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2. ECONOMIC ASSUMPTIONS

This chapter presents the economic forecast on which
the 2012 Budget projections are based. Because of the
long lead times required to produce the Budget estimates,
the forecast was completed in mid-November. Usually, the
economic outlook does not change significantly between
the time the forecast is developed and the release of the
Budget, but there are times when important developments
occur after the forecast is completed but before the
Budget is released. This year is one of those times. In
December, the President reached an agreement with the
Congress lowering taxes and extending unemployment
insurance benefits that improved the outlook for 2011.1
The incoming data since November have also been
stronger than anticipated. Together these factors have
caused most private forecasters to increase their near-
term projections for real economic growth substantially
and to reduce their unemployment projections compared
with their expectations in November. The Administration
would probably make similar changes were it possible to
reopen the forecast. Nevertheless, the impact on the 10-
year projections discussed in detail below would not be
great, and would mainly affect the speed with which the
economy is expected to return to its long-run potential.
The estimates for receipts and outlays would not be
greatly affected beyond the current year.

When the President took office in January 2009, the
economy was in the midst of an economic crisis. The first
order of business for the new Administration was to arrest
the rapid decline in economic activity. The President and
Congress took unprecedented actions to restore demand,
stabilize financial markets, and put people back to work.
These steps included passage of the American Recovery
and Reinvestment Act (ARRA), signed by the President
just 28 days after taking office. They also included the
Financial Stability Plan, announced in February 2009,
which encompassed wide-ranging measures to strengthen
the banking system, increase consumer and business
lending, and stem foreclosures and support the housing
market. These and a host of other actions walked the
economy back from the brink.

Production bottomed out during the spring of 2009, and
the National Bureau of Economic Research has dated the
end of the recession as June 2009. American businesses
were still shedding jobs, however, through the end of
2009. The unemployment rate reached 10.1 percent in
October 2009, and payroll employment continued to fall
until December. The year just past has seen the economy
gradually begin to recover. Over the past six quarters,
through the fourth quarter of 2010, real Gross Domestic
Product (GDP) has grown at an average rate of 3.0 percent.
Employment also began to increase in 2010, but slowly.

1 In the Budget, economic performance is discussed in terms of
calendar years. Budget figures are discussed in terms of fiscal years.

Since December 2009, 1.3 million payroll jobs have been
added in the private sector, and the unemployment rate
has fallen to 9.4 percent (as of December 2010).

The recovery that began in 2009 and continued in 2010
is projected to gain momentum in 2011 and to strengthen
further in 2012. Unfortunately, even with healthy
economic growth, unemployment is expected to be higher
than normal for several more years. The Administration
is projecting a normal recovery from the recession of 2008-
2009, but one that is somewhat drawn out because of the
lingering effects of the financial crisis. A similar pattern
of robust growth is expected by the Federal Reserve (see
the discussion below on forecast comparisons).

Recent Economic Performance

The accumulated stresses from a contracting housing
market and the resulting strains on financial markets
brought the 2001-2007 expansion to an end in December
2007. In its early stages, the 2008-2009 recession was
relatively mild, but financial conditions worsened sharply
in the fall of 2008, and from that point forward the recession
became much more severe. Before it ended, real GDP had
fallen further and the downturn had lasted longer than
during any previous post World War II recession. Looking
ahead, the likely strength of the recovery is one of the key
issues for the forecast, and the aftermath of the housing
and financial crises has an important bearing on the
expected strength of the recovery.

Housing Markets.—The economy’s contraction had
its origin in the housing market. In hindsight, it is clear
that by the early years of the previous decade housing
prices had become caught up in a speculative bubble
that finally burst. In 2006-2007, housing prices peaked,
and from 2007 through 2008, housing prices fell sharply
according to most measures.? Since 2009 the housing
market has shown signs of stabilizing. The relative price
of housing has been relatively flat since early 2009 (see
chart below), as house prices have kept up with the slow
rise in consumer prices nationally, but so far relative
housing prices have not increased, which has limited the
recovery in household wealth. During the downturn, as
prices fell, investment in housing plummeted, reducing
the rate of real GDP growth by an average of 1 percentage
point per quarter. With the stabilization of house prices
in 2009, housing investment has also begun to stabilize,
neither adding nor subtracting from real GDP growth on
average since 2009:Q2. However, housing investment has

2 There are several measures of national housing prices. Two
respected measures that attempt to correct for variations in housing
quality are the S&P/Case-Shiller Home Price Index and the Federal
Housing Finance Agency (FHFA) Purchase-Only House Price Index.
The Case-Shiller index peaked in 2006, while the FHFA index peaked
in 2007.
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Chart 2-1. Relative House Prices

Case-Shiller National Home Price Index Divided by the CPI-U Research Series
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not yet begun to make a positive contribution to growth
on a sustained basis as it has done in past expansions.

In April 2009, monthly housing starts fell to an
annual rate of just 477,000 units, the lowest level ever
recorded for this series, which dates from 1959. Housing
starts have fluctuated since then, responding to new tax
incentives for home purchase and their expiration. The
monthly data show housing starts of 529,000 in December
2010. In normal times, at least 1.5 million starts a year
are needed to accommodate the needs of an expanding
population and to replace older units indicating that there
is potential for a substantial housing rebound. A large
overhang of vacant homes must be reduced before a robust
housing recovery can become established. The foreclosure
rate in the third quarter of 2010 was 1.3 percent, which
is one of the highest since records have been kept. With
new foreclosures continuing to add to the stock of vacant
homes, housing prices and new investment are likely
to remain subdued for some time. The Administration
forecast assumes a gradual recovery in housing activity
that adds moderately to real GDP growth beginning this
year.

The Financial Crisis.—In August 2007, the United
States subprime mortgage market became the focal point
for a worldwide financial crisis. Subprime mortgages
are provided to borrowers who do not meet the standard
criteria for borrowing at the lowest prevailing interest
rate, because of low income, a poor credit history, lack
of a down payment, or other reasons. In the spring of
2007, there were over $1 trillion outstanding in such
mortgages, and because of falling house prices, many of
these mortgages were on the brink of default. As banks
and other investors lost confidence in the value of these
high-risk mortgages and the mortgage-backed securities
based on them, lending between banks froze. Non-bank
lenders also became unwilling to lend. Financial market
participants of all kinds were uncertain of the degree

2001 2006 2010

to which other participants’ balance sheets had been
contaminated. The heightened uncertainty was reflected
in unprecedented spreads between interest rates on
Treasury securities and those on various types of financial
market debt.

One especially telling differential is the spread
between the yield on short-term U.S. Treasury securities,
and the London interbank lending rate (LIBOR) which
banks trading in the London money market charge one
another for short-term lending in dollars. Historically,
this differential has been 30 or 40 basis points. In August
2007, it shot up to over 200 basis points, and it spiked
again, most dramatically, in September 2008 following the
bankruptcy of Lehman Brothers (see chart). The policy
response following the Lehman Brothers bankruptcy was
crucial in restoring confidence and limiting the financial
panic. Over the course of the following three months,
the Federal Reserve lowered its short-term interest
rate target to near zero, while creating new programs to
provide credit to markets where banks were no longer
lending. The Troubled Asset Relief Program (TARP)
provided the Treasury with the financial resources to
bolster banks’ capital position and to remove troubled
assets from banks’ balance sheets. In the spring of
2009, the Treasury and bank regulators conducted the
Supervisory Capital Assessment Program, a stress test to
determine the health of the nineteen largest U.S. banks.
The test provided more transparency for banks’ financial
positions, which reassured investors. Consequently, the
banks have been able to raise private capital, providing
further evidence that the credit crisis has eased. As these
actions were taken, the LIBOR spread narrowed sharply,
and other measures of credit risk also declined. During
2009, the spreads between Treasury yields and other
interest rates generally regained pre-crisis levels, and
they held these levels through 2010. This is the clearest
evidence that the financial crisis has abated. Although
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Chart 2-2. The One-Month LIBOR Spread over
the One-Month Treasury Yield
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financial institutions have easier access to funds, many
still remain reluctant to lend.

Negative Wealth Effects and Consumption.—
Between the third quarter of 2007 and the first quarter of
2009, the real net worth of American households declined
by 28 percent — the equivalent of one year’s GDP. A
precipitous decline in the stock market, along with falling
house prices over this period, were the main reasons for
the drop in household wealth. Since then, real wealth has
risen, but the increase through the third quarter of 2010
was only 9 percent. House prices nationally have shown
signs of stabilizing, and the stock market has partially
recovered, but real net worth remains 21 percent below
its 2007 peak level.?

3 Real wealth is computed by deflating household net worth from
the Flow-of-Funds Accounts by the CPI-U. Data are available through

Dec 122008 Dec 4 2009 Nov 26 2010

Americans havereacted to this massive loss of wealth by
saving more. The personal saving rate had been declining
since the 1980s, and it reached a low point of 1.2 percent
in the second quarter of 2005. It remained low, averaging
only 2 percent through the end of 2007, but since then,
as wealth has declined, the saving rate has increased
sharply. It rose to a temporary high point of 7.2 percent
in the second quarter of 2009, following a distribution of
special $250 payments to Social Security recipients and
the implementation of other Recovery Act provisions.
Since then, the saving rate has averaged 5.7 percent. In
the long-run, increased saving is essential for raising
future living standards. However, a sudden increase in
the desire to save implies a corresponding reduction in
consumer demand, and that fall-off in consumption had

2010:Q3.

Chart 2-3. Personal Saving Rate
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Chart 2-4. Real Business Fixed Investment
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a negative effect on the economy in the second half of
2008 and early 2009. During that period, real consumer
spending fell at an annual rate of 1.6 percent, but since
then, real consumer spending has recovered, exceeding its
peak level at the end of 2007 by the last quarter of 2010.
Continued growth in consumption is essential to a healthy
recovery, and, if income grows, increased consumption is
compatible with a higher but stable saving rate.
Investment.—Business fixed investment fell sharply
during the 2008-2009 contraction. It rose rapidly in 2010,
but even after the substantial increases in business
equipment spending over the past three quarters, real
investment remains well below its pre-recession levels
implying room for further growth (see chart above). The
cost of capital is low and American corporations at the

2006 2008 2010

end of 2010 held substantial levels of cash reserves,
which could provide funding for future investments as
the economy continues to recover. The main constraint on
business investment is poor sales expectations, which have
been dampened by the slow pace of recovery. However,
if consumption continues to expand, as it did last year,
businesses are in a good position to expand investment.
Strengthened by recently enacted tax incentives, the
outlook for investment is encouraging. Nevertheless,
the pace of future growth could prove to be uneven, as
investment tends to be volatile.

Net Exports.— Over the last decade, the U.S. trade
deficit expanded as foreign investors increased investment
in the United States. The inflow of foreign capital helped
fuel the housing bubble. The financial crisis and the

Chart 2-5. Job Gains and Losses During
Recent Recoveries

Thousands

Average Monthly Change

200
[] First Six Months of Recovery

1503 W Next Twelve Months of Recovery
100

50
1 21

i

-51

0

-50

-100

150 121

112

-51

-161

-200 - .
1991.03

2001.11

T T
2009.06

NBER Recession Trough Month



2. ECONOMIC ASSUMPTIONS

13

resulting economic downturn sharply curtailed the flow
of trade and foreign investment. In the third quarter of
2008, before the worst of the financial crisis, net exports,
as measured in the National Income Accounts, were -$764
billion, measured at an annual rate. Over the next three
quarters, the deficit in net exports was more than cut
in half, falling to -$335 billion in the second quarter of
2009. Since then, as the U.S. economy has recovered, U.S.
imports have grown and at a faster pace than U.S. exports.
Consequently, the net export balance has declined to
-$492 billion. It is unhealthy for the world economy to be
too dependent on U.S. consumption spending, so further
reductions in the U.S. trade deficit would be desirable.
The Administration’s National Export Initiative is
intended to increase U.S. exports sufficiently to reduce
worldwide trade imbalances.

The Labor Market.—The unemployment rate
peaked in the second half of 2009, and has declined only
slightly in 2010. The high rate of unemployment has had
devastating effects on American families, and the recovery
will not be real for most Americans until the job market
also turns around. Historically, when the economy grows
so does employment, and there are signs that this pattern
is repeating itself in the current recovery, albeit slowly.
In the last 20 years, there have been three recessions
in the United States. The most recent was the deepest
and longest, but the other two also produced weak labor
markets, where labor market weakness continued for
several months after the economy began to grow. Many
have feared that the current recovery would repeat that
pattern, and in the first six months following the end of
the recession in June 2009, it appeared to be doing so. But
2010 has shown a different pattern. Private employment
has grown for 12 straight months, albeit at a relatively
modest rate. The positive job growth has exceeded the job
gains following the previous two recessions.

Policy Background

Over the last 24 months, the Administration and the
Federal Reserve have taken a series of fiscal and monetary
policy actions to bring the recession to an end and expedite
the recovery. On the fiscal policy side, the passage of ARRA
was a crucial step early in the Administration. Meanwhile,
the Federal Reserve has kept its target interest rate near
zero, and it has pursued other novel measures to unfreeze
the Nation’s credit markets and bolster economic growth.
Several policy actions have been taken to help stabilize
the Nation’s financial and housing markets.

Fiscal Policy.—The Federal budget affects the
economy through many channels. For an economy coming
out of a deep recession, the most important of these is the
budget’s effect on total demand. In a slumping economy,
the level of demand is the main determinant of how much
is produced and how many workers will be employed.
Government spending on goods and services can substitute
for missing private spending while changes in taxes and
transfers can contribute to demand by enabling people to
spend more than they otherwise would. ARRA bolstered

aggregate demand in several ways which helped spark
the recovery. It increased spending on goods and services
at the Federal level; it provided assistance to State
Governments; it included large tax reductions for middle-
class families; and it extended unemployment insurance
and other benefits which have allowed people to maintain
spending at levels higher than would otherwise have been
possible.

ARRA was intended to provide a significant boost
to demand in both 2009 and 2010. So far the stimulus
has proceeded as intended. Job losses would have been
much greater without ARRA. In the first three months
of 2009, private payroll employment was falling at an
average rate of 752,000 jobs per month. By the last three
months, the rate of job loss had declined to 90,000 per
month. The private sector added jobs every month of
2010, and by the fourth quarter the economy was adding
an average of 128,000 jobs per month. It is not possible
to judge the effectiveness of a macroeconomic policy
without some idea of the alternative. Critics of ARRA
have tended to argue that the poor job market is evidence
of its ineffectiveness. However, the only way to know that
is through a macroeconomic model that can be used to
project the employment outcome under an alternative
policy. In fact, results from a range of models imply that
employment was increased by ARRA. The Council of
Economic Advisers’ (CEA) latest assessment estimates
that ARRA increased employment by between 2.7 million
and 3.7 million jobs through the third quarter of 2010, an
estimate that is in line with private forecasters.*

In 2010, the Administration continued to pursue
policies to reduce unemployment and create jobs. The
President launched the National Export Initiative, to
support new jobs in American export industries. In
March 2010, the President signed the Hiring Incentives
to Restore Employment (HIRE) Act, which provided
subsidies for firms that hired unemployed workers and
provided other incentives. In September, the President
signed the Small Business Jobs Act, which provided tax
relief and better access to credit to small businesses.
In December, the President reached agreement with
Congress to extend several expiring tax provisions and
avoid a large tax increase in 2011. The agreement also
included expanded tax incentives for business investment,
a temporary reduction in payroll taxes, and extended long-
term unemployment insurance benefits. These measures
will help support an increase in economic growth over the
course of 2011.

