Some participants cited the
recent rise in infladon, abstracting from the direct ef-
fect of the se in energy prices, as supportve of the
view that the level of slack was lower than some be-
lieve,

Participants judged that, in general, conditons in do-
mestic credit markets had continued to improve since
the March FOMC meeting. Bank credit quality and
consumer and business loan demand were increasing,
although commercial and residental real estate lending
remained relatively weak. U.S. equity prices had risen
early in the intermeeting period but subsequently de-
clined, ending the period little changed on net; invest-
ment-grade corporate bond vields were flat ro down
slightlv and remained at very low levels. Many U.S.
financial insntudons had been taking steps to bolster
their resiliency, including increasing capiral levels and
Uquidity buffers, and reducing their European expo-
sures. s\ few partcipants indicated that they were see-
ing signs that very low interest rates might be inducing
some investors to take on imprudent risks in the search
for higher nominal returns. In contrast to improved
conditons in domestic credit markets, investors’ con-
cerns about the sovereign debt and banking situation in
the euro area intensified during the intermeetng pe-
riod. Some participants said they thought the policy
actions taken in Europe would most likely ease stress in
financial markets, but some expressed the view that a
longer-term solution to the banking and fiscal problems
in the curc area would require substandal further ad-
justment in the banking and public sectors. Partici-

pants expected that global financial markets would re-
main focused on the evolving situation in Europe.

Readings on consumer price inflation had picked up
somewhat mainly because of increases in oil and gaso-
line prices earlier in the year. In recent weeks, oil prices
had begun to fall and readings from the oil futures
market suggested this may continue; non-energy com-
modity prices had remained relativelv stable. Several
participants noted that increases in labor costs contin-
ued to be subdued. With longer-run inflation expecta-
dons well anchored and the unemployment rate ele-
vated, most participants anticipated that after the tem-
porary effect of the rise in oil and gasoline prices had
run its course, inflation would be at or below the 2 per-
cent rate that the Committee judges to be most consis-
tent with its mandate. Overall, most participants
vicwed the risks to their infladon outook as bcing
roughly balanced. Howecver, somc participants saw a
risk that inflation pressures could increase as the ex-
pansion continued; they pointed to the fact that infla-
tion was currenty above target and were skeptical of
models that relv on economic slack to forecast inflation
partly because of the difficulty in measuring slack, es-
pecially in real time. These participants were concerned
that maintaining the current highly accommodative
stance of monetary policy over the medium run could
crode the stability of inflation expectations and risk
higher inflation. In this regard, one participant noted
the potential risks and costs associated with additional
balance sheet actions.

In their discussion of the economic outlook and policy,
some participants noted the potendal usefulness of
simple monetary policy rules, of the type the Commit-
tee regularly reviews, as guides for monetary policy de-
cisionmaking and for external communications about
policy. These participants suggested that because such
rules give an indication of how policy should systemati-
cally respond to changes in economic conditions they
might help clarify the relationship between appropriate
monctary policy and the evoluton of the economic
outlook. While acknowledging that there could be dif-
ferences across participants in the tvpe of rules they
might favor—for example, one participant expressed a
preference for rules based on growth rates rather than
output gaps because of measurement issues—a few
participants indicated that the likely degree of commo-
nality across participants was suggestive that tus mught
be a promising approach to explore. However, a few
other participants were more skeptical.  One thought
that, while prescriptions from rules nught provide use-
ful benchmarks, applving the rules mechanically and
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with litde thought about the embedded assumptons
would be counterproductive.  Another participant
questionied the value of interest rate rules when the
policy rate is constrained bv the zero lower bound on
nominal interest rates and unconventional policy op-
tions arc being used, but others indicated they believed
the rules could be appropriately adjusted to account for
these factors. Interest was expressed in examining the
usefulness of simple policy rules in a more normal en-
vironment, as well as in the current environment in
which the policy rate is at the zero lower bound and
large-scale asset purchases and the maturity extension
program have been implemented. Parucipants planned
to discuss further, at a future meedng, the potential
mcrits and drawbacks of using simplc rules as guides to
monetary policy decistonmaking and for communica-
tons.

Committee Policy Action

Members viewed the informaton on U.S. economic
acuvity received over the intermeeting period as sug-
gesting that the economy had been expanding mod-
erately and generally agreed that the economic outlook
was broadly similar to that at the time of their March
meeting. Labor market conditions had improved in
recent months, and the unemployment rate had fallen,
but almost all of the members saw the unemployment
rate as still elevated relauve to levels that they viewed as
consistent with the Committec’s mandate. Growth was
expected to be moderate over coming quarters and
then to pick up over ume. Members cxpected the un-
employment rate to decline gradually. Strains in global
financial markets stemming from the sovereign debt
and banking situauon in Europe conunued to pose sig-
nificant downside risks to economic acuvity both here
and abroad. The possibilies that U.S. fiscal policy
would be more contractonary than anticipated and that
uncertainty about fiscal policy could lead to a deferral
of hiring and investment were other downside risks.
Recent readings indicated that inflation remained above
the Committee’s 2 percent longer-run target, primarily
reflecting the increase in o1l and gasoline prices seen
carlier in the vear. With longer-term inflation cxpecta-
tons stable, most members antcipated that the in-
crease in inflation would prove temporary and that
subsequently inflation would run at or below the rate
that the Committee judges to be most consistent with
its mandate. However, one member thought that there
were upside risks to inflauon, especially if the current
degree of highly accommodatve monetary policy were
maintained much beyond this vear.

In their discussion of monetary policy for the period
ahead, the Committee members reached the collective
judgment that it would be appropriate to maintain the
existing highly accommodative stance of monetary pol-
icy. In pargcular, the Committee agreed to keep the
target range for the federal funds rate at 0 to /4 percent,
to continue the program of extending the average ma-
turity of the Federal Reserve’s holdings of securides as
announced last September, and to retain the existing
policies regarding the reinvestment of principal pay-
ments from Federal Reserve holdings of securities.

With respect to the statement to be released following
the meeting, members agreed that only relatvely small
modifications to the first two paragraphs werce needed
to reflect the incoming economic data and the modest
changes to the economic outlook. With the economic
outook over the medium term not greatdy changed,
almost all of the members again agreed to indicate that
the Committee expects to maintain a highlv accommo-
dative stance for monetary policy and currently antic-
ipates that economic conditions—including low rates
of resource utlization and a subdued outlook for infla-
uon over the medium run—are likely to warrant excep-
tionally low levels for the federal funds rate at least
through late 2014. Most members continued to antic-
ipate that the unemployment rate would still be well
above their estimates of its longer-run level, and infla-
don would be at or below the Committee’s longer-run
objectuve, in late 2014. Some Committee members
indicated that their policy judgment reflected in part
their perception of downside risks to growth, especially
since the Committee’s ability to respond to weaker-
than-expected economic conditions would he some-
what lmited by the constraint imposed on monetary
policy when the policy rate is near the zero lower
bound. The need to compensate for a substantial pe-
niod during which the policy rate was constrained by
the zero bound was also cited by a few members as a
possible reason to maintain a very low level of the fed-
eral funds rate for a longer period than would other-
wise be the case.

While almost all of the members agreed thar the change
in the oudook over the intermeetng period was insuffi-
cient to warrant an adjustment to the Committee’s for-
ward guidance, particularly given the uncerrainty sur-
rounding economic forecasts, it was noted that the
forward guidance ts conditional on economic develop-
ments and that the date given in the statement would
be subject to revision should there be a significant
change in the economic outlook. Some members re-
called that gains in employment strengthened in early
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2010 and again in carly 2011 only to diminish as those
years progresscd; moreover, the uncertain effects of the
unusually mild winter weather were cited as making it
harder to discern the underlying trend in the economic
data. They viewed these factors as reinforcing the case
for leaving the forward guidance unchanged at this
meeting and preferred adjusdng the forward guidance
onl once they were more confident thar the medium-
term economic outlook or risks to the outlook had
changed significantly. In contrast, anothcr member
thought that the forward guidance should be more res-
ponsive to changes in economic developments; that
member suggested that the Committee would need to
determine the appropriate threshold for altering the
gudance.

The Commuttee also srated thar it will regularly review
the size and composituon of its securides holdings and
1s prepared to adjust those holdings as appropriate to
promore a srronger economic recovery in a context of
price stabilicv.  Several members indicated that addi-
tonal monctary policy accommodation could be neces-
sany if the economic recovery lost momentum or the
downside risks to the forecast became great enough.

Committee members discussed the desirability of pro-
viding mote clarity about the economic conditions that
would likely warrant maintaining the current target
range for the federal tunds rate and those that would
indicate that a change in monctary policyv was appropri-
ate, Doing so might help the public better understand
the conditionality in the Committee’s forward guidance.
The Committee also discussed the relavonship between
the Committee’s statement, which expresses the collec-
tive view of the Committee, and the policy projections
of individual participants, which are included in the
SEP.  The Chairman asked the subcommittee on
communicauons to consider possible enhancements
and refinements to the SEP that might help better clari-
fv the link between economic developments and the
Committee's view of the appropriate stance of mone-
tarv policy.

At the conclusion of the discussion, the Commirttee
voted to authorize and divect the Federal Reserve Bank
of Ncw York, until it was instructed othcrwise, to ex-
ecute transacdons in the System Account in accordance
with the following domestic policy directive:

“The Federal Open Market Committee secks
monetary and financial condittons that will
foster price stability and promote sustainable
growth in output. To further its long-run
objectives, the Committee secks conditions

in reserve markets consistent with federal
funds trading in a range from 0 to % percent.
The Committee directs the Desk to continue
the maturity extension program it began in
September to purchase, by the end of June
2012, Treasury securities with remajning ma-
rurities of approximately 6 vears to 30 vears
with a total face value of $400 billion, and to
sell Treasury securides with remaining matur-
ities of 3 vears or less with a total face value
of 3400 billion. The Committee also directs
the Desk to maintain its existing policies of
rolling over maturing Treasury securities into
new issues and of reinvesting principal pay-
ments on all agency debt and agency mort-
gage-backed securities in the System Open
Market Account in agency mortgage-backed
sccurities in order to maintain the toral face
value of domestic securities at approximately
$2.6 trilion. The Commirtee directs the
Desk to engage in dollar roll transactions as
necessary to facilitate settlement of the IFed-
eral Reserve’s agency MBS transactions. The
System Open Market Account Manager and
the Secretary will keep the Committee in-
formed of ongoing developments regarding
the Svstem’s balance sheet that could affect
the attainment over time of the Commirtee’s
objecdves of maximum employment and
price stability.”

The vote encompassed approval of the statement be-
low to be released at 12:30 p.m.:

“Information reccived since the TFederal
Open Market Committee met in March sug-
gests that the economy has been expanding
moderatelv. Labor matket condidons have
improved in recent months; the unemploy-
ment rate has declined but remains elevated.
Houschold spending and business fixed 10-
vestment have continued to advance. De-
spite some signs of improvement, the hous-
ing sector remains depressed. Inflation has
picked up somewhat, mainly reflecting higher
prices of crude ol and gasoline. However,
longer-term infladon expectations have re-
mained stable.

Consistent with its statutory mandate, the
Committee seeks to foster maximum em-
ployment and price stability. The Comrmuttee
expects economic growth to remain mod-
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erate over coming quarters then to pick up
gradually. Consequently, the Committee an-
ticipates that the unemployment rate will de-
cline gradually toward levels that it judges to
be conststent with its dual mandate. Strains
in global financial markets continue to pose
significant downside risks to the economic
outlook. The increase in oil and gasoline
prices earler this vear is expected to affect
inflanon only temporarily, and the Commut-
tee anucipates that subsequently inflation will
run at or below the rate that it judges most
consistent with its dual mandate.

To support a stronger economic recovery
and to help cnsure that inflation, over time,
is at the rate most consistent with its dual
mandate, the Committee expects to mainrain
a highly accommodative stance for monetaty
policy. In particular, the Committee decided
today to keep the target range for the federal
funds rate at 0 to 4 percent and currently
anticipates  that  economic conditions—
including low rates of resource utilization
and 2 subdued outlook tor inflation over the
medium run—are likely to warrant excep-
tionally low levels for the federal funds rate
at least through late 2014.