The economic recovery efforts have increased the
Federal budget deficit. The increase in the deficit was
the necessary response to the crisis the Administration
inherited, and it is expected to be temporary. The
2012 Budget provides a path to lower medium-term
deficits. Over the long term, deficits tend to have some
combination of two macroeconomic effects. First, they

4 The CEA “multipliers” used for these estimates are similar to those
used by the Congressional Budget Office (CBO) and private forecasters
such as Macroeconomic Advisers LL.C. See Council of Economic Advisers,
“The Economic Impact of the American Recovery and Reinvestment Act
of 2009: Fifth Quarterly Report,” November 2010.
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can raise interest rates and decrease investment, as the
Federal Government competes with private investors for
limited capital in the credit markets. Second, deficits can
increase the amount that the United States borrows from
abroad, as foreigners step in to finance U.S. consumption.
Either way, persistently large deficits reduce future
standards of living. Rising interest rates and falling
investment result in less productive American workers
and reduced incomes. If the United States borrows
more from abroad as a result of budget deficits, more of
future incomes will be mortgaged to pay back foreign
creditors. Persistent large deficits would also limit the
Government’s maneuvering room to handle future crises.
For these reasons, it is important to control the budget
deficit and maintain fiscal discipline in the long run.

Monetary Policy.—The Federal Reserve is responsible
for monetary policy. Traditionally, it has relied on a
relatively narrow range of instruments to achieve its
policy goals, but in the recent crisis the Fed has been
forced to consider a broader approach. The short-term
interest rate, the traditional tool of monetary policy, has
been close to zero since the end of 2008. Further cuts in
short-term rates are not possible, yet with unemployment
high and inflation trending down the Federal Reserve has
needed to act in novel ways to achieve its dual mandate of
stable prices and healthy economic growth. Consequently,
the Federal Reserve has created new facilities to provide
credit directly to the financial markets and has also
bought longer-term securities for its portfolio. The
Federal Reserve’s actions helped ease the credit crisis as
evidenced by a decline in the interest rate spread between
U.S. Treasuries and other securities (see Chart 2-2).

The combination of aggressive monetary and fiscal
policies helped reverse the economic downturn in 2009
and set the stage for an economic recovery in the summer
of 2009. However, following an initial burst of growth in
late 2009, the economy slowed down somewhat in 2010.
To help counter the slowdown, the Federal Reserve has

announced its plans to expand its balance sheet even
further in another round of purchases of long-term
Treasury securities. Because much of the increase in
Federal Reserve liabilities has gone into idle reserves
of banks, and because of the considerable slack in the
economy, current inflation risks remain low. However, the
Federal Reserve is prepared to reduce the assets on its
balance sheet promptly when the recovery gains strength
and the unemployment rate falls as expected in these
projections.

Financial Stabilization Policies.—Over the course
ofthelasttwenty-four months,the U.S.financial system has
been pulled back from the brink of a catastrophic collapse.
The very real danger that the system would disintegrate
in a cascade of failing institutions and collapsing asset
prices has been averted. The Administration’s Financial
Stability Plan played a key role in cleaning up and
strengthening the nation’s banking system. This plan
began with a forward-looking capital assessment exercise
for the 19 U.S. banking institutions with assets in excess
of $100 billion. This was the so-called “stress test” aimed
at determining whether these institutions had sufficient
capital to withstand stressful deterioration in economic
conditions. The resulting transparency and resolution
of uncertainty about banks’ potential losses boosted
confidence and allowed banks to raise substantial funds
in private markets and repay tens of billions of dollars
in taxpayer investments. The second component of the
Financial Stability Plan was aimed at establishing a
market for the troubled real-estate assets that were at the
center of the crisis. The plan included provisions for the
Federal Government to join private investors in buying
mortgage-backed securities. Removing these assets from
the banks’ balance sheets is a key step to restoring the
financial system to normal functioning.

The Financial Stability Plan also aimed to unfreeze
secondary markets for loans to consumers and businesses.
The Administration has undertaken the Making Home

Chart 2-6. Real GDP Growth Following a Recession:
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Table 2-1. ECONOMIC ASSUMPTIONS'
(Calendar years; dollar amounts in billions)
Projections
2009
Actual | 2010 | 2011 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Gross Domestic Product (GDP):
Levels, dollar amounts in billions:
Current dollars ..........oceeeerernrierieeieeiseiens 14,119 14,651 15240| 16,032| 17,006/ 18,043| 19,052| 20,037 20,986 21,910| 22,866 23,860 24,896
Real, chained (2005) dollars ...........cccceueveneee 12,881 13,234| 13,595| 14,090| 14,707| 15,346| 15927 16,461 16,930| 17,366| 17,800 18,245| 18,701
Chained price index (2005 = 100), annual
AVETAGE ©.vreverererseeiesteriesise et 109.6| 1107 1121 1138 1156 117.6| 119.6| 121.7| 123.9| 126.1| 1284| 130.8 133.1
Percent change, fourth quarter over fourth
quarter:
Current dollars ..........oevevvereeeereeierireiennens 0.6 4.0 4.3 57 6.2 6.0 5.4 5.1 45 43 4.4 43 4.3
Real, chained (2005) dollars ..........ccccoveennee 0.2 25 3.1 4.0 45 4.2 3.6 32 27 25 25 25 25
Chained price index (2005 = 100) ... 0.5 1.5 1.2 1.6 1.6 1.7 1.7 1.8 1.8 1.8 1.8 1.8 1.8
Percent change, year over year:
Current dollars ...........ccveeeereeeerieeieeeseieniens -17 3.8 4.0 5.2 6.1 6.1 5.6 5.2 4.7 44 44 4.3 4.3
Real, chained (2005) dollars ...........ccccovvernee 2.6 27 2.7 36 44 4.3 3.8 33 29 2.6 25 25 25
Chained price index (2005 = 100) .......cccooenee 0.9 1.0 1.3 1.5 1.6 1.7 1.7 1.8 1.8 1.8 1.8 1.8 1.8
Incomes, billions of current dollars:
Domestic Corporate Profits ............cuceveennne 906/ 1,249/ 1,355 1,396| 1,477| 1,532 1558| 1,565 1,535| 1,424 1,365 1,370] 1,393
Employee Compensation ............ccccuveeninnns 7812 7950 8275 8,743| 9,290/ 9,886| 10,489| 11,095| 11,687 12,278| 12,896 13,477| 14,063
Wages and salaries ..... 6,274| 6,366/ 6,630| 7,014| 7474| 7965 8457| 8955 9,456/ 9,948| 10,459| 10,932 11,400
Other taxable income? 3206| 3,263 3370| 3,519 3,699 3911 4,110| 4,326] 4,535| 4,714| 4924| 57161| 5392
Consumer Price Index (all urban):3
Level (1982-84 = 100), annual average ........ 2145 2180/ 220.8) 2248 229.1| 233.6] 238.4| 243.3| 2485 2537 259.0/ 264.5| 270.0
Percent change, fourth quarter over fourth
QUATET oo 15 1.0 1.4 1.9 1.9 2.0 2.0 2.1 2.1 2.1 2.1 2.1 2.1
Percent change, year over year .............coc.... -0.3 1.6 1.3 1.8 1.9 2.0 2.0 2.1 2.1 21 2.1 2.1 2.1
Unemployment rate, civilian, percent:
Fourth quarter level .........cccovevvreniniininns 10.0 9.6 9.1 8.2 7.2 6.3 5.7 54 5.3 5.3 5.3 53 5.3
Annual average ... 9.3 9.6 9.3 8.6 75 6.6 59 55 53 5.3 53 5.3 53
Federal pay raises, January, percent:
MIEIY 4 oo 39 34 1.4 1.6 NA NA NA NA NA NA NA NA NA
CIVIIANS oo 39 2.0 - - NA NA NA NA NA NA NA NA NA
Interest rates, percent:
91-day Treasury bills® .......ccccoovvervrvirenrrrinnnn. 0.2 0.1 0.2 1.0 2.6 37 4.0 41 4.1 4.1 4.1 4.1 4.1
10-year Treasury NOtES ......cocovvrerrerscenneniens 3.3 3.2 3.0 3.6 4.2 4.6 5.0 5.2 5.3 5.3 5.3 5.3 5.3

NA = Not Available

1Based on information available as of mid-November 2010.

2Rent, interest, dividend, and proprietors’ income components of personal income.
3 Seasonally adjusted CPI for all urban consumers.

4 Percentages apply to basic pay only; percentages to be proposed for years after 2012 have not yet been determined.
5Qverall average increase, including locality pay adjustments. Percentages to be proposed for years after 2012 have not yet been determined.

6 Average rate, secondary market (bank discount basis).

Affordable plan to help distressed homeowners avoid
foreclosure and stabilize the housing market. Today,
thanks in large part to this and related programs,
more than seven million homeowners have refinanced
their mortgages to more affordable levels, and more
than one million homeowners have participated in the
Administration’s mortgage modification program.
Another crucial response to the financial crisis was the
implementation of the Troubled Assets Relief Program
(TARP), which was established in the fall of 2008. TARP
provided the Treasury with the financial resources to
bolster banks’ capital positions and to remove troubled

assets from banks’ balance sheets. Under the Obama
Administration, the focus of TARP was shifted from large
financial institutions to households, small banks, and
small businesses. Since the Administration took office, the
projected cost of TARP has decreased dramatically and
programs are being successfully wound down. On October
3, 2010, authority to make new investments under TARP
expired. Today, the Federal Government maintains
TARP programs only where it has existing contracts and
commitments. TARP is now projected to be only a fraction
of its original projected cost. In the summer of 2009 it was
estimated to cost $341 billion. Last summer, in the Mid-
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Session Review of the 2011 Budget, TARP was projected
to cost $114 billion. Now, the cost of the program is
estimated to be only $48 billion.

Economic Projections

The economic projections underlying the 2012 Budget
estimates are summarized in Table 2—1. The assumptions
are based on information available as of mid-November
2010. This section discusses the Administration’s
projections and the next section compares these projections
with those of the Congressional Budget Office (CBO) and
the Blue Chip Consensus of outside forecasters.

Real GDP.—The Administration projects the economic
recovery will continue in 2011 with real GDP growing at
an annual rate of 3.1 percent (fourth quarter over fourth
quarter). In 2012-2014, growth is projected to increase to
around 4-% percent annually as the job market improves
and residential investment recovers. Real GDP is
projected to return to its long-run “potential” level by the
end of 2017, and to grow at a steady 2.5 percent rate for
the remaining years of the forecast.

As shown in Chart 2-6, the Administration’s projections
for real GDP growth over the first five years of the
expected recovery imply an average growth rate below
the historical average. Recent recoveries have been
somewhat weaker, but the last two expansions were
preceded by mild recessions with relatively little pent-up
demand when conditions improved. Because of the depth
of the recent recession, there is much more room for a
rebound in spending and production than was true either
in 1991 or 2001. On the other hand, lingering effects
from the credit crisis may limit the pace of the recovery.
Thus, the Administration is forecasting a recovery that is
slightly below the historical average. Some international
economic organizations have argued that a financial
recession permanently scars an economy, and this view is
also shared by some American forecasters. The statistical
evidence for permanent scarring comes mostly from the
experiences of developing countries and its relevance to
the current situation in the United States is debatable.
So far in this recovery, the forecasts based on this view
have proven to be too pessimistic.

The U.S. economy has enormous room for growth in
2011, although there are factors that could limit that
growth. On the positive side, real GDP grew 3.2 percent in
the fourth quarter, and 2011 should get off to a solid start.
Net exports subtracted from growth in 2010, but they are
expected to contribute to growth in 2011. The emerging
world and many key trading partners are growing at a
solid rate, though much of the advanced world is growing
more slowly, and Europe has been troubled by concerns
about the sustainability of fiscal policy in some countries.
The Federal Reserve’s $600 billion program for purchasing
Treasury notes announced in November is likely to have a
favorable impact on GDP growth this year. Stock-market
wealth, which slowed growth in mid-2010, moved to at
least neutral in the fall. The budget agreement struck
in December 2010 prevented a potentially damaging
tax increase while creating new incentives for business

investment. It also included a temporary reduction in
payroll taxes and an extension of long-term unemployment
insurance benefits, which should help foster growth in
2011. These positive factors should counterbalance the
phasing out of the Recovery Act.

Longer-Term Growth.—The Administration forecast
does not attempt to project cyclical developments beyond
the next few years. The long-run projection for real
economic growth and unemployment assumes that they
will maintain trend values in the years following the
return to full employment. In the nonfarm business
sector, productivity is assumed to grow at 2.3 percent per
year in the long run, while nonfarm labor supply grows at
a rate of 0.7 percent per year, so nonfarm business output
grows approximately 3.0 percent per year. Real GDP
growth, reflecting the slower measured growth in activity
outside the nonfarm business sector, proceeds at a rate of
2.5 percent. That is markedly slower than the average
growth rate of real GDP since 1947—3.2 percent per year.
In the 21st century, real GDP growth in the United States
is likely to be permanently slower than it was in earlier
eras because of the slowdown in labor force growth that
has begun with the retirement of the post-World War II
“baby boom” generation.

Unemployment.—In December 2010, the overall
unemployment rate was 9.4 percent. It has shown
little movement since the middle of 2010. The broadest
measure of underutilized labor published by the Bureau
of Labor Statistics is the U-6 measure, which includes
discouraged workers and those working part-time for
economic reasons. It was 16.7 percent in December 2010,
down only slightly from its peak of 17.4 percent in October
2009. The overall unemployment rate is projected to
decline over the course of 2011-2014, as the growth rate
accelerates, but unemployment is not projected to drop
below 6 percent until 2015.

Inflation.— Over the four quarters ending in 2010:4,
the price index for Gross Domestic Product rose only 1.3
percent, significantly higher than the 0.5 percent increase
over the previous four quarters, but well below the 2.5
percent average inflation rate over the preceding decade.
The Consumer Price Index for all urban consumers
(CPI-U) has been more volatile. For the twelve months
ending in December 2010, the overall CPI-U rose by 1.4
percent. Over the previous twelve months it had risen
by 2.8 percent, but over the 12 months before that, it was
unchanged. The exaggerated movements in the CPI have
been mainly due to sharp movements in food and energy
prices. The so-called “core” CPI, excluding both food
and energy, was up only 0.6 percent through the twelve
months ending in December compared with 1.8 percent
during the previous twelve months.

Weak demand has held down prices for many goods
and services. Continued high unemployment is expected
to preserve a low inflation rate. As the economy recovers
and the unemployment rate declines, the rate of inflation
should return to near the Federal Reserve’s implicit
target of around 2 percent per year. With the recovery
path assumed in the Administration forecast, the risk of
outright deflation appears minimal. The Administration
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assumes that the rate of change in the CPI will average
2.1 percent and that the GDP price index will increase at
a 1.8 percent annual rate in the long run.

Interest Rates.—Interest rates on Treasury securities
fell sharply in late 2008, as both short-term and long-
term rates declined to their lowest levels in decades.
Investors sought the security of Treasury debt during
the heightened financial uncertainty of the last few
years, which has reduced yields. Treasury interest rates
remained low in 2010. In the Administration projections,
interest rates are expected to rise, but only gradually as
financial concerns are alleviated and the economy recovers
from recession. The 91-day Treasury bill rate is projected
to reach 4.1 percent and the 10-year rate 5.3 percent by
2017. These forecast rates are historically low, reflecting
lower inflation in the forecast than for most of the post
World War II period. After adjusting for inflation, the
projected real interest rates are close to their historical
averages.