The Committee also decided to continue its
program to extend the average marturity of its
holdings of securites as announced in Sep-
rember,  The Committee 1S maintaining its
existing policies of rtemnvesting principal
payments from its holdings of agency debt
and agency mortgage-backed securities in
agency morigage-backed securides and of
rolling over macuring Treasurv securities at
auction. The Committee will regulariy re-
view the size and composition of its secur

ties holdings and is prepared to adjust those
holdings as appropriate to promote a strong-
cr economic recovery in a context of price

stability.”

Voting for this action: Ben Bernanke, William C.
Dudley, Elizabeth Duke, Dennis P. Lockhart, Sandra
Pianalto, Sarah Bloom Raskin, Danic! K. Tarullo, John
C. Willhams, and Janet L. Yellen.

Voting against this action: Jeffrev M. Lacker.

Mr. Lacker dissented because he did not believe that
economic conditions were likely to warrant exception-
allv low levels of the federal funds rate through late
2014. In his view, an increase in the federal funds rate
was likely to be necessary by mid-2013 to prevent the
emergence of inflationary pressures.

It was agreed that the next meeting of the Committee
would be held on Tuesday—-Wednesday, June 19-20,
2012. Because some participants had expressed a pref-
erence for the two-day format over the one-day format
for FOMC meerings, the Chairman raised the possibili-
ty of revising the FOMC meeting schedule to incorpo-
rate more two-day meetings to allow additonal ume for
discussion. The meeting adjourned at 11:10 a.m. on
April 25,2012

Notation Vote

By notation vote completed on April 2, 2012, the
Committee unanimously approved the minutes of the
FOMC meeting held on March 13, 2012.

William B. English
Secretary
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Summary of Economic Projections

In conjunction with the April 24-23, 2012, Federal
Open Marker Committee (FOMC) meeting, meeting
participants—the members of the Board of Gavernors
and the presidents of the Federal Reserve Banks, all of
whom partcipate in the deliberations of the FOMC—
submitted their assessments of real output growth, the
unemplovment rate, inflaton, and the target federal
funds rate for each vear from 2012 through 2014 and
over the longer run, under each participant’s judgment
of appropriate monctary policy.  These assessments
were based on information available at the tme of the
meeting and partcipants’ individual assumptions about
factors likelv to atfect economic outcomes. The long-
er-run projections represent each partcipant’s assess-
ment of the ratc to which each variable would be ex-
pected to converge, over ime, under appropriate mon-
etary policy and in the absence of further shocks to the
economy. “Appropriate monetary policy” 1s defined as
the furure path of policy that participants deem most
likely to foster outcomes for economic activiy and in-
flation that best satisfy their individual interpretations
of the Federal Reserve’s objectives of maximum em-
plovment and stable prices.

Overall, the assessments that FOMC partcipants sub-
mitted in April indicated that, with appropriate mone-
tarv policy, the pace of economic recovery over the
2012-14 period would likely continue to be moderate.
As depicted in figure 1, participants judged that real

gross domestic product (GDP) would rise this vear at a
rate that slightly exceeds their estimates of its longer-
run sustainable rate of increase, and then accelerate
gradually through 2014. Taking into accounr the de-
cline in the unemplovment rate since the time of the
previous Summary of Economic Projections (SEP) in
January, parucipants generally anticipated only a small
further reduction in the unemployment rate this year.
They judged thar the unemployment rate would then
gradually move lower as economic growth picks up.
Even so, parucipants generally projected that the un-
employment rate at the end of 2014 would stll be well
above their estimates of the longer-run rate of unem-
ployment that they currently view as being consistent
with the FOMC’s statutory mandate for promoting
maximum employment and price stability. Most partic-
ipants judged that inflation, as measured by the annual
change in the price index for personal consumption
expenditures (PCE), would be at or below the FOMC’s
long-run inflation objective of 2 percent under the as-
sumption of appropriate monetary policy. Core infla-
tion was generally projected to run at rates similar to
those of overall inflation.

Relative to their previous projections in january, shown
in table 1, participants revised up their projected rate of
increase in real GDP in 2012 while marking down the
pace of real growth over the next rwo vears. With the
unemployment rate having declined in recent months

Table 1. Economic projections of Tederal Reserve Board members and Federal Rescrve Bank presidents, Aprl 2012
Percent
Vaciabl Central tendency! Range?
a
e 2012 | 243 | 2014 | longerrun | 2012 2013 | 2014 | Longerrun

Change in real GDP. ... .. 24029 271031 31to 3.0 2310 2.6 2.1 to 3.0 241038 2910 4.3 ' 22030

Januarv projecuon. ... 2210 2.7 281032 3340 1 23w 26 21030 24 w038 28w 43 2030
Unemplovment rate. . . ... 7.8 0 8.0 73m;m 77 67074 1 521060 7.8t0 82 700 8.1 631077 ' 491060

Januan projection. ... 1 8210 8.5 T4 o 8.1 67076 + 52w 6.0 7.81t0 8.0 7.0 1082 63w 77 1 30060
PCE infladon. ... ....... 1.9t 2.0 1.6 10 2.0 1.7 10 2.0 : 20 1.8t02.3 153w2.] L3w?22 . 2.0

Januacy projecdon. ... L.4ro 1.8 l4 w20 1.6w?20 2.0 13025 141023 o2 2.0
Core PCE infladon3. .. ... 1.8 r0 2.0 1.7 2.0 181020 ! 1.7 10 2.0 160 2.1 17w 22 ;

Tanuary projection. . . J 1.5t 1.8 1.5 2.0 16020 1.3t020 140 2.0 141020

NOTE: Projections of change in real gross domes:
vious vear to the fourrh quarter of the vear indicared.
for personal consumption expendatuces ‘PCEH and e

ic producr {GDP) and projecuons for both measures of infladon are from the fourth quarter of the pre-

PCE infion and core PCE infladon are the percentage rates of change in, respecuvely, the price indes
p £ ! 3

price index for PCE excluding food and energe. Projections for the unemplovmenr rawe are for the aver-

age civdian unemplovment rate in tae founth quarter of the vear indicated.  Cach pardeipant’s projecuons are based on his or here assessment of appropnate
monctary policy. Longcr-run projecuons represent wach particinant’s assessment of the rate to which cach variable would be expected 1o converge under ap-
propriate monetary policy and it the absence of furliee shocks to the economy. The Januare projectons were made 1in conjunction with the mecting of the
Federal Open Marke Commiiee on January 24023, 2012,

. The cenrral tendener excludes he three highesr o three lowes projections for cach variable in cach vear.

1
2. The range fora varial
3

- Longer-run projecnsims tor core PCE intlaton are not collected.

¢ ina given vear includes al' participants’ projections, from lowest wo highest, for that variable ia that year.


http:centr.ll
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by more than partcipants had antcipated in the pre-
vious SEP, they generally lowered their projections for
the level of the unemplovment rate over coming vears.
Participants™ expectations for both the longer-run rate
of increase in real GDP and the longer-run unemploy-
ment rate were little changed from January. Their pro-
jection for the ratc of infladon in 2012 moved up since
January, reportedly in light of the recent increases in
the prices of crude oil and gasoline, with much smaller
increases in their projectdons for 2013 and 2014, The
range and central tendency of the projections of longer-
run inflation remained equal to 2 percent.

As shown in figure 2, most participants judged that
highly accommodative monetary policy was likelv to be
warranted over comung \cars to promote a stronger
economuc recovery in the context of price stability. In
partcular, with inflaton generally projected to be sub-
dued over the projection period and the unemployment
rate elevated, 11 partcipants thought that 1t would be
appropriate for the first increase in the target federal
funds rate to occur during 2014 or later, the same
number as in the January SEP (upper panel). However,
in contrast to their assessments in January, none of the
participants indicated that 2016 was the appropriate
vear to first increase the target federal funds rate. The
remaining 6 participants judged that it would be appro-
priate to raise the federal funds rate in 2012 or 2013 in
order to avoid a buildup of infladgonary pressures or the
creation of imbalances in the financial system. Each
parucipant’s individual assessment of the appropriatc
year-end level of the target federal funds rate over the
projection period was substanually below his or her
projection of the longer-run level of the federal funds
rate (lower panel). In addition, 9 parncipants placed
the target federal funds tate at 1 percent or lower at the
end of 2014,

All participants indicated that they expected the Federal
Reserve’s balance sheet would be normalized in a man-
ner consistent with the principles that the FOMC
agreed on at its June 2011 meeting, with the date that
participants gave for the onsct of the normalization
process dependent on their expected timing of the first
increase in the target federal funds rate. One partici-
pant reported that appropriate policy would 1nclude
additional balance sheet actions in the near term to
miugate downside risks to economic growth.

Most participants judged the level of uncertainty asso-
ciated with their projections for real acuvity, the unem-
ployment rate, and inflagon to be unusually high rela-
tve to historical norms, although the number of partic-

ipants doing so declined somewhat since the January
SEP. About half of the participants now see the risks
to real GDP growth as weighted to the downside and
those to the unemployment rate as weighted to the up-
side, also down somewhat from the previous SEP. As
in January, a majority of participants viewed the tisks to
their inflation projections as broadly balanced.

The Outlook for Economic Activity

Under appropriate monetary policy, participants con-
tnued to judge that the economy would expand ar a
moderate pace over the projection period. The central
tendency of participants’ projections for the change in
real GDP growth in 2012 was 2.4 to 2.9 percent, a bit
higher than in January. Growth at this rate would be a
noticeable pickup from the pace of expansion in 2011
and a lirdle above most participants’ assessments of
trend growth over the longer run.  Most participants
characterized the incomung data on consumer spend-
ing—especially for motor vehicles—as being at least
somewhat stronger than had been anucipated in Janu-
ary, and several also pointed to some ecncouraging signs
in recent readings on housing activity. A few partici-
pants indicated they had seen some improvements in
household and business confidence. Participants pro-
jected that real GDP growth would pick up gradually
over the 2013-14 period. Economic growth would be
supported by monetary policy accommodation as well
as some gradual improvements in credit conditions, the
housing sector, and household balance sheets. The
central tendencies of participants’ projections of real
growth in 2013 and 2014 were 2.7 w 3.1 percent and
3.1 to 3.6 percent, respectvely, down somewhat from
the central tendencies of the January projections. The
central tendency of participants’ projectons for the
longer-run rate of increase of real GDP was 2.3 to
2.6 percent, unchanged from Januarr.

Participants cited several factors that would likely con-
tinue to restrain the pace of economic expansion over
the projection period. In particular, tighter fiscal policy
seermed likely to impart a significant drag on economic
acuvity for a ume. Moreover, uncertainty about the
fiscal environment could hold back both household
spending on durable goods and business capital ex-
penditures.  In addivon, some participants noted that
the recent stronger data might reflect temporary fac-
tors. For example, the pace of consumer spending was
seen as likely to fall back some and be more in line with
that of disposable personal income, and federal outlays
were not expected to continue at their recent pace.
Moreover, a couple of participants also pointed to the
unseasonable warm winter weather as a possible con-
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tributor to the more favorable tone to the recent in-
comuny data.

Most participants marked down their projections for
the rate of unemployment over the projection period.
The unemployment rate had declined from 8.7 percent,
on average, in the final quarter of Jast vear to 8.2 per-
cent at the end of the first quarter of 2012, more than
most participants anticipated when they prepared their
January projectons.  With rea] GDP expected to in-
crease at a moderate pace, the unemployment rate was
projected to dechine only a bit further tais vear, with the
central tendency of participants’ forecasts at 7.8 to
8.0 percent at vear-end. Participants projected that in
2013 and 2014. the pickup in the pace of the expansion
would be accompanied by a further gradual improve-
ment in labor market conditons. The central tendency
of participants’ forecasts for the unemployment rate
was 7.3 to 7.7 percent at the end of 2013 and 6.7 to
7.4 percent at the end of 2014, The central tendency of
partcipants’ estimates of the longer-run normal rate of
unemployment that would prevail in the absence of
further shocks to the economv was 5.2 to 6.0 percent,
unchanged from january. Most participants anticipated
that five ot six vears would be required to close the gap
between the current unemployment rate and their esti-
mates of the longer-run rare, although a few anticipated
that less time would be needed.