Income Shares.—The share of labor compensation in
GDP was extremely low by historical standards in 2010.
It is expected to rise over the forecast period from 54.3
percent in 2010 to 56.5 percent in 2020. In the expansion
that ended in 2007, labor compensation tended to lag
behind the growth in productivity, and that has also been
true for the recent surge in productivity growth. The share
of taxable wages is also expected to rise from 43.4 percent
of GDP in 2010 to 45.8 percent in 2020. Health reform
should eventually limit the rise in employer-sponsored
health insurance costs and allow for an increase in take-
home pay. The share of domestic corporate profits was 10.1
percent of GDP in 2006, which was near an all-time high.
Profits dropped sharply in 2008-2009, but have recovered
somewhat in 2010 reflecting the success of Administration
efforts to spark a recovery. In the forecast, the ratio of
domestic corporate profits to GDP falls to about 6 percent
by the end of the 10-year projection period as the share of
employee compensation slowly recovers.

Comparison with Other Forecasts

Table 2—2 compares the economic assumptions for
the 2012 Budget with projections by CBO, the Blue
Chip Consensus -- an average of about 50 private-sector
economic forecasts -- and, for some variables, the Federal
Reserve Open Market Committee. These other forecasts
differ from the Administration’s projections, but the
forecast differences are relatively small when compared
with the margin of error in all economic forecasts. Like
the Administration, the other forecasts project that real
GDP will continue to grow as the economy recovers.
The forecasts also agree that inflation will be low while
outright deflation is avoided, and that the unemployment
rate will decline while interest rates rise

There are some conceptual differences between the
Administration forecast and the other economic forecasts.
The Administration forecast assumes that the President’s
Budget proposals will be enacted. The 50 or so private
forecasters make differing policy assumptions, but none

would necessarily assume that the Budget is adopted in
full. CBO is required to assume that current law will
continue in making its projections. This implies, for
example, that for CBO’s current forecast, the 2001 and
2003 tax cuts are assumed to expire at the end of 2012,
reflecting current law.

In addition, the forecasts in the table were made at
different times. The Administration projections were
completed in mid-November. The three-month lag
between that date and the Budget release date occurs
because the budget process requires a lengthy lead time
to complete the estimates for agency programs that are
incorporated in the Budget. Forecasts made at different
dates will differ if there is economic news between the two
dates that alters the economic outlook, as has occurred
this year. The CBO forecast is more up to date since it was
published in January 2011. The Blue Chip consensus for
2011-2012 displayed in this table was the latest available
at the time the Budget went to print—and was completed
in early January, about six weeks after the Administration
forecast was finalized; the Blue Chip projections for 2013
to 2021, however, date to last October, as the Blue Chip
extends its forecast beyond a two-year horizon only twice
a year. The Federal Reserve forecast shown in Table 2-3
is from early November 2010.

Real GDP Growth.— For 2011, the Administration’s
real GDP projections are lower than those of the Blue
Chip consensus but identical with CBO’s current forecast.
The Administration forecast for 2011 is at the lower end of
the range of growth rates reflecting the central tendency
of the Federal Reserve forecast.

The most important difference among these
forecasts is the expected rate of real GDP growth in
the medium term. The Administration projects that
real GDP will recover much of the loss from the 2008-
2009 recession. This implies a few years of higher than
normal growth as real GDP makes up the lost ground.
The Blue Chip average shows only a very limited
recovery in this sense. In the Blue Chip projections,
real GDP growth exceeds its long-run average only
briefly throughout the 11-year forecast period, and
much of the loss of real GDP experienced during the
recession is permanent. Although somewhat greater
than Blue Chip, CBO, anticipates only a partial
recovery that would not return real GDP to the same
level as in the Administration forecast. The Federal
Reserve projections for real GDP growth bracket the
Administration forecast, while exceeding the Blue
Chip and CBO averages in 2012-2013.

In the long run, the real growth rates projected by
the forecasters are similar. CBO projects a long-run
growth rate of 2.4 percent per year, while the Blue Chip
consensus anticipates the same long-run growth rate as
the Administration — 2.5 percent per year. Most of the
difference between the Administration and CBO’s long-run
growth projection comes from a difference in the expected
rate of growth of the labor force. Both forecasts assume
that the labor force will grow more slowly than in the
past because of population aging, but the Administration
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Table 2-2. COMPARISON OF ECONOMIC ASSUMPTIONS

(Calendar years)
2010 | 2011 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Nominal GDP:
14,651 15240| 16,032| 17,006/ 18,043| 19,052| 20,037| 20,986 21,910| 22,866 23,860 24,896
14,649 15,184 15858 16,609| 17,483 18,441 19,362| 20,258| 21,162| 22,093| 23,062| 24,064
14,669 15,353 16,108 16,909| 17,747 18,628 19,533 20,462| 21,435| 22,454| 23,522| 24652
2.7 27 36 4.4 43 3.8 33 2.9 2.6 25 25 25
2.8 27 3.1 3.1 35 3.8 3.0 25 24 24 24 2.3
29 3.1 33 3.0 2.8 27 2.6 25 25 25 25 24
25 3.1 4.0 45 42 3.6 32 27 25 25 25 25
25 3.1 2.8 35 NA NA NA NA NA NA NA NA
BIUE ChID e 2.8 33 32 NA NA NA NA NA NA NA NA NA
Federal Reserve Central Tendency .........cccocoveencenieneinces 24-25|3.0-3.6| 3.6-4.5/ 35-4.6 NA NA NA NA NA NA NA NA
GDP Price Index:'
2012 BUAGEL ..ot 1.0 1.3 1.5 1.6 1.7 1.7 1.8 1.8 1.8 1.8 1.8 1.8
CBO oo 0.9 0.9 1.3 1.6 1.7 1.7 1.9 2.1 2.0 2.0 2.0 2
BIUE ChID oo ssssnssneen 1.0 1.5 1.6 1.9 2.0 2.1 2.1 2.1 2.1 2.1 2.1 2.1
Consumer Price Index (CPI-U):
2012 BUAGEL ..ovveeverrieecieieeieesse et 1.6 1.3 1.8 1.9 2.0 2.0 2.1 2.1 2.1 2.1 2.1 2.1
1.7 1.6 1.3 1.6 1.8 2.0 22 24 23 2.3 2.3 2.3
1.6 1.7 1.9 22 22 22 22 2.3 23 2.3 23 2.3
9.6 9.3 8.6 75 6.6 5.9 55 53 5.3 53 5.3 5.3
9.6 9.4 8.4 7.6 6.8 5.9 5.3 5.3 52 5.2 5.2 52
Blue Chip 9.6 9.4 8.4 7.7 7.1 6.6 6.2 -- average 5.9 --
Federal Reserve Central Tendency® ............ccoooovvvvvvvvrene. 9.6-9.7| 92-9.4| 83-8.7| 7.3-7.8 NA NA NA NA NA NA NA NA
Interest Rates:?
91-Day Treasury Bills (discount basis):
0.1 0.2 1.0 2.6 37 4.0 4.1 4.1 4.1 4.1 4.1 4.1
0.1 0.3 1.1 25 35 4.0 43 4.4 4.4 44 4.4 44
0.1 0.3 1.2 32 3.6 37 38 3.9 3.9 3.9 3.9 3.9
32 3.0 3.6 42 4.6 5.0 52 53 5.3 53 5.3 5.3
32 34 38 42 46 5.0 5.3 5.4 5.4 5.4 5.4 5.4
BIUE ChiP oo 341 35 42 47 4.9 5.0 5.1 5.2 5.2 5.2 5.2 5.2

Sources:  Administration; CBO, The Budget and Economic Outlook: January 2011;
October 2010 and January 2011 Blue Chip Economic Indicators, Aspen Publishers, Inc
Federal Reserve Open Market Committee Minutes, November 2-3, 2010.
1Year-over-year percent change.

2 Annual averages, percent.

3 Avreage of 4th quarter values.

bases its population projections on the Census Bureau’s
projections, which tend to run about 0.1 percentage point
higher than the CBO projections.

All economic forecasts are subject to error, and the
forecast errors are usually much larger than the forecast
differences discussed above. As discussed in chapter 3,
past forecast errors among the Administration, CBO, and
the Blue Chip have been roughly similar.

Unemployment, Inflation, and Interest Rates.—
The Administration forecasts an unemployment rate of
9.3 percent in 2011 and 8.6 percent in 2012. The Blue

Chip consensus and CBO projections are close to the
Administration forecast in both years. The Federal
Reserve forecast range for unemployment brackets the
Administration, CBO, and Blue Chip projections in 2011-
2013. In the long run, perhaps reflecting the slower
average growth projections, the Blue Chip unemployment
projection remains above the Administration and CBO
projections. The Administration projects a return over
time to the average unemployment rate that prevailed in
the 1990s and 2000s.
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Table 2-3. COMPARISON OF ECONOMIC ASSUMPTIONS IN THE 2011 AND 2012 BUDGETS
(Calendar years; dollar amounts in billions)
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020

Nominal GDP:

2011 Budget ASSUMPLONS .......evveeeerirerrcveeresnsnerereesenns 14,605 15343| 16,262| 17,241 18,243| 19,219] 20,183 21,137| 22,083| 23,055| 24,055

2012 Budget ASSUMPLONS ........ccvervemerirerrerreireeriseeeeens 14,651| 15240/ 16,032| 17,006| 18,043| 19,052| 20,037| 20,986 21,910/ 22,866| 23,860
Real GDP (2005 dollars):

2011 Budget ASSUMPLIONS ........ovvvoevvrerrevceiresessiienns 13,188| 13,689 14,275 14,881| 15481 16,036| 16,551 17,023| 17,472| 17,915 18,363

2012 Budget ASSUMPLONS .........cvereremirmreerernerieesiseenenns 13,234| 13,595 14,090| 14,707| 15346 15927| 16,461| 16,930, 17,366/ 17,800| 18,245
Real GDP (percent change):2

2011 Budget ASSUMPLONS .........ccoocovvemeceviereenerivseeessionnn. 25 3.8 4.3 42 4.0 3.6 3.2 2.8 2.6 25 25

2012 Budget ASSUMPLONS ......cccvucvureeeeireieineiseseiseieeineins 2.7 2.7 3.6 4.4 4.3 3.8 3.3 2.9 2.6 25 25
GDP Price Index (percent change):2

2011 Budget ASSUmptions” ...............ccoeeeevvrereerivsnsrinnnnns 0.9 1.2 1.6 1.7 17 1.7 1.8 1.8 1.8 1.8 1.8

2012 Budget Assumptions 1.0 1.3 1.5 1.6 1.7 1.7 1.8 1.8 1.8 1.8 1.8
Consumer Price Index (all-urban; percent change):2

2011 Budget Assumptions’ 1.9 15 2.0 2.0 2.0 2.0 2.0 2.1 2.1 2.1 2.1

2012 Budget Assumptions 1.6 1.3 1.8 1.9 2.0 2.0 2.1 2.1 2.1 2.1 2.1
Civilian Unemployment Rate (percent):®

2011 Budget ASSUmpions ................ccoeevervrmemerivreeerrionnn. 10.0 9.2 8.2 7.3 6.5 5.9 5.5 5.3 5.2 5.2 5.2

2012 Budget ASSUMPLONS ......coucvuvmreieeeeieieiseseiseissineins 9.6 9.3 8.6 7.5 6.6 5.9 5.5 5.3 5.3 5.3 5.3
91-day Treasury bill rate (percent):?

2011 Budget ASSUMPLONST .......evvveeeerirrerrereerissssereseenenns 0.4 1.6 3.0 4.0 4.1 4.1 4.1 4.1 4.1 4.1 41

2012 Budget ASSUMPHONS .......coverreerreerreererseeseeesssenneees 0.1 0.2 1.0 2.6 37 4.0 4.1 4.1 4.1 4.1 41
10-year Treasury note rate (percent):?

2011 Budget ASSUMPHONS" ....ccvevevvvrmrsssssrnrerererersesnneeees 3.9 45 5.0 53 5.3 53 53 53 53 5.3 53

2012 Budget ASSUMPHONS .........ovverereinrresreserisesiseieenes 32 3.0 3.6 4.2 4.6 5.0 5.2 5.3 5.3 5.3 5.3

T Adjusted for July 2010 NIPA revisions.
2Year-over-year.
3 Calendar year average.

The Administration, CBO, and the Blue Chip consensus
anticipate a subdued rate of inflation over the next two
years. In the medium term, inflation is projected to
return to a rate of around 2 percent per year, which is
consistent with the Federal Reserve’s long-run policy goal
for inflation.

The forecasts are also similar in their projections for
the path of interest rates. Short-term rates are expected
to be near zero in 2011, but then to increase in 2012 and
2013. The Administration projects a somewhat slower
rise in short-term rates than the Blue Chip or CBO.
The Administration projections are closer to market
expectations as of late 2010. The interest rate on 10-year
Treasury notes is projected to rise to 5.3 percent in the
Administration projections. This is close to the CBO and
Blue Chip projections.

Changes in Economic Assumptions

Some of the economic assumptions underlying this
Budget have changed compared with those used for the
2011 Budget, but many of the forecast values are similar,
especially in the long run (see Table 2—3). The previous
Budget anticipated more rapid growth in 2011-2012 than
the current Budget. The recovery began as anticipated
in 2009, but the pace of growth through mid-2010 was
somewhat slower than expected. The Administration
continues to believe that the economy will regain most of
the ground lost in 2008-2009 and that this will imply rapid
growth beginning in 2011 and continuing for the next few
years. That growth will help return unemployment to its
long-run average. As in last year’s projections, inflation
is also projected to return to its long-run averages, while
interest rates, measured in real terms, also return to their
historical averages.
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3. INTERACTIONS BETWEEN THE ECONOMY AND THE BUDGET

The economy and the budget are interrelated. Both
budget outlays and the tax structure have substantial ef-
fects on national output, employment, and inflation; and
economic conditions significantly affect the budget in var-
ious ways.

Because of the complex interrelationships between the
budget and the economy, budget estimates depend to a
very significant extent upon assumptions about the econ-
omy. This chapter attempts to quantify the relationship
between macroeconomic outcomes and budget outcomes
and to illustrate the challenges that uncertainty about
the future path of the economy poses for making budget
projections.!

The first section of the chapter provides rules of thumb
that describe how changes in economic variables result
in changes in receipts, outlays, and the deficit. The sec-
ond section presents information on gross domestic prod-
uct (GDP) forecast errors in past budgets and how these
forecast errors compare to those in forecasts made by the
Congressional Budget Office (CBO) and the Blue Chip
consensus. The third section provides specific alterna-
tives to the current Administration forecast—both more
optimistic and less optimistic—and describes the result-
ing effects on the deficit. The fourth section shows a prob-
abilistic range of budget outcomes based on past errors in
projecting the deficit. The last section discusses the rela-
tionship between structural and cyclical deficits, showing
how much of the actual deficit is related to the economic
cycle (e.g., the recent recession) and how much would per-
sist even if the economy were at full employment.

Sensitivity of the Budget to Economic Assumptions

Both receipts and outlays are affected by changes in
economic conditions. Budget receipts vary with individu-
al and corporate incomes, which respond both to real eco-
nomic growth and inflation. At the same time, outlays
for many Federal programs are directly linked to devel-
opments in the economy. For example, most retirement
and other social insurance benefit payments are tied by
law to cost-of-living indices. Medicare and Medicaid out-

1 While this chapter highlights uncertainty with respect to budget
projections in the aggregate, estimates for many programs capture un-
certainty using stochastic modeling. Stochastic models measure pro-
gram costs as the probability-weighted average of costs under different
scenarios, with economic, financial, and other variables differing across
scenarios. Stochastic modeling is essential to properly measure the
cost of programs that respond asymmetrically to deviations of actual
economic and other variables from forecast values. In such programs,
the Federal Government is subject to “one-sided bets” where costs go
up when variables move in one direction but do not go down when they
move in the opposite direction. The cost estimates for the Pension Ben-
efit Guarantee Corporation, student loan programs, the Troubled Asset
Relief Program (TARP), and agriculture programs with price triggers all
benefit from stochastic modeling.

lays are affected directly by the price of medical services.
Interest on the debt is linked to market interest rates and
the size of the budget surplus or deficit, both of which in
turn are influenced by economic conditions. Outlays for
certain benefits such as unemployment compensation and
food stamps vary with the unemployment rate and are
thereby linked to the state of the economy.

This sensitivity complicates budget planning because
errors in economic assumptions lead to errors in the bud-
get projections. It is therefore useful to examine the im-
plications of possible changes in economic assumptions.
Many of the budgetary effects of such changes are fairly
predictable, and a set of rules of thumb embodying these
relationships can aid in estimating how changes in the
economic assumptions would alter outlays, receipts, and
the surplus or deficit. These rules of thumb should be un-
derstood as suggesting orders of magnitude; they ignore a
long list of secondary effects that are not captured in the
estimates.

The rules of thumb show how the changes in economic
variables affect Administration estimates for receipts and
outlays, holding other factors constant. They are not, for
two reasons, a prediction of how receipts or outlays would
actually turn out if the economic changes actually came
to pass. First, the rules of thumb are based on a fixed
budget policy that is not always a good predictor of what
might actually happen to the budget should the economic
outlook change substantially. For example, unexpected
downturns in real economic growth, and attendant job
losses, usually give rise to legislative actions to expand
unemployment benefits, stimulate the economy with addi-
tional Federal investment spending, and the like. Second,
economic rules of thumb do not capture certain “techni-
cal” changes that may in fact relate to economic changes,
but do not have a clear relationship to specific economic
variables. For example, the rules of thumb for receipts
changes reflect how Treasury’s receipts estimates would
shift with certain economic changes, but they do not cap-
ture the effect of large changes in taxes on capital gains
realizations that often occur when the economic outlook
changes. On the spending side of the budget, the rules of
thumb do not capture changes in deposit insurance out-
lays, even though bank failures are generally associated
with turmoil in the economy.

Economic variables that affect the budget do not usu-
ally change independently of one another. Output and em-
ployment tend to move together in the short run: a high
rate of real GDP growth is generally associated with a
declining rate of unemployment, while slow or negative
growth is usually accompanied by rising unemployment,
a relationship known as Okun’s Law. In the long run,
however, changes in the average rate of growth of real
GDP are mainly due to changes in the rates of growth of

21
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productivity and the labor force, and are not necessarily
associated with changes in the average rate of unemploy-
ment. Inflation and interest rates are also closely interre-
lated: a higher expected rate of inflation increases nomi-
nal interest rates, while lower expected inflation reduces
nominal interest rates.

Changes in real GDP growth or inflation have a much
greater cumulative effect on the budget if they are sus-
tained for several years than if they last for only one year.
However, even one-time changes can have permanent ef-
fects if they permanently raise the level of the tax base or
the level of Government spending. Moreover, temporary
economic changes can change the level of the debt, affect-
ing future interest payments on the debt. Highlights of
the budgetary effects of these rules of thumb are shown
in Table 3-1.

For real growth and employment:

e The first block shows the effect of a temporary re-
duction in real GDP growth by one percentage point
sustained for one year, followed by a recovery of GDP
to the base-case level (the Budget assumptions) over
the ensuing two years. In this case, the unemploy-
ment rate is assumed to rise by one-half percentage
point relative to the Budget assumptions by the end
of the first year, then return to the base case rate
over the ensuing two years. After real GDP and the
unemployment rate have returned to their base case
levels, most budget effects vanish except for persis-
tent out-year interest costs associated with larger
near-term deficits.

e The second block shows the effect of a reduction in
real GDP growth by one percentage point sustained
for one year, with no subsequent “catch up,” accom-
panying a permanent increase in the natural rate
of unemployment (and of the actual unemployment
rate) of one-half percentage point relative to the
Budget assumptions. In this scenario, the level of
GDP and taxable incomes are permanently lowered
by the reduced growth rate in the first year. For that
reason and because unemployment is permanently
higher, the budget effects (including growing inter-
est costs associated with larger deficits) continue to
grow in each successive year.

e The budgetary effects are much larger if the growth
rate of real GDP is permanently reduced by one per-
centage point even leaving the unemployment rate
unchanged, as might result from a shock to produc-
tivity growth. These effects are shown in the third
block. In this example, the cumulative increase in
the budget deficit is many times larger than the ef-
fects in the first and second blocks.

For inflation and interest rates:
e The fourth block shows the effect of a one percent-

age point higher rate of inflation and one percentage
point higher nominal interest rates maintained for

the first year only. In subsequent years, the price
level and nominal GDP would both be one percent-
age point higher than in the base case, but inter-
est rates and future inflation rates are assumed to
return to their base case levels. Receipts increase
by somewhat more than outlays. This is partly due
to the fact that outlays for annually appropriated
spending are assumed to remain constant when pro-
jected inflation changes. Despite the apparent im-
plication of these estimates, inflation cannot be re-
lied upon to lower the budget deficit, mainly because
Congress is not likely to allow inflation to erode the
real value of spending permanently.

e In the fifth block, the rate of inflation and the level
of nominal interest rates are higher by one percent-
age point in all years. As a result, the price level and
nominal GDP rise by a cumulatively growing per-
centage above their base levels. In this case, again
the effect on receipts is more than the effect on out-
lays.

e The effects of a one percentage point increase in in-
terest rates alone are shown in the sixth block. The
outlay effect mainly reflects higher interest costs
for Federal debt. The receipts portion of this rule-
of-thumb is due to the Federal Reserve’s deposit of
earnings on its securities portfolio and the effect of
interest rate changes on both individuals’ income
(and taxes) and financial corporations’ profits (and
taxes).

e The seventh block shows that a sustained one per-
centage point increase in CPI and GDP price index
inflation decreases cumulative deficits substantially.
The separate effects of higher inflation and higher
interest rates shown in the sixth and seventh blocks
do not sum to the effects for simultaneous chang-
es in both shown in the fifth block. This is because
the gains in budget receipts due to higher inflation
result in higher debt service savings when inter-
est rates are also assumed to be higher in the fifth
block than when interest rates are assumed to be
unchanged in the seventh block.

e The last entry in the table shows rules of thumb for
the added interest cost associated with changes in
the budget deficit, holding interest rates and other
economic assumptions constant.

The effects of changes in economic assumptions in the
opposite direction are approximately symmetric to those
shown in the table. The impact of a one percentage point
lower rate of inflation or higher real growth would have
about the same magnitude as the effects shown in the
table, but with the opposite sign.

GDP Forecast Errors

As can be seen in Table 3-1, one of the most important
variables that affects the accuracy of the budget projec-
tions is the forecast of the growth rate of real GDP through-
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Table 3—-1. SENSITIVITY OF THE BUDGET TO ECONOMIC ASSUMPTIONS
(Fiscal years; in billions of dollars)
Total of
Budget effect Effects,
2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021 |2011-2021
Real Growth and Employment
Budgetary effects of 1 percent lower real GDP growth:
(1) For calendar year 2011 only, with real GDP recovery in 2012-13:"
RECEIPES .vvvevveeeecerierrce st -149| -240/ -101] -1 0.2 0.2 0.2 0.2 0.2 0.2 0.2 -48.6
OUHAYS ..ot 37 8.7 5.9 3.0 29 341 33 34 35 37 38 44.9
Increase in deficit (+) 18.5| 32.8| 16.0 41 2.6 2.9 3.1 3.2 3.3 34 3.6 93.5
(2) For calendar year 2011 only, with no subsequent recovery:'
RECEIPES .vvvvveiecirrieir it -149| -32.2| -33.6| -37.4| -40.1| —422| -44.2| -46.2| -485| -50.9| -53.6 -443.8
Outlays ........ 37| 105/ 14.0/ 193] 240[ 289 333 375/ 420[ 468/ 51.8 311.7
Increase in deficit (+) . 185 427| 47.6| 56.6] 641| 71.1| 775 838 905 97.7| 105.3 755.5
(3) Sustained during 2011 - 2021, with no change in unemployment:
RECEIPLS ..o -15.0| -49.5| -83.2| -131.9| -184.1| -239.4| -298.0| -360.9| —428.6| -500.8| -578.9| -2,870.3
Outlays -05] -09 1.0 59| 128| 21.2| 312| 437 593| 772 979 348.9
Increase in defiCit (+) .ov..vvvrerrererieerreeeeeee s 145\ 486| 84.1| 137.8| 197.0| 260.6| 329.2| 404.6| 487.9| 578.0| 676.7| 3,219.1
Inflation and Interest Rates
Budgetary effects of 1 percentage point higher rate of:
(4) Inflation and interest rates during calendar year 2011 only:
RECEIPLS ..o 20.5| 423 37.0/ 368 39.9| 425/ 446 469| 493 517 542 465.6
Outlays 25.6| 423| 322| 325 328 324 306] 303 29.1| 299/ 301 347.7
Decrease in defiCit (=) ... 5.1 - 48] -43| -7.1| -10.0| -141| -16.7| -20.2| -21.7| -241 -117.9
(5) Inflation and interest rates, sustained during 2011 - 2021:
Receipts 20.6| 66.2| 1035 154.0| 209.1| 266.5| 327.3| 392.7| 464.0| 541.8| 626.3] 3,172.0
Outlays 23.4| 71.4] 111.9] 153.6] 194.0| 234.7| 274.8| 315.9| 361.3] 4104| 461.8] 26132
Decrease in defiCit (=) ... 29 5.1 84| -04| -151| -31.8| -525| -76.9|-102.7| -131.4| -164.5 -558.8
(6) Interest rates only, sustained during 2011 - 2021:
Receipts 56| 17.1| 226| 26.4| 308 337 36.2| 384 407 435 457 340.6
Outlays ... 16.1| 482| 702 90.2| 108.4| 124.9| 140.9| 156.2] 170.4| 186.5] 202.4| 1,314.4
INCrease in defiCit (+) ov..vvvrerrerererierrneeereeiseeeseeseeines 10.6| 31.1| 476 638 77.6| 912 104.7| 117.8| 129.7| 143.0| 156.7 973.8
(7) Inflation only, sustained during 2011 - 2021:
RECEIPES vttt 15.0| 49.1| 80.7| 127.2| 177.8| 232.1| 290.2| 353.3| 422.1| 496.8| 579.0/ 2,823.3
OUHIAYS ..ot 73| 234| 423| 647 879 113.3] 139.0/ 167.0] 200.9| 237.0] 276.3] 1,359.0
Decrease in deficit (-) -7.6| -25.7| -38.4| -62.5| -90.0| -118.9| -151.2| -186.3| —221.2| -259.9| -302.7| -1,464.2
Interest Cost of Higher Federal Borrowing
(8) Outlay effect of $100 billion increase in borrowing in 2011 ........ccccovvernce 0.1 0.5 2.1 37 44 4.8 5.1 5.4 5.6 5.9 6.1 43.8

* $50 million or less.

The unemployment rate is assumed to be 0.5 percentage point higher per 1.0 percent shortfall in the level of real GDP.

out the projection period. Table 3-2 shows errors in short-
and long-term projections for past Administrations, and
compares these errors to those of CBO and the Blue Chip
Consensus of private forecasters.? Over both a two-year
and six-year horizon, the average annual GDP growth
rate was very slightly underestimated by all three fore-

2Two-year errors are the average error in percentage points for year-
over-year growth rates for the current year and budget year. Admin-
istration forecasts are from the budgets released starting in February
1982 (1983 Budget) and through February 2008 (2009 Budget), so that
the last year included in the projections is 2009. The six-year forecasts
are constructed similarly, but the last forecast used is from February
2004 (2005 Budget). CBO forecasts are from ‘The Budget and Economic
Outlook’ publications in January each year, and the Blue Chip forecasts
are from their January projections.

casters in the annual forecasts made since 1982. The dif-
ferences between the three forecasters were minor. The
mean absolute error in the growth rate was 1.1 percent
per year for all forecasters for two-year projections, and
was about one-third smaller for all three for the six-year
projections. The greater accuracy in the six-year projec-
tions could reflect a tendency of real GDP to revert at least
partly to trend, though the overall evidence on whether
GDP is mean reverting is mixed. Another way to inter-
pret the result is that it is hard to predict GDP around
turning points in the business cycle, but somewhat easier
to project the long-term growth rate based on assump-
tions about the labor force, productivity, and other factors
that affect GDP.
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Table 3-2. GDP FORECAST ERRORS, JANUARY 1982-PRESENT

2-Year Real GDP Admin. CBO Blue Chip
BN EFTOF ..ottt -0.0 -0.2 -0.3
MEAN ADSOIULE ETTO ...vevicvecvieteeteete ettt ettt sttt 1.1 1.1 1.1
ROOt MEAN SQUAIE EITOF ...ttt 1.5 1.4 1.4

6-Year Real GDP
MBAN EITOF ..ottt bbb -0.0 -0.3 -0.3
MEAN ADSOIULE ETOF ...ttt ettt 0.8 0.7 0.7
ROOt MEAN SGUAIE EITOF ...ttt 0.9 0.9 0.9

Alternative Scenarios

The rules-of-thumb described above can be used in com-
bination to show the approximate effect on the budget of
alternative economic scenarios. Modeling explicit alter-
native scenarios can also be useful in gauging some of the
risks to the current budget projections. For example, the
severity of the recent recession along with the associated
financial crisis makes the strength of the recovery over
the next few years highly uncertain. Those possibilities
are explored in the two alternative scenarios presented in
this section.

In the first alternative, the projected growth rate fol-
lows the average strength of the expansions that followed
previous recessions in the period since World War II. Real
growth beginning in the third quarter of 2009, the start
of the current recovery, averages 5.9 percent over the next
four quarters, followed by growth rates of 3.8 percent, 3.7
percent, 3.1 percent, and 3.8 percent, respectively, over
succeeding four-quarter intervals. In this case, the level
of real GDP is substantially higher, especially in the near
term, than in the Administration’s projections, because the
current recovery got off to a relatively slow start in 2009-
2010. However, real GDP growth in the Administration’s
projections is similar to this alternative in the out years.
The Administration is projecting an average postwar re-

covery, but one that takes longer to gain traction because
of the depth of the recession and its unique nature due to
the financial crisis.

The second alternative scenario assumes that real GDP
growth beginning in 2010:Q4 follows the projections in
the January Blue Chip forecast through the end of 2011
and that growth in 2012-2021 follows the path laid out
in the October 2010 extension of the Blue Chip forecast.
In this case, after 2011, the level of GDP remains lower
than the Administration’s forecast throughout the projec-
tion. This alternative does not allow for a real recovery
from the loss of output during the 2008-2009 downturn.
Growth returns to normal, but without a catchup to make
up for previous losses. In effect, this alternative assumes
there was a permanent loss of output resulting from the
shocks experienced during the downturn.

Table 3-3 shows the budget effects of these alternative
scenarios compared to the Administration’s economic fore-
cast. Under the first alternative, budget deficits are mod-
estly lower in each year compared to the Administration’s
forecast. In the second alternative, the deficit becomes
progressively larger than the Administration’s projection
through 2018.