The diversity of participants’ projections for real GDP
growth and the unemplovment rate over the next three
years and over the longer run is depicted in figures 3.A
and 3.B. The dispersion in these projecuons reflects
differences in participants’ assessments of many fac-
tors, including appropriate monetary policy and its ef-
fects on the cconomy, the underlying momentum 1n
economic activity, the likely evolution of credit and
financial market condinons, the prospective path for
US. fiscal policy, the effects of the European situaton,
and the extent to which current dislocations in the la-
bor market were structural versus cyvelical. Given the
decline in the rate of unemployment in the first quarter,
the distribution of participants’ projections of this vari-
able for the fourth quarter of 2012 shifted noticeably
lower, and the range of these projections became con-
siderably narrower, relative to the January assessments.
The distributons of the unemplovment rate projections
for 2013 and 2014 exhibited less pronounced shitts
roward lower rates. Partcipants made only minor ad-
justments to their projecdons of the rates of output
growth and unemployment over the longer run, leaving
the dispersions of their projecuons for both little
changed. As in January, the dispersion of estimates for

the longer-run rate of output growth is fairly narrow,
with only one participant’s estimate outside of a range
of 2.2 to 2.7 percent. By comparison, participants’
views about the level to which the unemployment rate
would converge in the longer run are more diverse,
reflecting, among other things, different views on the
outlook for labor supply and the structure of the labor
market.

The Outlook for Inflation

Participants’ views about the outlook for inflation gen-
erally firmed a litde since January. In particular, a ma-
jotity of participants indicated that the incoming read-
ings on inflaton, especially for the prices of crude oil
and gasoline, were a little higher than had been antic-
ipated. Nonetheless, assuming no further shocks, most
participants judged that both headline and core infla-
non would remain subdued over the 201214 period,
running at rates at or below the FOMC’s longer-run
objectve of 2 percent under the assumption of appro-
priate monetary policy. Participants pointed to several
factors that would help restrain inflaton pressusres over
the projection pertod, including expected dechines in
commodity prices, modest increases tn business costs,
and the ongoing stability of inflation expectations.
Specifically, the central tendency of participants’ projec-
tions for inflaton, as measured by the PCE price index,
moved up in 2012 to 1.9 to 2.0 percent, and it edged up
in 2013 and 2014 to 1.6 to 2.0 percent and 1.7 to
2.0 percent, respectively; the central rendencies of the
forecasts for core PCE inflation were very close to
those for the total measure. Participants indicated that
it would take about five or six vears, or less, for infla-
ton to converge to its longer-run level.

Information about the diversity of participants’ views
regarding the outlook for inflation is provided in fig-
ures 3.C and 3.D. Relative to the assessments that were
compiled in January and reflecting the recent incoming
data, the projections for inflation shifred higher in 2012
and exhibited 2 noticcably narrower range. The disper-
sion of inflation projections also narrowed in 2013,
although to a lesser degree, and was little changed in
2014. In general, the dispersion of views on the out-
lock for inflawon over the projection period
represented differences in judgments regarding a range
of issues, including the current degree of slack in re-
source utilizaton and the extent to which such slack
influences inflation and inflation expecrations. In addi-
ton, pardcipants differed in their estumates of how the
stance of monetary policy would influcnce inflation
expectatons.
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Appropriate Monetary Policy

About half of the participants judged that exceptionally
low levels of the federal funds rate would remain ap-
propriate at least until late 2014, In parricular, seven
participants viewed appropriate policy firming as com-
mencing during 2014, while four others judged that the
first increase in the target federal funds rate would not
be warranted until 2015. Nine participants anticipated
that the appropriate federal funds rate at the end of
2014 would be 1 percent or Jower. Those who saw the
first increase occurring in 2015 anucipated that the fed-
eral funds rate would be either 1 percent or 1%2 percent
at the end of that vear. In contrast, six participants
judged that an increase in the target federal funds rate
would be appropriate in 2012 or 2013, and those partic-
ipants andcipated that the target rate would need to be
increased to around 2 to 2% percent by the end of
2014. All pardcipants reported levels for the appropri-
ate rtarget federal funds rate atr the end of 2014 that
were well below their estimates of the level expected to
prevall in the longer run. Parucipants’ esumates of the
longer-run rarget tederal funds rate ranged from 3%2 to
42 percent, tetlecting the Committee’s inflaton objec-
tive of 2 percent and partcipants’ individual judgments
about the longer-run equilibrium level of the real feder-
al funds rate.

Several kev factors informed participants’ individual
expectations about the appropriate setting for monetary
policy, including their assessments of the maximum
level of employment, the Committee’s longer-run infla-
ton objective, the extent o which current conditions
had deviated from these mandate-consistent levels and
why the deviatons had arisen, and their projections of
the likely tme periods required to return employment
and inflauon to levels they judge to be most consistent
with the Committee's mandate. Several participants
commented that their assessments took into account
the risks and uncertainties associated with their out-
looks for economic actvity and intlation, and one
puinted specifically to the potential effects of a pro-
tracted period of very low interest rares on financial
stabtlity.  Participants also nc-ed that because the ap-
propriate stance of monetary policy depends impor-
tandy on the evolution of real acuvity and inflation
over ume, their assessments of the appropriate furure
path of the tederal tunds rate would change if econom-
ic conditions were to evolve 1n an unexpected manner,

Participants also provided qualitative information on
their views regarding the appropriate path of the Fed-
eral Reserve’s balance sheet.  All participants expect
that the Committee would carry out th.c normalization

of the balance sheet according to the principles ap-
proved at the fune 2011 FOMC meeting. That is, prior
to the first increase in the federal funds rate, the Com-
mittee would likely cease reinvesting some or all prin-
cipal payments on sccurities in the System Open Mar-
ket Account (SOMA), and it would likely begin sales of
agency securities from the SOMA sometme after the
first rate increase, aiming to eliminate the SOMA’s
holdings of agency securides over a period of three to
five vears. In general, the participants linked their pre-
ferred start dates fot the normalization process to their
views for the appropriate timing for the first increase in
the target federal funds rate. Two participants judged
that once begun, asset sales should proceed reladvely
quickly, while one pardcipant’s assessment of appropri-
atc monetary policy incorporated an cxpansion of the
marturity extension program in the near term. In addi-
don, some participants indicated that they remained
open to considering additional policy-related adjust-
ments to the balance sheet if the economic outook
deteriorated.

The distribution of participants’ judgments regarding
the appropriate level of the target federal funds rate at
the end of each calendar vear from 2012 to 2014 and
over the longer run is presented in figure 3.E. Partici-
pants’ views on the appropriate level of the federal
funds rate at the end of 2014 continued to be relatively
widelv dispersed, with seven participants seeing the
appropriate level of the federal funds rate at that time
as most likely to be 50 basis points or less and seven
seeing the appropriate rate as 2 percent or higher, Rel-
ative to the other participants, the group of participants
who judged that a longer period of exceptionally low
levels of the federal funds rate would be appropsiate
tended to include those who anticipated a somewhat
more gradual increase in the pace of the economic ex-
pansion and a slower decline in the unemployment rate
over the projection period. Some of these participants
also mentoned their assessment that a longer period of
exceptionally low federal funds rates is appropnate
when the federal funds rate has previously been con-
strained by its effective lower bound. Tn contrast, the
six participants who judged that policy firming should
begin in 2012 or 2013 included some who projected a
somewhat faster pickup in economic actviry over the
near term. Participants seeing an eatlier increase in the
target federal funds rate tended to indicate that the
Committee would nced to begin removing policy ac-
commodation relauvely soon in order to keep inflation
at mandate-consistent levels and to hmit the risk of
undermining the Federal Reserve’s credibility and caus-
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ing a rise in inflation expectatons. Onc of these partic-
ipants also stressed the risk of distortions in the finan-
cial system from an extended period of exceptionally
low interest rates.

Uncertainty and Risks

Most participants judged that their projections for real
GDP growth and the unemplovment rate were subject
to a higher level of uncertainty than was the norm dur-
ing the previous 20 yeats (figute 4).) However, the
number teportng elevated uncertainty moved down
somewhat relatve to the January SEP. Many partici-
pants also judged the levels of uncertainty associated
with theic intlavon forecasts to be higher than the
longer-run historical norm, but such an assessment
continued to be somewhat less prevalent among partic-
ipants than was the case for uncertainty about real ac-
tvity. Several factors were said to be contributing to
the clevated level of uncertainty about the cconomic
outlook, including ongoing developments regarding the
fiscal and financial situation in Burope. Many partici-
pants also cited considerable uncertainty about U.S.
fiscal policy over coming quarters and its potenual im-
plications for economic acuvity. More broadly, partici-
pants again noted difficulties in projecting the path of
the economic rtecovery because deep recessions
brought on by severe financial crises differed impor-
tantly from most historical expericnce. In that regard,
participants contnued to be uncertain about the pace at
which credit conditions would improve and about the
prospects for rccovery in the housing scctor. In addi-
tion, participants generally saw the longcr-term outlook
for fiscal and regulatory policies as still haghly uncer-
tain.  Some parncipants also cxpressed uncertainegy
about the extent to which the labor market was under-
going structural changes. Among the sources of uncer-
tainty about the outlook for inflation were the difficul-
ties in assessing the current and prospecuve margins of
slack in resource markets and the effect of such slack
on prices. Pardcipants also cited uncertainty about the
future path of global commodity prices, which were
seen as depending on idiosyncratic supply and demand
factors as well as on global growth.

! Table 2 provides estimates of the forecast uncertainty for
the change in real GDP, the unemployment rare, and tortal
consumer price inflauon over the period from 1992 w 2011,
At the end of chis summary, the box “Forccast Uncertaingy”
discusses the sources and interpretation of uncertaingy in rhe
cconomic forecasts and explains the approach used to assess
the uncertainty and risks attending the participants’ projee-
nons.

Table 2. :\\’cmge historical Projection error ranyres
Percentage points

V'ariable 2002 | 2013 [ 2014

.
Change in real GDP ... ... 1.1 *l6 +1.7
Unemployment rate! .. ... ... +05 12 +1.7
Total consumer prices?. .. ... +0.8 1.0 +1.0

NOTI: Timor ranges shown are measured as plus or minus the root
mean squaced ceror of projections for 1992 through 2011 1hat werc
released in the spring by vanious private and government forecasters. As
described in the box “lorecast Uncertainne)” under cerrain assumptons,
there is abour 1 70 percent probabihny that actual outcomes for real
GDP, unemployment, and consumer prices will be in ranges implied by
the average size of projection cirors made in the pase. Further intorma-
ton is in David Rerfschnader and Peter Tubp (2007), “Gauging the
Unceruinge of the Feonomic Qutook from Histarical l"orecasting
Frrors,” Finance and Feonomics Discussion Series 2007-G0 {Washing-
ton: Board of Governors of the Federal Reserve System, November).

1. For defirurions, refer to peneral note in able |,

2. Measure is the overall consumer price ndey, the price measure
that has been most widcly used 1n government and private ceconomic
forccasts. Projection s percent change, foutth quarter of the previous
vear to the fourth quarte~ of the vear indicated.

Turning to the balance of risks that participants at-
rached to their economic projections, about half re-
ported that they judged the risks to their forecasts of
both real GDP growth and the unemployment rate as
broadly balanced, a few more than was the case in Jan-
uary. Nearly all of the remaining partcipants viewed
the risks to real GDP growth as weighted to the down-
side and the risks to the unemployment rate as skewed
to the upside. Parucipants identified several downside
risks to the projected pace of economic expansion, in-
cluding the fiscal and financial strains in the euro area
and the possibility of an abrupt fiscal consolidation in
the United States. In addition, some of the factors that
had restrained the U.S. recovery in recent vears could
persist for longer than currendv expected and thus
weigh on economic activiry to a greater extent going
forward than parucipants had assumed in their baseline
forecasts. In particular, some patticipants mentioned
the downside risks to consumer spending in light of
meager pains in  disposable personal income and
households’ still-weak balance sheets. Others cited the
possible damping effects of high levels of uncertainty
regarding regulatory policies on businesses’ willingness
to invest and hire. A few participants noted the risk of
another disruption in global oil markets or greater ten-
sions in the Middle East that could not only boost in-
flation but also reduce real incomes, consumer confi-
dence, and spending. Some of the participants who
judged the risks to be broadly balanced recognized
some of these downside risks to the oudook, but they
saw them as about counterbalanced by the chance that
the recent signs of improvement in labor markets and
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consumer spending could siznal the emergence of a
MOLE VIZOIOUS feCOVELY.