Many other scenarios are possible, of course, but the
point is that the most important influences on the budget

Chart 3-1. Forecast Alternatives: Real GDP

Trillions of 2005 dollars

21
20— Trend
Average Postwar Expansion
19_ c—(p—
) Administration Projections
18 —— aAK
1 Blue Chip Extended at
17 A
16
15
14+
13
12IIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIIII
2007 2008 2010 2012 2014 2015 2017 2019 2021



3. INTERACTIONS BETWEEN THE ECONOMY AND THE BUDGET

25

Table 3-3. BUDGET EFFECTS OF ALTERNATIVE SCENARIOS

(Fiscal years; in billions of dollars)

2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Alternative Budget Deficit Projections:
Administration Economic ASSUMPLONS .........ccveveerienieninne 1,645 1,101 768 645 607 649 627 619 681 735 774
Percent of GDP .........ccoviueieniinniineeeiesc s 10.9% 7.0% 4.6% 3.6% 3.2% 3.3% 3.0% 2.9% 3.0% 3.1% 3.1%
Alternative Scenario 1 .. 1,478 922 625 512 468 491 448 419 457 486 497
percent of GDP ........ 9.4% 5.6% 3.6% 2.8% 2.4% 2.4% 2.1% 1.9% 2.0% 2.0% 2.0%
Alternative Scenario 2 .. 1,634 1,107 827 763 776 855 854 858 920 974 1,022
percent of GDP ........ 10.8% 7.0% 5.0% 4.4% 4.2% 4.4% 4.2% 4.0% 41% 4.2% 4.2%

projections beyond the next year or two are the rate at
which output and employment recover from the recession
and the extent to which potential GDP returns to its pre-
recession trend.

Uncertainty and the Deficit Projections

The accuracy of budget projections depends not only on
the accuracy of economic projections, but also on technical
factors and the differences between proposed policy and
enacted legislation. Chapter 30 provides detailed infor-
mation on these factors for the budget year projections
(Table 30-6), and also shows how the deficit projections
compared to actual outcomes, on average, over a five-year
window using historical data from 1982 to 2010 (Table
30-7). The error measures can be used to show a proba-
bilistic range of uncertainty of what the range of deficit
outcomes may be over the next five years relative to the
Administration’s deficit projection. Chart 3-2 shows this
cone of uncertainty, which is constructed under the as-
sumption that future forecast errors would be governed by
the normal distribution with a mean of zero and standard
error equal to the root mean squared error, as a percent
of GDP, of past forecasts. The deficit is projected to be 3.3
percent of GDP in 2016, but has a 90 percent chance of be-
ing within a range of a surplus of 3.2 percent of GDP and
a deficit of 9.8 percent of GDP.

Structural and Cyclical Deficits

The budget deficit is highly sensitive to the business
cycle. When the economy is operating below its potential
and the unemployment rate exceeds the level consistent
with price stability, receipts are lower, outlays for pro-
grams such as unemployment compensation are higher,
and the deficit is larger than it would be otherwise. These
features serve as “automatic stabilizers” for the economy
by restraining output when the economy threatens to
overheat and cushioning economic downturns. They also
make it hard to judge the overall stance of fiscal policy
from looking at the unadjusted budget deficit.

An alternative measure of the budget deficit is called
the structural deficit. This measure provides a more use-
ful perspective on the stance of fiscal policy than does the
unadjusted unified budget deficit. The portion of the defi-
cit traceable to the automatic effects of the business cycle
is called the cyclical component. The remaining portion of

the deficit is called the structural deficit. The structural
deficit is a better gauge of the underlying stance of fiscal
policy than the unadjusted unified deficit because it re-
moves most of the effects of the business cycle.

Estimates of the structural deficit, shown in Table 3-4,
are based on the historical relationship between changes
in the unemployment rate and real GDP growth, known
as Okun’s Law, as well as relationships of unemployment
and real GDP growth with receipts and outlays. These
estimated relationships take account of the major cycli-
cal changes in the economy and their effects on the bud-
get, but they do not reflect all the possible cyclical effects
on the budget, because economists have not been able to
identify the cyclical factor in some of these other effects.
For example, the recent decline in the stock market pulled
down capital gains-related receipts and increased the def-
icit. Some of this decline is cyclical in nature, but econo-
mists have not pinned down the cyclical component of the
stock market with any exactitude, and for that reason, all
of the stock market’s contribution to receipts is counted in
the structural deficit.

Another factor that can affect the deficit and is related
to the business cycle is labor force participation. Since
the official unemployment rate does not include workers
who have left the labor force, the conventional measures
of potential GDP, incomes, and Government receipts un-
derstate the extent to which potential work hours are
under-utilized because of a decline in labor force partici-
pation. The key unresolved question here is to what ex-
tent changes in labor force participation are cyclical and
to what extent they are structural. By convention, in esti-
mating the structural budget deficit, all changes in labor
force participation are treated as structural.

There are also lags in the collection of tax revenue that
can delay the impact of cyclical effects beyond the year in
which they occur. The result is that even after the unem-
ployment rate has fallen, receipts may remain cyclically
depressed for some time until these lagged effects have dis-
sipated. The recent recession has added substantially to
the estimated cyclical component of the deficit, but for all
the reasons stated above, the cyclical component is prob-
ably an understatement. As the economy recovers, the
cyclical deficit is projected to decline and after unemploy-
ment reaches 5.3 percent, the level assumed to be consis-
tent with stable inflation, the estimated cyclical component
vanishes, leaving only the structural deficit, although some
lagged cyclical effects would arguably still be present.
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Chart 3-2. Range of Uncertainty for the
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Despite these limitations, the distinction between cy-
clical and structural deficits is helpful in understanding
the path of fiscal policy. The large increase in the deficit
in 2009 and 2010 is due to a combination of both compo-
nents of the deficit. There is a large increase in the cycli-
cal component because of the rise in unemployment. That
is what would be expected considering the severity of the
recent recession. Finally, there is a large increase in the

2014 2015 2016

structural deficit because of the policy measures taken to
combat the recession. This reflects the Government’s de-
cision to make an active use of fiscal policy to lessen the
severity of the recession and to hasten economic recovery.
In 2011-2017, the cyclical component declines sharply as
the economy recovers. The structural deficit shrinks dur-
ing 2011-2013 as the temporary spending and tax mea-
sures in the Recovery Act end.

Table 3-4. THE STRUCTURAL BALANCE

(Fiscal years; in billions of dollars)

2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018 2019
Unadjusted surplus (=) or deficit .........coccrevnnee. 160.7 458.6| 1,412.7| 1,2935| 1,645.1| 1,101.2 767.5 644.6 606.7 648.7 626.7 618.9 681.5
Cyclical component ..........cocceeeeerreeeenenns -94.3| -129| 3536| 4770 5057 527.2| 4226| 280.3] 153.3 64.5 15.6 04 0.0
Structural surplus (=) or defiCit ........ccccoorrrrrenns 255.0 471.4) 1,059.1 816.5| 1,139.4 574.0 345.0 364.2 453.5 584.2 611.2 618.5 681.5
(Fiscal years; percent of Gross Domestic Product)
Unadjusted surplus (=) or deficit ...........cccuevrneee 12%| 32%| 10.0%| 8.9%| 109%| 7.0%| 4.6%| 3.6%| 32%| 33%| 3.0% 29%| 3.0%
Cyclical COMPONENt ....oouuvverererrrrereriiieens —0.7%| -01%| 25%| 33%| 34%| 33% 25% 1.6%| 08%| 03%| 0.1%| 0.0%| 0.0%
Structural surplus (<) or defiCit .........ccccoevvrrenes 1.8% 3.3% 7.5% 5.6% 7.6% 3.6% 2.1% 2.0% 2.4% 3.0% 2.9% 2.9% 3.0%

NOTE: The NAIRU is assumed to be 5.3%.
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Over the past three years, the U.S. Government has
taken unprecedented action to mitigate the damage to
the U.S. economy from the largest financial crisis in a
generation. The Department of the Treasury, the Board
of Governors of the Federal Reserve System (Federal
Reserve), the Federal Deposit Insurance Corporation,
the National Credit Union Administration, the Securities
and Exchange Commission, and the Commodity Futures
Trading Commission have acted independently and in
concert to scale up existing programs and make them
more effective, and to launch new programs that are de-
signed to: expand access to credit; strengthen financial in-
stitutions; restore confidence in the financial market; and
stabilize the housing sector. In 2010, the Administration
also achieved the objective of enacting comprehensive
reform of U.S. financial regulation to ensure that the
Government has the tools and authority to prevent an-
other crisis of this magnitude before it hits and to resolve
significant financial failures more effectively.

This chapter provides a summary of key Government
programs, followed by a report analyzing the cost and
budgetary effects of the Treasury’s Troubled Asset Relief
Program (TARP), consistent with Sections 202 and 203
of the Emergency Economic Stabilization Act (EESA) of
2008 (P.L. 110-343), as amended. This report analyzes
transactions as of November 30, 2010, unless otherwise
noted, and expected transactions as reflected in the
Budget. The TARP costs discussed in the report and in-
cluded in the Budget are the estimated present value of
the TARP investments, netting and discounting the ex-
pected dividends, interest, and principal redemptions the
Government receives against its investments; this credit
reform treatment of TARP transactions is authorized by
Section 123 of EESA.

The Treasury’s authority to make new TARP commit-
ments expired on October 3, 2010. However, Treasury
continues to manage existing TARP investments, and is
authorized to expend additional TARP funds pursuant to
obligations entered into prior to October 3, 2010. In July
2010, the Dodd-Frank Wall Street Reform and Consumer
Protection Act reduced total TARP purchase authority to
$475 billion.

The Administration’s current estimate of TARP’s def-
icit cost for $474.8 billion in obligations is $48.3 billion
(see Tables 4-1 and 4-7). This estimated direct impact of
TARP on the deficit has been cut by 58 percent (or over $66
billion) from the Mid-Session Review of the 2011 Budget
(2011 MSR), due to lower overall TARP obligations and
higher returns on TARP investments. The Treasury has
received higher-than-expected repayments and redemp-
tions from TARP recipients. As of December 31, 2010, the
Treasury had received actual repayments of $235 billion.
One hundred banks alone returned over $208 billion in

TARP investments over 2009 and 2010. The 2011 MSR
estimated a $114.5 billion deficit cost of purchases and
guarantees associated with an estimated $494.4 billion in
obligations. Section 123 of EESA requires TARP cost to be
estimated on a net present value basis adjusted to reflect
a premium for market risk. As investments are liquidat-
ed, their actual costs (including any market risk effects)
become known and are reflected in reestimates. It is likely
that the total cost of TARP to taxpayers will eventually be
lower than current estimates at the market-risk adjusted
discount rate, but that cost will not be fully known until
all TARP investments have been extinguished. (See Table
4-9 for an estimate of TARP subsidy costs stripped of the
market-risk adjustment.)

Enactment of Comprehensive
Financial Reform Legislation

On July 21, 2010, thirteen months after the
Administration delivered its financial reform proposal to
Congress, the President signed into law the Dodd-Frank
Wall Street Reform and Consumer Protection Act! (the
“Dodd-Frank Act” or the “Act”). The Act met the critical
objectives of the Administration’s proposal: to help pre-
vent future financial crises in part by filling gaps in the
U.S. regulatory regime; to better protect consumers; to
prevent financial firms from taking risks that threaten
the economy; and to provide the Government more effec-
tive tools to manage financial crises. The Dodd-Frank Act
changes to the U.S. financial regulatory regime are nu-
merous and comprehensive, including:

Ends “Too-Big-to-Fail” : The Dodd-Frank Act makes
clear that no financial firm will be considered “too big to
fail” in the future. Instead, the Federal Deposit Insurance
Corporation (FDIC) now has the ability to unwind failing
systemically-significant non-bank financial institutions in
an orderly manner to prevent widespread disruptions to
U.S. financial stability. The Budget includes a probabilis-
tically estimated cost to the Government of this enhanced
orderly liquidation authority of $19.5 billion over 2011-
2021. While total costs of any liquidation are, by law, to
be recovered in full, there is a net cost from this authority
over the budget period due to the fact that cost recovery
occurs in the years following liquidation. The Act also
helps monitor and constrain risks in the financial system
by creating a new Financial Services Oversight Council
(FSOC) chaired by the Secretary of the Treasury that
brings together the expertise of the Federal financial reg-
ulators, an insurance expert appointed by the President,
and state regulators. The Act authorizes the FSOC to des-
ignate non-bank financial firms for heightened supervi-
sion if material financial distress at such a firm, or the na-
ture, scope, size, scale, concentration, interconnectedness,

IPL.111-208.
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or mix of the activities of the firm, could pose a threat to
the financial stability of the United States. The FSOC is
supported by a new Office of Financial Research (OFR)
within the Treasury Department established to improve
the quality of financial data available to policymakers
and to facilitate more robust and sophisticated analysis of
the financial system. As specified in the Act, the Budget
reflects funding for the FSOC and OFR through transfers
from the Federal Reserve for 2011 and 2012. Thereafter,
both entities will be fee-funded; there will be no net tax-
payer cost for these activities.

Enhances Consumer Protection: The Act creates a
single independent regulator—the Consumer Financial
Protection Bureau (CFPB)—whose sole mission is to look
out for consumers in the increasingly complex financial
marketplace. Consolidation of authorities in an agency
with a mission focused on consumer protection will in-
crease accountability for providing and consistently en-
forcing clear rules of the road for firms offering consumer
financial services. The Act provides for a transition pe-
riod during which the Treasury Department is respon-
sible for standing up the new CFPB. The Secretary of the
Treasury designated July 21,2011 as the date upon which
the consumer financial protection functions of certain ex-
isting Federal regulators will transfer to the CFPB and
the stand-up period ends. The Budget reflects funding for
the CFPB through authorized transfers from the Federal
Reserve, estimated at $329 million in 2012.

Permanently Increases Deposit and Share Insurance
and their Protection: The Act permanently increases the
standard maximum deposit and share insurance amounts
from $100,000 to $250,000, which applies to both the
FDIC and the National Credit Union Administration, and
requires the FDIC to base deposit insurance premiums
on an insured depository institution’s total liabilities in-
stead of total insured deposits. To improve the security of
the FDIC fund backing this insurance, the Act requires
the FDIC to increase the reserve ratio of the Deposit
Insurance Fund (DIF) to at least 1.35 percent of total
insured deposits by September 30, 2020, resulting in an
increase in assessments on deposit institutions. These
changes are reflected in the Budget and their effects are
discussed in greater detail in the Credit and Insurance
chapter in this volume.

Increases Transparency in Financial Markets: The
Act creates for the first time comprehensive oversight of
swaps markets. It requires central clearing and trans-
parent trading of standardized swaps and reporting of all
derivatives transactions, as well as capital, margin, and
business conduct requirements for swaps dealers and
major swaps participants. The Act also expands the au-
thority of the Securities and Exchange Commission (SEC)
and the Commodity Futures Trading Commission (CFTC)
to register and regulate hedge funds and private equity
funds. These changes are critical to ensuring that inves-
tors and regulators can more accurately assess the finan-
cial strength and risks of market participants.

The Budget reflects changes made by the Act to the
SEC’s fee structure. Beginning in 2012, a portion of the
fees the SEC currently collects will be classified as man-

datory offsetting receipts and deposited directly into the
General Fund of the Treasury; the remainder of the fees
will continue to be classified as discretionary offsetting
collections and available to offset the cost of SEC opera-
tions once the annual limit on these costs has been set
through appropriations acts. Additionally, the Act has cre-
ated a Reserve Fund into which the SEC may deposit up
to the first $50 million in mandatory fee collections per
year, to be kept in reserve if needed for agency operations.

The Dodd-Frank Act includes numerous other reform
measures, including strengthening important payment,
clearing, and settlement systems, enhancing disclosure
and accountability of credit rating agencies, increasing
investor rights and protections, and creating a new office
in the Treasury Department to monitor the insurance in-
dustry.

International Financial Reform. The financial
crisis was an international event not limited to U.S.
markets, corporations, and consumers. In addition to
its demonstrated commitment to achieving meaningful
financial reform at home, the Administration continues
to ensure coordination of financial reform principles
across the globe. At the G-20 Summit in Pittsburgh
in September 2009, President Obama and other G-20
leaders established the G-20 as the premier forum for
international economic cooperation. Over the course
of Summits held in London (April 2009), Pittsburgh
(September 2009), Toronto (June 2010), and Seoul
(November 2010), the Administration and G-20 leaders
have committed to an ambitious agenda for financial
regulatory reform. Their reform commitments have ex-
tended the scope of regulation, will improve transpar-
ency and disclosure, and will strengthen banks through
increased and higher quality capital and introduction of
a leverage ratio that will limit the amount banks may
lend relative to their capital reserves. Together, the
U.S. and its global allies are building effective resolu-
tion regimes, including cross-border resolution frame-
works, and are developing higher prudential standards
for systemically important financial institutions to re-
flect the greater risk those institutions pose to financial
system stability. Treasury Secretary Geithner and oth-
ers in the Administration have worked actively to make
sure that these commitments are fully consistent with
our domestic financial reform agenda.

The Administration has worked cooperatively with
its G-20 partners to close regulatory gaps. These efforts
reflect the parties’ recognition of the interconnectedness
of financial markets and the need to preclude opportuni-
ties for regulatory arbitrage, in which firms seek jurisdic-
tions and financial instruments that are less regulated
and, in doing so, allow risk to build up covertly, posing
a threat to financial stability. In developing regulatory
reforms that strengthen the resilience of the financial
system to withstand the level of stress seen in the crisis,
the Administration and its G-20 partners have remained
mindful of the need to undertake reform in ways consis-
tent with cultivating vibrant, innovative, and healthy
markets that can do what financial markets do best: al-
locate scarce resources efficiently.



4. FINANCIAL STABILIZATION EFFORTS AND THEIR BUDGETARY EFFECTS

29

Federal Reserve Programs

Beginning in August 2007, the Federal Reserve re-
sponded to the crisis by implementing a number of pro-
grams designed to support the liquidity positions of finan-
cial institutions and foster improved conditions in financial
markets. The Federal Reserve actions can be divided into
three groups. The first set of tools involved the provision of
short-term liquidity to banks and other financial institu-
tions through the traditional discount window to stem the
precipitous decline in interbank lending. The Term Auction
Facility (TAF), which was created in December 2007, al-
lowed depository institutions to access Federal Reserve
funds through an auction process, wherein depository in-
stitutions bid for TAF funds at an interest rate that is de-
termined by the auction. The final TAF auction was held
in March 2010 and, in total, the Federal Reserve disbursed
over $3.8 trillion in TAF loans. All TAF loans were repaid in
full, with interest. The Federal Reserve also initiated the
Term Securities Lending Facility (TSLF) and the Primary
Dealer Credit Facility (PDCF), both of which provided ad-
ditional liquidity to the system and helped stabilize the
broader financial markets. The PDCF and TSLF expired
on February 1, 2010, consistent with the Federal Reserve’s
June 2009 announcement.

The second set of tools involved the provision of liquid-
ity directly to borrowers and investors in key credit mar-
kets. The Commercial Paper Funding Facility (CPFF),
Asset-Backed Commercial Paper Money Market Mutual
Fund Liquidity Facility (AMLF), Money Market Investor
Funding Facility (MMIFF), and the Term Asset-Backed
Securities Loan Facility (TALF) fall into this category. As
a third set of instruments, the Federal Reserve expanded
its traditional tool of open market operations to support
the functioning of credit markets through the purchase of
longer-term securities for the Federal Reserve’s System
Open Market Account portfolio. In light of improved
functioning of financial markets, many of the new pro-
grams have expired or been closed including the MMIFF
(October 30, 2009), AMLF (February 1, 2010), and CPFF
(February 1, 2010).

To address the frozen consumer and commercial credit
markets, the Federal Reserve announced on November 25,
2008 that in conjunction with the Treasury Department
it would lend up to $200 billion to holders of newly issued
AAA-rated asset-backed securities through the TALF. The
program was expanded as part of the Administration’s
Financial Stability Plan and launched in March 2009. The
program supported the issuance of asset-backed securi-
ties collateralized by student loans, auto loans, credit card
loans, Small Business Administration guaranteed loans,
commercial mortgage loans, and certain other loans. As
part of the program, Treasury provided through TARP
authorities protection to the Federal Reserve by originally
covering the first $20 billion in losses on all TALF loans.
However, in July 2010, Treasury, in consultation with the
Federal Reserve, reduced its loss-coverage to $4.3 billion,
which represented approximately 10 percent of the total
$43 billion outstanding in the facility when the program
was closed to new lending on June 30, 2010.

To support mortgage lending and housing markets, the
Federal Reserve began purchasing up to $175 billion of
Government-Sponsored Enterprise (GSE) debt and up to
$1.25 trillion of GSE mortgage-backed securities (MBS)
beginning in December 2008. The Federal Reserve com-
pleted its purchase of $1.25 trillion in GSE MBS in March
2010, and has purchased $172 billion of GSE debt as of
December 2010. Purchasing GSE debt and MBS has pro-
vided liquidity to the mortgage market, which facilitated
the issuance of new mortgage loans to homebuyers at
affordable interest rates. The Federal Reserve also pur-
chased $300 billion in longer-term Treasury securities in
2009 to improve interest rate conditions in mortgage and
other private credit markets.

To support a stronger paced economic recovery, in
November 2010 the Federal Reserve announced plans
to purchase up to $600 billion of additional long-term
Treasury securities as part of its “quantitative easing”
program. The purchases will extend over an eight-month
period; however, the Federal Open Market Committee
stipulated that it will continually monitor economic con-
ditions and alter the timing and amount of purchases of
Treasury securities, as necessary, to maximize employ-
ment and maintain price stability, consistent with its
statutory mandate.

Earnings resulting from the expansion of the Federal
Reserve’s balance sheet through the purchase of GSE
debt, GSE MBS, and long-term Treasury securities have
increased the profits the Federal Reserve remits to the
Treasury, reducing the budget deficit. In 2010, Treasury
received $75.8 billion from the Federal Reserve, which
represents a 120 percent increase over 2009 deposits. The
Budget projects Treasury will receive $79.5 billion and
$65.8 billion from the Federal Reserve in 2011 and 2012,
respectively.

Federal Deposit Insurance
Corporation (FDIC) Programs

Using its existing authority, the FDIC created the
Temporary Liquidity Guarantee Program (TLGP) in
October 2008, to help restore confidence in the banking
sector and prevent large scale deposit flight. There are two
components to the TLGP: the Debt Guarantee Program
and the Transaction Account Guarantee. For the first time
ever, the Debt Guarantee Program (DGP) allowed partici-
pating institutions (banks and their holding companies
and affiliates) to issue FDIC-guaranteed senior secured
debt. Therefore, if a participating institution defaulted
on its debt, the FDIC would make required principal and
interest payments to unsecured senior debt holders. The
FDIC charged additional fees and surcharges for any par-
ticipating institutions that voluntarily opted into this pro-
gram. Originally, the guarantee was limited to unsecured
debt issued between October 14, 2008, and June 30, 2009,
and the FDIC guarantee coverage extended through June
30,2012. On March 17, 2009, the FDIC extended coverage
to debt issued through October 31, 2009, and extended the
guarantee through December 31,2012. The FDIC also lev-
ied a surcharge on debt issued between April 1, 2009, and
October 31, 2009, which was transferred to the Deposit
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Insurance Fund. On October 20, 2009, the FDIC adopted
a final rule reaffirming that the FDIC will not guarantee
any debt issued after October 31, 2009. The rule also es-
tablished a limited, six-month emergency guarantee facil-
ity upon expiration of the program; however, this facility
was never utilized. As of September 30, 2010, there was
$268.8 billion of debt outstanding in the senior unsecured
debt guarantee program.

The Transaction Account Guarantee (TAG), the sec-
ond component of the TLGP, extended an unlimited FDIC
guarantee to participating insured depository intuitions
for non-interest bearing transaction account deposits,
which included low-interest negotiable order of with-
drawal (NOW) accounts and Interest on Lawyers Trust
Accounts (IOLTAs). The FDIC charged additional premi-
ums for any banks that voluntarily opted into this pro-
gram. This guarantee was designed to protect small busi-
ness payrolls held at small and medium sized banks.

The Dodd-Frank Act modified authorities for these
programs and authorized the FDIC to provide two years
of unlimited insurance coverage, through the Deposit
Insurance Fund, for non-interest bearing transaction ac-
count deposits starting on December 31, 2010 (excluding
NOW accounts and IOLTAs). However, the Permanent
Federal Deposit Insurance Coverage for Interest on
Lawyers Trust Accounts Act (P.L. 111-343) enacted on
December 29, 2010 extended the two years of unlimited
coverage to IOTLAs as well, though not the NOW ac-
counts. The coverage extended through the Dodd-Frank
Act is provided to all insured institutions and there are
no separate fees associated with this coverage. Due to the
passage of the Dodd-Frank Act, the FDIC Board adopted
a final rule in October 2010, stating that the TAG would
not be extended beyond its December 31, 2010 expiration
date. The Budget reflects TAG account transactions for
the first quarter of fiscal year 2011, after which losses on
non-interest bearing transaction accounts are reflected in
the FDIC’s Deposit Insurance Fund.

The FDIC has further collaborated with the Treasury
Department and the Federal Reserve to provide ex-
ceptional assistance to institutions such as Citigroup.
Alongside the Treasury and the Federal Reserve, the
FDIC guaranteed up to $10 billion of a $301 billion port-
folio of residential and commercial mortgage-backed se-
curities at Citigroup. The guarantee was terminated in
December 2009 as part of a larger Citigroup initiative to
repay Federal support.

For a more detailed analysis of active FDIC programs,
see the section titled, “Deposit Insurance” in the Credit
and Insurance chapter in this volume.

National Credit Union Administration
(NCUA) Programs

The NCUA has continued to take aggressive actions in
response to dislocations in financial markets in order to
maintain member and investor confidence, limit losses,
and promote recovery in the credit union system. These
actions have included raising the deposit insurance cov-
erage to $250,000 in 2009, providing liquidity loans to
member credit unions totaling $24 billion, and stabilizing

an additional three corporate credit unions (for a total of
five) through conservatorship. NCUA has also executed
multiple programs amidst the economic crises to ensure
liquidity and ultimately the continued safety and sound-
ness of the credit union system, including the Temporary
Corporate Credit Union Stabilization Fund, the Credit
Union Homeowners Affordability Relief Program, and the
System Investment Program.

On October 16, 2008, the NCUA announced the
Temporary Corporate Credit Union Liquidity Guarantee
Program. Under this program, the NCUA guaranteed
certain unsecured debt of participating corporate credit
unions issued from October 16, 2008, through June 30,
2009. In May 2009, NCUA revised and extended the pro-
gram to cover certain newly-issued unsecured debt obli-
gations issued through June 30, 2010. In September 2010,
the program was revised and extended again, to apply
to certain newly-issued unsecured debt issued through
September 30, 2011. The program ensured parity with
deposit institutions covered by a similar FDIC guarantee
program, and maintained market confidence in corporate
credit union unsecured debt offerings.

The NCUA has utilized the authorities of its Central
Liquidity Facility (CLF) to provide liquidity to the credit
union system. In 2009 and 2010, the CLF granted liquid-
ity advances of $20 billion, including $10 billion originat-
ing in March 2009 to the National Credit Union Share
Insurance Fund, in order to provide funding stabilization
to the first two corporate credit unions placed in conserva-
torship. All of the advances were repaid by December 31,
2010. Late in 2008, the CLF also established the Credit
Union Homeowners Affordability Relief Program (HARP)
and the System Investment Program (SIP) to add liquid-
ity to the credit union system; a total of $8.4 billion was
advanced with these two programs. The HARP program
provided incentives for credit unions to assist member
homeowners in danger of defaulting on their mortgages.
The CLF made one-year secured credit advances to quali-
fying credit unions that in turn were required to invest in
a special corporate credit union note used by the corporate
credit union to pay down external secured borrowings.
The qualifying credit union can earn an extra coupon pay-
ment on the HARP note for demonstrated mortgage relief
to eligible members. Total HARP advances of $164 mil-
lion were made and the program was terminated when
the last outstanding advance was repaid on December 31,
2010.

Under the SIP, the CLF made one-year secured credit
advances to credit unions, that in turn were required to
invest those funds in guaranteed corporate credit union
notes, to provide a stable and affordable source of liquid-
ity for corporate credit unions. Total SIP advances of $8.2
billion were made and the program was terminated when
the last outstanding advance was fully repaid on March
2010.

NCUA’s systemic support via guarantees of unsecured
debt and share deposits and liquidity advances has sta-
bilized the corporate credit union system, which is vital
for the day-to-day operations and function of the approxi-
mately 7,400 credit unions nationwide. In addition to sta-
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bilizing liquidity and confidence in the system, NCUA ad-
opted a stronger regulatory and supervisory framework to
govern credit unions, address identified weaknesses, and
ensure such distress is not repeated in the future. NCUA
also comprehensively revised Part 704 of its Rules and
Regulations to enhance capital standards, investment au-
thorities and limitations, and corporate governance.

The Helping Families Save Their Home Act of 2009
(PL. 111-22) created the Temporary Corporate Credit
Union Stabilization Fund (TCCUSF) to cover expenses
associated with stabilizing the corporate credit union
system. The TCCUSF accrues the losses of the corporate
credit union system and issues assessments on all corpo-
rate credit unions to recover the losses. With the Share
Insurance Fund, the TCCUSF has $6 billion in borrow-
ing authority. In September 2010, the TCCUSF was ex-
tended until June 30, 2021, coinciding with NCUA’s adop-
tion of the Corporate Resolution Plan aimed at removing
long-term threats to the corporate system. Through 2010,
TCCUSF has borrowed $1.8 billion, including $810 mil-
lion for liquidity loans into the corporate credit union sys-
tem that have been fully repaid. Additionally, TCCUSF
assessed credit unions $1.3 billion since inception and has
used these funds to repay all outstanding borrowings re-
quired to fund resolutions.

Securities and Exchange Commission
(SEC) and Commodity Futures Trading
Commission (CFTC) Programs

To advance the Administration’s efforts to prevent fu-
ture financial crises, the SEC and CFTC worked through-
out 2010 to address many of the root causes of the crisis,
to adapt their organizations to more effectively monitor
regulated industries and activities, and to implement
enforcement strategies designed to both punish non-
compliant actors and deter noncompliance system-wide.
Following a review of its enforcement protocol in 2009,
the SEC has restructured its Division of Enforcement and
has reorganized its inspection unit. These changes will
allow the SEC to more aggressively root out securities law
violations, and to more effectively prosecute those who
commit them. In 2010, the SEC returned approximately
$2.2 billion to harmed investors as a result of its enforce-
ment efforts in the field of mortgage-backed securities
and related financial products, and larger such returns
are expected over the coming year

The SEC began implementation of a long-term infor-
mation technology improvement plan in 2010. The first
effort under that plan was design and delivery of a sys-
tem capable of tracking, compiling, and comparing tips,
complaints, and referrals received by the agency. Offices
throughout the SEC now have access to this central-
ized repository, which will increase the agency’s ability
to match, route, and track tips, complaints, and referrals
about a single market participant that might not have
been flagged or traced by earlier systems.

The CFTC experienced a significant expansion of its
regulatory authorities in 2010 with enactment of the
Dodd-Frank Act. In addition to its longstanding respon-
sibility to ensure fair, open, and efficient future markets,

the CFTC is now authorized to regulate the swaps mar-
ketplace through oversight of derivatives dealers and
open trading and clearing of standardized derivatives on
regulated platforms. To adapt its mission to include these
new responsibilities, the CFTC established 30 teams in
2010 to formulate and draft the numerous rules required
to implement the Dodd-Frank Act. The CFTC has ac-
tively consulted with other Federal financial regulators,
as well as international counterparts, to ensure harmo-
nization of proposed rules. Additionally, the CFTC has
demonstrated a commitment to public transparency in its
adoption of Dodd-Frank Act implementing regulations,
requesting and incorporating input from the public dur-
ing the earliest stages of rule development, publishing a
wide variety of materials and disclosures on its website,
and conducting all Commission reviews of proposed rules
in open forums.