Most participants judged the risks to their projections
of inflation as broadlv balanced, including a few more
than held that view in January. However, a few saw the
risks as ulted to the upside, pointng to the possibilizy
of disruptons in global oil and commodity markets or
to cffects from the current stance of monetary policy.

Two of these participants indicated that the current
highly accommodative stance of monetarv policy and
the substanual liqudiry currently in the financial system
risked a pickup in inflaton to a level above the Com-
mittee’s longer-run objective, or cited the risk that un-
certainty about the Committee’s ability to effectively
remove policy accommodation when approptiate could
lead to 4 rise in inflation expectations.
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Forecast Uncertainty

The cconomic projections provided by
the members of the Board of Governors and
the presidents of the Federal Reserve Banks
inform discussions of monetary policv among
policvmakers and can aid public understand-
ing of the basis for policy actions. Consider-
able uncertainty attends these projecuons,
however. The economic and stadstcal models
and rclationships used to help produce eco-
nomic forecasts arc necessarily imperfect de-
scuptions of the real world, and the future
path of the cconomy can be affected by myr-
tad unforeseen developmeris and events.
Thus, in sctting the stance of monetary policy,
partcipants consider not onlv what appears to
be the most likely economic outcome as em-
bodied in their projections, but also the range
of alternative possibilities, the likelihood of
their occurring, and the potenual costs to the
economy should they occur,

Table 2 summarizes the average historical
accuracy of a range of forecasts, including
thuse reported in past Monetmy Policy Repoits
and those prepared bv the Federal Rescrve
Board’s staff in advance of meeungs of the
Federal Open Markct Committee. The pro-
jection error ranges shown in the rtable il-
lustrate the considerable unceriaingy associated
with economic forecasts. For example, sup-
pose a participant projects that real gross do-
mestic product (GDP) and towal consumer
prices will rise steadily at annual rates of, re-
specavely, 3 percent and 2 percent. It the
uncertainty attending those projections is simi-
Jar to that experienced in the past and the risks
around the projections are broadh balanced,
the numbers reported in tab.c 2 would 1mply a
probability of abour T0 percent that actual
GDP would expand within 2 range of 1.9 to

4.1 percent in the current vear, 1.4 to 4.6 per-
cent in the second vear, and 1.3 to 4.7 percent
in the third year. The corresponding 70 percent
confidence intervals for overall inflation would
be 1.2 to 2.8 percent in the current vear and 1.0
to 3.0 percent in the second and third vears.

Because current conditions may differ
from those that prevailed, on average, over his-
tory, participants provide judgments as to
whether the uncertainty attached to their pro-
jections of each variable 15 greater than, smaller
than, or broadly similar to typical levels of
forecast uncertainty in the past, as shown in
table 2. Partcipants also provide judgments as
to whether the risks to their projections are
weighted to the upside, are weighted to the
downside, or are broadly balanced. That 1s,
participants judge whether each variable is
more likelv to be above or below their projec-
tions of the most likely outcome. These judg-
ments about the uncertainty and the risks at-
tending each participant’s projections are dis-
tinct from the diversity of participants’ views
about the most likelv outcomes. Forecast un-
certainty is concerned with the risks associated
with a particular projection rather than with
divergences across a number of ditferent pro-
jections.

As with real acdvity and inflation, the out-
look for the future path of the federal funds
rate is subject to considerable uncertainty. This
uncertainty arises primarily because each partic-
ipant’s assessment of the appropriate stance of
monetary policy depends importantly on the
evolution of real acdvity and inflanon over
ume. If economic conditdons evolve in an un-
expected manner, then assessments of the ap-
propriate setting of the federal funds rate
would change from that point forward.
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Pereent
Cenrral rendeney! Range? - o
Variablc
2012 [ 2013 2014 | Longer run 2012 2013 2014 [ longerrun

Change in real GDP. ... .. 241029 27tw3l 3136 1 231026 | 21to30 241038 2943 | 22w 340

January projection. .| 221027 281032 3340 1 2326 21030 241038 2843 1 2210340
Unemployment rate. . .. .. 7.8 10 80 7310 7.7 6.715 7.4 ' 5.2 10 0.0 7.8 1w 8.2 70110 8.1 631077 1 491060

January projection. ... ] 8.2t 8.5 741081 671076 : 5210060 7.8 10 8.6 7.0 82 031077 1 501060
PCFinflation. ... ... 1910240 1.6t 2.0 1.7t 2.0 : 2.0 1.8t 2.3 151t 2.1 1.5t0 2.2 : 2.0

Jaouary projecrion. ...} 1471018 1.4 10 2.0 1.6t 2.0 ! 2.0 31025 1.41023 1.5m0 2.1 2.0
Core PCF inflation®. .. . 181020 171020 181020 ! 17120 1621  17w22 |

January projection. ... ] 1.5t 1.8 1510 2.0 161020 | 1.3166 2.0 1.4 0 2.0 l.4w 2.0

Nt Projections of change in real gross domestic product (GDPY aad projections for both mecasures of Rcior are from the fourth quarier of the .-
vious year to the tonrth quarter of the vear indicared. PCR mParon and core PCE intlation are the pereess seeanos af e aowcing respectivaly, Jhene i
for personal camumprion expendirures (PCE) and the price mdex ror PCL excluding food and energy. Projestons for the unemployment rare L c e e auer
age civilun unemployment rate in the fourth quarter of e sear inan wed. Fach parricipant’s projecinns e based onhis or qer assessmers obepy e i
nonetary policy. Tonger-run projections represent cack participan:’s ssessment of the rate 1o which cachvar ole emind be expecred o comvors mlo: ap
proprate monctary pohey and in the absence of further ~hocks o the ceonomie The Jamars projection were made i corpmenon withe the e i el e
Federal Open Murker Committee on January 2425, 2012,

FoThe cenren nendeney exeliedes e thiree el sl T c e o proeetioes toreach vt o
2. TMe mange for avanable in a given year meovedos b permopants” projecdons, trony lowest ro b, Tor thar variable in thar car,
3. Tonger run projections for core PCF inflation are not coller red,
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Explanation of Economic Projections Charts

The charts show actual values and projections for three economic variables,
based on FOMC participants’ individual assessments of appropriate monetary
policy:
® Change in Real Gross Domestic Product (GDP)—as measured from the
fourth quarter of the previous year to the fourth quarter of the year
indicated, with values plotted at the end of each year.