While devoting significant resources to timely and
thorough implementation of new Dodd-Frank Act au-
thorities, the CFTC has continued its market surveillance
and enforcement activities. In 2010, the CFTC filed 57
enforcement actions, 7 more than in 2009. Additionally,
the number of enforcement investigations opened by the
CFTC increased dramatically in 2010 to 419, up from 251
in 2009. One-hundred percent of enforcement actions
closed in 2010 resulted in monetary penalties, up from
98 percent in 2009. This translates to collections of $174
thousand in restitution and disgorgement penalties (i.e.,
collections of ill-gotten gains), and $75 million in civil
money penalties in 2010, up from $154 thousand and $18
million respectively in 2009.

The President’s Budget provides significant increases
for the SEC and CFTC in 2012 in support of base regula-
tory work as well as Dodd-Frank Act implementation. For
SEC, a program level of $1,427 million is proposed, an in-
crease of $316 million or 28 percent over 2010. For CFTC,
$308 million is provided, an increase of $139 million or
82 percent over 2010. The rapid expansion in CFTC’s
authorities and oversight has required unprecedented
growth in the agency’s resources. In order to ensure that
the agency can effectively absorb the increased resources
necessary to fund operations at post-Dodd-Frank Act lev-
els, the Budget proposes phasing in total resource growth
over 2012 and 2013, with funding in 2012 available for
a period of two years. Additionally, the Budget proposes
funding CFTC’s non-enforcement activities through fees
assessed on the regulated community, consistent with ev-
ery other Federal financial regulator. In 2012, the Budget
estimates CFTC user fee collections at $117 million.

Housing Market Programs under the
Housing and Economic Recovery Act

To avoid a possible collapse of the housing finance mar-
ket and further risks to the broader financial market, the
Federal Housing Finance Authority (FHFA) placed the
Federal National Mortgage Association (Fannie Mae) and
the Federal Home Loan Mortgage Corporation (Freddie
Mac) into conservatorship on September 6, 2008. On the
following day, the U.S. Treasury launched three new pro-
grams to provide temporary financial support to these
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housing Government-Sponsored Entities (GSEs) and to
stabilize the housing market under the broad author-
ity provided in the Housing and Economic Recovery
Act (HERA) of 2008 (P.L. 110-289). First, the Treasury
Department provided capital to the GSEs through Senior
Preferred Stock Purchase Agreements (PSPAs) to ensure
that the GSEs maintain a positive net position (i.e., as-
sets are greater than or equal to liabilities). On December
24, 2009, Treasury announced that the funding commit-
ments in the purchase agreements would be modified to
the greater of $200 billion or $200 billion plus cumula-
tive net worth deficits experienced during 2010-2012, less
any surplus remaining as of December 31, 2012. Second,
the Treasury established a line of credit for Fannie Mae,
Freddie Mac, and the Federal Home Loan Banks to en-
sure they have adequate funding on a short-term, as-
needed basis. This line of credit was never used. The
Treasury also initiated purchases of GSE guaranteed
mortgage-backed securities (MBS) in the open market
(separate from the Federal Reserve’s MBS purchase pro-
gram discussed above), with the goal of increasing liquid-
ity in the secondary mortgage market. In December 2009,
the Treasury initiated two additional purchase programs
under HERA authority to support housing assistance pro-
vided through new and existing State and local Housing
Financing Agencies (HFAs) revenue bonds. Treasury’s
authority to enter new obligations under the GSE PSPA
agreement, MBS purchase, and HFA support programs
expired on December 31, 2009. However, Treasury’s exist-
ing commitments continue to support any needed capital
infusions through PSPAs, new and existing HFA housing
bond issuances, and Treasury will continue to collect prin-
cipal and interest payments on the securities that it owns.

The Budget assumes that Treasury will make cumula-
tive investments in Fannie Mae and Freddie Mac of $224
billion from 2009 through 2012, and receive dividends of
$55 billion over the same period. These estimates are con-
sistent with the “baseline” case in the range of potential
draws announced by FHFA in October 2010. Starting in
2013, the Budget forecasts that Fannie Mae and Freddie
Mac will have sufficient earnings to pay part but not all
of the scheduled dividend payments. The Budget assumes
additional net dividend receipts of $97 billion from 2013-
2021, for total net PSPA outlays of $73 billion from 2009
through 2021.

In addition, significant assistance has been provided
to the mortgage market through the Federal Housing
Administration (as described in the Credit and Insurance
chapter), through Federal Reserve Bank purchases of GSE
MBS (as described above), and through the Department
of the Treasury, as described below.

A more detailed analysis of these housing assistance
programs is provided the Credit and Insurance chapter
in this volume.

Treasury Programs

Small Business Lending Programs. To increase the
availability and affordability of credit to help small busi-
nesses drive economic recovery and create jobs, the Small
Business Jobs Act of 2010 (P.L. 111-240) created two

new programs proposed by the Administration that are
being administered by the Department of the Treasury:
the State Small Business Credit Initiative (SSBCI),
which provides capital through grants to state programs
that support lending to small businesses, and the Small
Business Lending Fund (SBLF), which can provide up to
$30 billion in capital to qualified community banks and
other targeted lenders with assets of less than $10 billion
to encourage their lending to small businesses.

The SSBCI offers States (and in certain circumstances,
municipalities) the opportunity to apply for Federal funds
for programs that partner with private lenders to extend
credit to small businesses to create jobs. All 50 States, the
District of Columbia, and the five U.S. Territories are eli-
gible to participate in the SSBCI. The Jobs Act provides
$1.5 billion for SSBCI, including administrative expenses,
which is estimated to create at least $15 billion in new
lending to small businesses based on statutory require-
ments for State participants to demonstrate leveraging
capacity. These funds must be obligated within two years
and are allocated to States based on a statutory formula
that takes into account each jurisdiction’s unemployment
rate and decline in employment relative to other jurisdic-
tions.

Because institutions leverage their capital, the SBLF
could help increase lending to small businesses in an
amount significantly greater than the total capital pro-
vided to participating banks. In addition to expanding
the lending capacity of banks, the SBLF creates a strong
incentive for lenders to increase small business loans by
tying the cost of SBLF funding to the volume growth of
each lender’s portfolio of small business loans.

For more information on SSBCI and SBLF, please see
the Credit and Insurance chapter in this volume.

Troubled Asset Relief Program (TARP). EESA au-
thorized the Treasury to purchase or guarantee troubled
assets and other financial instruments to restore liquid-
ity and stability to the financial system of the United
States while protecting taxpayers. Treasury has used its
authority under EESA to provide capital to and restore
confidence in the strength of U.S. financial institutions, to
restart markets critical to financing American households
and businesses, and to address housing market problems
and the foreclosure crisis. Under EESA, the Secretary’s
authority was originally limited to $700 billion in obliga-
tions at any one time, as measured by the total purchase
price paid for assets and guaranteed amounts outstand-
ing. The Helping Families Save Their Homes Act of 2009
(P.L. 111-22) reduced total TARP purchase authority by
$1.3 billion, and in July 2010, the Dodd-Frank Act further
reduced total TARP purchase authority to a maximum of
$475 billion in cumulative obligations.

On December 9, 2009, and as authorized by EESA, the
Secretary of the Treasury certified to Congress that an ex-
tension of TARP purchase authority until October 3, 2010,
was necessary “to assist American families and stabilize
financial markets because it will, among other things, en-
able us to continue to implement programs that address
housing markets and needs of small businesses, and to
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maintain the capacity to respond to unforeseen threats.”
On October 3,2010, the Treasury’s authority to make new
TARP commitments expired. The Treasury continues to
manage existing investments and is authorized to expend
previously committed TARP funds pursuant to obliga-
tions entered into prior to October 3, 2010.

In extending TARP authority through October 3, 2010,
the Secretary outlined the Government’s four elements of
its strategy to wind-down TARP and related programs:
First, the Treasury would wind down those programs that
are no longer necessary, such as the Capital Purchase
Program (CPP); funding for the CPP ended on December
31, 2009. Second, new planned programs in 2010 under
the extension of the purchase authority would be lim-
ited to three areas: (1) continued foreclosure mitigation
for responsible American homeowners and stabilization
of the housing market; (2) initiatives to provide capital
to small and community banks; and (3) potentially in-
creased commitment to the Term Asset-Backed Securities
Loan Facility (TALF) to improve securitization markets
that facilitate consumer and small business loans, as well
as commercial mortgage loans. Third, the Government
would maintain the capacity to respond to unforeseen
threats. The Government would not use remaining TARP
funds unless necessary to respond to an immediate and
substantial threat to the economy stemming from finan-
cial instability. Fourth, the Government would manage
equity investments acquired through TARP while pro-
tecting taxpayer interests. It would continue to manage
those investments in a commercial manner and seek to
dispose of them as soon as practicable.

As a result of improved overall financial conditions and
careful stewardship of the program, the 2012 Budget re-
flects an impact of TARP on the deficit that is approxi-
mately $66 billion less than previously estimated in the
Mid-Session Review of the 2011 Budget. Furthermore, the
Budget estimates total purchases under TARP authority
to be approximately $475 billion, which is consistent with
the statutory requirement prescribed in the Dodd-Frank
Act. A more detailed analysis of specific TARP programs
is provided below.

Description of Assets Purchased
Through the Troubled Asset Relief
Program (TARP), by Program

Capital Purchase Program (CPP). Pursuant to
EESA, the Treasury created the CPP in October 2008 to
restore confidence throughout the financial system by en-
suring that the Nation’s banking institutions have a suf-
ficient capital cushion against potential future losses and
to support lending to creditworthy borrowers. All eligible
CPP recipients completed funding by December 31, 2009,
and the program will not make new investments. The
Budget reflects total TARP purchases of $204.9 billion in
preferred stock under the program. As of December 31,
2010, Treasury received approximately $168 billion in re-
demptions of preferred stock (i.e., principal repayments)
and over $25 billion in revenues from dividends, interest,
warrants, and fees.

In December 2010, the Treasury Department sold its
remaining shares of Citigroup common stock acquired as
part of Citigroup’s participation in the CPP. In aggregate,
Treasury received approximately $32 billion from the sale
of 7.7 billion shares of Citigroup common stock, which
represents a positive return of nearly $7 billion on the
Citigroup CPP investment. As a result of the Citigroup
sale, and higher-than-expected repayments, the CPP in-
vestment is estimated to yield a net positive return of
$5.9 billion to taxpayers, before administrative costs.

AmericanInternational Group (AIG) Investments.
The Federal Reserve Bank of New York (FRBNY) and
the Treasury provided financial support to the American
International Group in order to mitigate broader systemic
risks that would have resulted from the disorderly failure
of the company. To prevent the company from entering
bankruptcy and to resolve the liquidity issues it faced, the
FRBNY provided an $85 billion credit facility to AIG in
September 2008 and received preferred shares that en-
titled it to 79.9% of the voting rights of AIG’s common
stock. After TARP was enacted, the Treasury and FRBNY
continued to work to facilitate AIG’s execution of its plan
to sell certain of its businesses in an orderly manner, pro-
mote market stability, and protect the interests of the U.S.
government and taxpayers. As of December 31, 2008, the
Treasury had purchased $40 billion in preferred shares
from AIG. In April 2009, Treasury also extended a $29.8
billion capital facility, of which AIG has drawn $27.8 bil-
lion as of January 2011, in exchange for additional pre-
ferred stock.

After consulting with the FRBNY, Treasury, and the
AIG Credit Facility Trust, AIG executed a recapitaliza-
tion deal in mid-January 2011 that will significantly ac-
celerate the Government’s exit from AIG. As a result of
the recapitalization, the Treasury has a 92 percent own-
ership stake in AIG, approximately 61 percent of which
will be held within TARP. A summary of the deal terms is
provided below:

e AIG retired the remaining $20 billion credit facility,
which included accrued interest and fees, held by the
FRBNY with $27.2 billion in cash proceeds raised
from the initial public offering of the AIA Group
Limited (AIA) and the sale of American Life Insur-
ance Company (ALICO) to MetLife.

e AIG drew $20.3 billion from the remaining $22.3 bil-
lion TARP capital facility to buy-out the FRBNY’s
preferred interests in special purposes vehicles
(SPV) holding ATA and ALICO. In exchange, Trea-
sury received the preferred interests in the two
SPV’s, which are supported by interests in a num-
ber of AIG subsidiaries that are currently valued
well over $22.3 billion, as well as Series F preferred
stock. The recapitalization agreement allows AIG to
draw $2.0 billion from the TARP capital facility for
general corporate purposes. Although AIG has not
utilized this borrowing authority, the Budget’s cost
estimates assume that AIG will draw the available
$2.0 billion in 2011.

e Treasury exchanged its Series E and F preferred in-
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terest holdings for 1.09 billion shares in AIG com-
mon stock.

e As part of the aid package extended to AIG, the
FRBNY received AIG Series C convertible preferred
shares worth 79.8 percent of AIG common stock in
January 2009, and transferred ownership to an in-
dependent Trust for the benefit of the Treasury. As
part of the recapitalization plan, the Series C pre-
ferred interest held by the Trust were exchanged for
562.9 million shares of AIG common stock. Imme-
diately after the exchange, the Trust distributed all
of its AIG common stock to the Treasury, and was
subsequently dissolved (note, the transfer of AIG
common stock from the Trust to the Treasury is not
a TARP purchase, and thus is not included in the
TARP cost estimates).

The Budget reflects a total AIG cost estimate of $11.7
billion, which is approximately $38.2 billion lower than
the 2011 MSR projection. The shares Treasury received
from the independent Trust, which is separate from TARP,
were valued at $20 billion at the end of November 2010.
Therefore, when aggregating the AIG TARP investments
with the transfer from the Trust, Treasury is projected to
yield a positive return of nearly $8.5 billion on the total
$69.8 billion in aid extended to AIG by the Treasury, based
on the November 30, 2010 AIG share price of $41.292.

Targeted Investment Program (TIP). The goal of
TIP was to stabilize the financial system by making in-
vestments in institutions that are critical to the function-
ing of the financial system. Investments made through
the TIP sought to avoid significant market disruptions re-
sulting from the deterioration of one financial institution
that could threaten other financial institutions and im-
pair broader financial markets, and thereby pose a threat
to the overall economy. Under the TIP, the Treasury pur-
chased $20 billion in preferred stock from Citigroup and
$20 billion in preferred stock from Bank of America. The
Treasury also received stock warrants from each com-
pany. Both Citigroup and Bank of America repaid their
TIP investments in full in December 2009, including divi-
dend payments of approximately $3.0 billion. In March
2010, Treasury sold Bank of America warrants for $1.2
billion. As of December 31, 2010, the Treasury still holds
Citigroup warrants acquired through the TIP. The Budget
reflects a positive return of $3.6 billion on TIP invest-
ments.