® Unemployment Rate-—the average civilian unemplovment rate in the
fourth quarter of each yvear, with values plotted at the end of each year.

* PCE Inflauon—as measured by the change in the personal consumption
expenditures (PCE) price index from the fourth quarter of the previous

vear to the fourth quarter of the year indicated, with values plotted at the
end of each year.

Information for these variables is shown for each year from 2007 to 2014, and
for the longer run.

The solid line, labeled “Actual,” shows the historical values for each variable.

The Lghtly shaded areas represent the ranges of the projections of
policymakers. The bottom of the range for each variable is the lowest of all of
the projections for that year or period. Likewise, the top of the range is the
highest of all of the projections for that year or period.

The dark shaded areas represent the central tendency, which is a narrower
version of the range that excludes the three highest and three lowest
projections for each variable in each vear or period.

The longer-run projections, which are shown on the far right side of the charts,
are the rates of growth, unemployment, and inflation to which a policymaker
expects the economy -0 converge over time—maybe 1n five or six years—in
the absence of further shocks and under appropriate monetary policy. Because
approptiate monetary policy, by definition, 1s aimed at achieving the Federal
Reserve’s dual mandate of maximum employment and price stability in the
longer run, policymak« s’ longer-run projections for economic growth and
unemployment may L interpreted, respectively, as estimates of the economy’s
normal or trend rate ¢t growth and its normal unemployment rate over the
longer run. The lonper-run projection shown for inflation is the rate of
inflation judged to be most consistent with the Federal Reserve’s dual mandate.




Explanation of Policy Path Charts

These charts are based on policymakers’ assessments of the appropriate path for the
FOMC’s target federal funds rate. The target funds rate is measuted as the level of
the target rate at the end of the calendar year or in the longer run. Appropriate
moneraty policy, by definition, is the future path of policy that each participant deems
most likely to foster outcomes for economic activity and inflation that best satisfy his
or her interpretation of the Federal Reserve’s dual objectives of maximum
employment and stable prices.

e In the upper panel, the shaded bars represent the number of FOMC
participants who judge that the initial increase in the target federal funds rate
(from its current range of () to s percent) would appropriately occur in the
specified calendar year.

e In the lower panel, the dots represent individual policymakers’ assessments of
the appropriate federal funds rate target at the end of each of the next several
vears and 1n the longer run. Each dot in that chart represents one
policymaker’s projecion. Please note that for purposes of this chart the
responses atre rounded to the necarest Y percent, with the exception that all
values below 37.5 basis points are rounded to Vs percent.

These assessments of the timing of the imtial increase of the target tederal funds rate
and the path of the target “:deral funds rate are the ones that policymakers view as
compatible with their individual economic projections.
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Explanation of Economic Projections Charts

The charts show actual values and projections for three economic variables,
based on FOMC participants’ individual assessments of appropriate monetary
policy:
¢ Change in Real Gross Domestic Product (GDP)—as measured from the
fourth quarter of the previous year to the fourth quarter of the vear
indicated, with values plotted at the end of each year.
¢ Unemplovment Rate—the average civilian unemplovment rate in the
fourth quarter of each year, with values plotted at the end of each year.

¢ PCE Inflaton—as measured by the change in the personal consumption
expenditures (PCE) price index from the fourth quarter of the previous
vear to the fourth quarter of the year indicated, with values plotted at the
end of each year.

Information for these variables is shown for each year from 2007 to 2014, and
for the longer run.

The solid line, labeled “Actual,” shows the historical values for each variable.

The lightly shaded areas represent the ranges of the projections of
policymakers. The bottom of the range for each variable is the lowest of all of
the projections for that year or period. Likewise, the top of the range is the
highest of all of the projections for that year or pertod.

The dark shadcd areas represent the central tendency, which is a narrower
version of the range tinit excludes the three highest and three lowest
projections for each variable 1n each year or period.

The longer-run projcctons, which are shown on the far right side of the charts,
are the rates of growth, uaemplovment, and inflation to which a policymaker
expects the economy > converge over time—maybe in five or six years-—in
the absence of further shocks and under appropriate monetary policy. Because
appropriate monetarv policy, by definition, is aimed at achieving the Federal
Reserve’s dual mandate of maximum employment and price stability in the
longer run, policymasers’ lorrer-run projections for economic growth and
unemployront may be inerpreied, respectively, as estimates of the economy’s
normal or trend rate of growth and its normal unemployment rate over the
longer run. The longi-run projection shown for intlation is the rate of
inflation judged to be most consistent with the Federal Reserve’s dual mandate.




Explanation of Policy Path Charts

These charts are based on policymakers’ assessments of the appropriate path for the
FOMC’s target federal funds rate. The target funds rate is measured as the level of
the target rate at the end ot the calendar year or in the longer run. Appropriate
monetary policy, by definition, is the future path of policy that each participant deems
most likelv to foster outcomes for economic acuvity and inflation that best satisfy his
or her interpretation of the Federal Reserve’s dual objectives of maximum
emplovment and stable prices.

o In the upper panel, the shaded bars represent the number of FOMC
participants who jucge that the initial increase in the target federal funds rate
(from its current range of 0 to 4 percent) would appropriately occur in the
specified calendar year.

¢ In the lower panel, the dots represent individual policymakers’ assessments of
the appropriate fedcral funds rate target at the end of each of the next several
vears and 1n the longer run. lach dotin that chart represents one
policymaker’s projection. Please note that for purposes of this chart the
responses are rounded to the nearest /s percentage point, with the exception
that all values below 37.5 basis points are rounded to s percent.

These assessments f the  wing of the initial increase of the target federal funds rate
and the path of the turget tederal funds rate are the ones that policymakers view as
compatible with their indix "dual econnimic projections.