Asset Guarantee Program (AGP). Treasury cre-
ated the AGP to provide Government assurances for as-
sets held by financial institutions that are critical to the
functioning of the nation’s financial system. In January
2009, the Treasury, the Federal Reserve, and the FDIC
negotiated a potential loss-sharing arrangement under
the AGP on up to $118 billion of financial instruments
owned by Bank of America. In May 2009, Bank of America
announced its intention to terminate negotiations with

2 In order to calculate the value of Treasury’s AIG common stock,
the November 30, 2010 share price of $41.29 was adjusted downward
to $35.84 to reflect the value of 75 million warrants that AIG issued to
existing shareholders as part of the recapitalization deal that closed in
January 2011.

respect to the loss-sharing arrangement. In September
2009, the Treasury, the Federal Reserve, the FDIC, and
Bank of America entered into a termination agreement
pursuant to which Bank of America agreed to pay a ter-
mination fee of $425 million to the Government parties.
Of this amount, $276 million was paid to the Treasury in
2009 for the value Bank of America received from the an-
nouncement of the government’s willingness to guarantee
and share losses on the pool of assets from and after the
date of the term sheet.

The Treasury, the Federal Reserve and the FDIC
entered into a final agreement for a loss-sharing ar-
rangement with Citigroup on January 15, 2009. Under
the agreement, the Treasury guaranteed up to $5 bil-
lion of potential losses incurred on a $301 billion portfo-
lio of financial assets held by Citigroup. The agreement
was terminated, effective December 23, 2009. The U.S.
Government parties did not pay any losses under the
agreement, and have kept $5.2 billion of the $7 billion
in trust preferred securities.? Treasury retained $2.2 bil-
lion of the trust preferred securities, as well as warrants
for common shares that were issued by Citigroup as con-
sideration for the guarantee. As of December 31, 2010,
Treasury still holds these Citigroup warrants. Treasury
is also entitled to receive up to $800 million in additional
Citigroup trust preferred securities held by the FDIC (net
of any losses suffered by the FDIC) under Citigroup’s use
of the Temporary Loan Guarantee Program.

Automotive Industry Financing Program (AIFP).
In December 2008, the Treasury established the AIFP to
prevent a disruption of the domestic automotive industry,
in order to mitigate a systemic threat to the Nation’s econ-
omy and a potential loss of thousands of jobs. Through
TARP, the Treasury originally committed $84.8 billion
through loans and equity investments to participating
domestic automotive manufacturers, finance companies,
and suppliers. In exchange for the assistance provided to
automotive manufacturers, Treasury received:

e 60.8 percent of the common equity and $2.1 billion
in preferred stock in “New GM” when the sale of
valuable assets from the old GM to the new GM took
place on July 10, 2009.* In April 2010, GM fully re-
paid its $7 billion loan, ahead of its publicly stated
goal to repay the entire loan by June 2010. As part of
GM’s initial public offering (IPO) in November 2010,
Treasury sold nearly 359 million shares of GM com-
mon stock at $33.00 per share and, subsequently,
sold an additional 53.7 million shares in December
2010.5 In total, Treasury raised $13.5 billion in net
proceeds from the GM IPO and reduced its owner-

3 Trust Preferred Securities (TruPS) are financial instruments that
have the following features: they are taxed like debt; counted as equity
by regulators; are generally longer term; have early redemption features;
make quarterly fixed interest payments; and mature at face value.

4 Pursuant to the sale of its major assets, intellectual property, and
trademarks on July 10, 2009, General Motors was renamed Motors
Liquidation Company (referred to as “Old GM” in the text). The
purchasing company subsequently changed its name to General Motors
Company LLC (referred to as “New GM” in the text).

5Pursuant to the underwriters’ exercise of an option as part of the GM
IPO, Treasury sold 53.7 million additional shares in GM in December
2010.
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ship stake by nearly half to approximately 33 per-
cent. GM also repurchased $2.1 billion in preferred
stock from Treasury in December 2010. As of Decem-
ber 31, 2010, Treasury has recouped $23.1 billion of
the $49.5 billion in aid extended to GM.

e Treasury also received a $7.1 billion debt security
and a 9.9 percent share of the equity in the newly
formed, post-bankruptcy Chrysler Group LLC (new
Chrysler). As part of the bankruptcy proceedings,
new Chrysler also assumed $500 million of debt
from Treasury’s original $4 billion loan to Chrysler
Holding (old Chrysler). Therefore, Treasury held a
$3.5 billion loan with old Chrysler in addition to in-
vestments in new Chrysler. In April 2010, Treasury
received a $1.9 billion repayment of its investments
in old Chrysler. This repayment, while less than the
amount Treasury invested, was significantly more
than the Administration had previously estimated
to recover. As part of the repayment agreement,
Treasury agreed to write off the $1.6 billion balance
remaining under the $3.5 billion loan to old Chrys-
ler.

e The Treasury has also purchased equity invest-
ments totaling $17.2 billion in Ally Financial (for-
merly GMAC). On December 30, 2010, Treasury
converted $5.5 billion of its $11.4 mandatorily con-
vertible preferred stock in Ally Financial into com-
mon stock, which will facilitate Treasury’s ability to
exit the company. As of December 31, 2010, Treasury
holds $5.9 billion of mandatory convertible preferred
shares and $2.7 billion of trust preferred securities
in Ally Financial, as well as 74 percent of the com-
mon shares outstanding.

Since the publication of the 2011 President’s Budget,
both the Auto Supplier Support Program (ASSP) and
the Auto Warranty Commitment Program (AWCP) have
closed and, in aggregate, these investments did not result
in losses. The Government originally committed $5 billion
in loans to ASSP, ensuring the auto suppliers received
compensation for products and services purchased by au-
tomakers. Through the AWCP, the Government extended
support to protect consumer warranties on purchased
GM and Chrysler vehicles while the companies worked
through their restructuring plans.

The net cost of TARP auto company assistance through
the AIFP is estimated to be $20.3 billion.

TARP Housing Programs. To mitigate foreclo-
sures and preserve homeownership, the Administration
in February 2009 established a comprehensive hous-
ing program utilizing up to $50 billion in funding
through the TARP. The Government-Sponsored Entities
(GSEs) Fannie Mae and Freddie Mac participate in
the Administration’s program both as the Treasury
Department’s financial agents for Treasury’s contracts
with servicers, and by implementing similar policies for
their own mortgage portfolios.® These housing programs

6 For additional information on the program, visit: http:/www.
makinghomeaffordable.gov/.

focus on creating sustainably affordable mortgages for re-
sponsible homeowners who are making a good faith effort
to make their mortgage payments, while mitigating the
spillover effects of foreclosures on neighborhoods, com-
munities, the financial system and the economy. These
programs fall into three initiatives:

1) Making Home Affordable (MHA);

2) Housing Finance Agency (HFA) Hardest-Hit Fund
(HHF); and

3) Federal Housing Administration (FHA) Refinance
Program?.

The MHA initiative includes among its components
the Home Affordable Modification Program (HAMP),
FHA-HAMP, the Second Lien Program (2MP), and the
second lien extinguishment portion of the FHA-Refinance
Program.® Under MHA programs, the Treasury contracts
with servicers to modify loans in accordance with the
program’s guidelines, and to make incentive payments to
the borrowers, servicers, and investors for those modifica-
tion or other foreclosure alternatives. As of December 31,
2010, 143 non-GSE mortgage servicers had signed up to
participate in the HAMP, over 1.7 million trial modifica-
tion offers had been extended to borrowers, and over 1.4
million trial modifications were initiated. Over one-half
million permanent modifications were active at the end
of December 2010. In addition to providing responsible
homeowners with sustainable mortgages, the MHA ini-
tiative has also, for the first time, standardized the mort-
gage modification process across the servicing industry.

Treasury offers other forms of incentives to encourage
modifications, or prevent foreclosure under the HAMP, as
part of its MHA program. For example, Treasury provides
payments to protect against declining home prices as part
of encouraging mortgage modifications in communities
that have experienced continued home price depreciation.
When a mortgage modification is not possible, Treasury
contracts with servicers to provide incentives that en-
courage borrower short sales (sales for less than the value
of the mortgage in satisfaction of the mortgage) or deeds-
in-lieu (when the homeowner voluntarily transfers own-
ership of the property to the servicer in full satisfaction
of the total amount due on the mortgage) via the Home
Affordable Foreclosure Alternatives Program, in order to
provide a means for borrowers to avoid foreclosure.

As part of its ongoing effort to continuously refine tar-
geting of mortgage assistance, the Administration an-
nounced several programs in addition to the original first
lien HAMP program that will give a greater number of
responsible borrowers an opportunity to remain in their
homes and reduce costly foreclosures. Major programs an-
nounced since December 31, 2009, include:

Unemployment Program (part of HAMP): Unemployed
borrowers that meet eligibility criteria will have an op-
portunity to receive temporary mortgage payment assis-
tance for a minimum of three months, while they look for
a new job.

7This program has also been referred to as the FHA Short Refinance
Program or Option in other reporting.

8 For more information on MHA programs please visit: www.
makinghomeaffordable.gov.
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Principal Reduction Alternative (part of HAMP):
Servicers who have signed up for this program are re-
quired to consider an alternative mortgage modification
that emphasizes principal relief for borrowers who owe
more than their home is worth. Under the alternative ap-
proach, if the servicer makes the modification using this
program, investors will receive incentive payments based
on a percentage of each dollar of loan principal written off.
Borrowers and investors will receive principal reduction
and the incentives, respectively, through a pay-for-success
structure.

HFA Hardest-Hit Fund: The $7.6 billion HHF provides
the eligible entities of Housing Finance Agencies from 18
states and the District of Columbia with funding to de-
sign and implement innovative programs to prevent fore-
closures and bring stability to local housing markets. The
Administration targeted areas hardest hit by unemploy-
ment and home price declines through the program.

FHA Refinance Program: This program, which was ini-
tiated in September 2010, allows eligible borrowers who
are current on their mortgage but owe more than their
home is worth, to re-finance into a FHA-guaranteed loan
if the lender writes off at least 10 percent of the existing
loan. Nearly $3.0 billion in TARP funds will be available
to provide incentive payments to extinguish second lien
mortgages to facilitate refinancing, and an additional $8.1
billion is committed to cover a share of any losses on the
loans and administrative expenses.

The Administration originally allocated $50 billion to
the TARP Housing programs; however, following the en-
actment of the Dodd-Frank Act, Treasury reduced its com-
mitments to the TARP Housing programs to $45.6 billion.
For additional discussion of TARP Housing programs, see
the Credit and Insurance chapter in this volume.

Consumer and Business Lending Initiative
(CBLI). The CBLI is designed to facilitate lending that
supports consumers and small businesses, through the
Term Asset-Backed Securities Loan Facility (TALF), the
Community Development Capital Initiative, and the
Small Business Administration’s guaranteed loan pro-
grams.

TALF: The TALF is a joint initiative with the Federal
Reserve that provides financing (TALF loans) to private
investors to help unfreeze secondary markets for vari-
ous types of credit. The Treasury provides protection to
the Federal Reserve through a loan to the TALF special
purpose vehicle (SPV), which was originally available
to purchase up to $20 billion in assets acquired through
TALF loans in the event of default. The Treasury has dis-
bursed $0.1 billion of this amount to the TALF SPV to
implement the program, representing a notional amount
used to establish the SPV. The Treasury’s total TALF pur-
chases will depend on actual TALF loan defaults. In July
2010, Treasury, in consultation with the Federal Reserve,
reduced the maximum amount of assets Treasury will ac-
quire to $4.3 billion, or 10 percent of the total $43 billion
outstanding in the facility when the program was closed
to new lending on June 30, 2010. The Budget reflects this
change, as shown in Table 4-7.

Community Development Capital Initiative (CDCI): The
CDCI program invests lower-cost capital in Community
Development Financial Institutions (CDFIs), which oper-
ate in markets underserved by traditional financial in-
stitutions. In February 2010, Treasury released program
terms for the new CDCI program, under which institu-
tions received capital investments of up to 5 percent of
risk-weighted assets and pay dividends to Treasury as
low as 2 percent per annum. The dividend rate increases
to 9 percent after eight years. CDFI credit unions were
able to apply for subordinated debt at rates equivalent to
those offered to CDFI banks and thrifts. These institu-
tions could apply for capital investments of up to 3.5 per-
cent of total assets - an amount approximately equivalent
to the 5 percent of risk-weighted assets available to banks
and thrifts. The Budget reflects $0.6 billion in TARP capi-
tal committed to this program.

SBA 7(a): In March 2009, Treasury and the Small
Business Administration announced a Treasury program
to purchase SBA-guaranteed securities (“pooled certifi-
cates”) to re-start the secondary market in these loans.
Treasury subsequently developed a pilot program to pur-
chase SBA-guaranteed securities, and as of December 31,
2010, purchased securities with an aggregate face value
of approximately $368 million. Treasury reduced its com-
mitment to the Small Business 7(a) program from $1 bil-
lion to $0.4 billion, as demand for the program waned due
to significantly improved secondary market conditions for
these securities since the original announcement of the
program. The Budget reflects this change, as shown in
Table 4-7.

Public Private Investment Program (PPIP).
The Treasury, in conjunction with the Federal Deposit
Insurance Corporation (FDIC) and the Federal Reserve,
introduced the PPIP on March 23, 2009, to address the
volatile market cycle affecting troubled legacy assets clog-
ging the balance sheets of private-sector financial institu-
tions. The PPIP is designed to improve the financial posi-
tion of financial institutions by facilitating the removal of
legacy assets from their balance sheets. Legacy assets in-
clude both real estate loans held on banks’ balance sheets
(legacy loans) as well as securities backed by residential
and commercial real estate loans (legacy securities). The
Treasury implemented the legacy securities PPIP and
initially announced that it would provide up to $100 bil-
lion. However, Treasury has subsequently reduced the
PPIP commitment twice since the need for Government
intervention in the legacy securities market has waned
as market conditions have improved and investment of
private capital have increased. PPIP closed for new fund-
ing on June 30, 2010. The Budget reflects $22.4 billion in
PPIP commitments.

Capital Assistance Program and Other Programs
(CAP). The Treasury launched the CAP in March 2009
as the next phase of its effort to ensure that institutions
have enough capital to lend, even under more distressed
economic scenarios. The CAP was announced in conjunc-
tion with the commencement of a supervisory capital
assessment process, commonly referred to as the “stress
tests”. The CAP was available to institutions that par-
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ticipated in the “stress tests” as well as others. Of the
ten bank holding companies that were identified by the
test as needing to raise more capital, nine have met or ex-
ceeded the capital raising requirements through private
efforts. The Treasury provided an additional $3.8 billion
in capital to GMAC, now Ally Financial, under the Auto
Industry Financing Program (described above) to assist
its fundraising efforts to meet the requirements of the
stress test results. Due to the success of the stress tests,
efforts to raise private capital, and CPP, as well as other
Government efforts, the Treasury did not receive any ap-
plications for the CAP, which terminated on November 9,
2009.

Method for Estimating the Cost
of TARP Transactions

Exercising its authority under EESA, the Treasury has
purchased financial instruments with varying terms and
conditions. Consistent with the provisions of Section 123
of EESA, the costs of equity purchases, loans, guaran-
tees, and loss sharing under the FHA Refinance program
through the TARP are reflected on a net present value
basis, as determined under the Federal Credit Reform Act
(FCRA) of 1990 (2 U.S.C. 661 et seq.), with an adjustment
to the discount rate for market risks. The budgetary cost
of these transactions is reflected as the net present val-
ue of estimated cash flows to and from the Government,
excluding administrative costs. Costs for the incentive
payments under TARP Housing programs, other than
loss sharing under the FHA Refinance program, involve
financial instruments without any provision for income or
other returns, and are recorded on a cash basis.?

The costs of each transaction reflect the underlying
structure of the instruments, which may include direct
loans, structured loans, equity, loan guarantees, or direct
incentive payments. For each of these instruments, ana-
lytical cash flow models generate expected cash flows to
and from the Government over the life of a program or
facility. Further, each cash flow model reflects the specific
terms and conditions of the program, technical assump-
tions regarding the underlying assets, risk of default or
other losses, and other factors as appropriate. Models are
used to generate cash flows for original subsidy rate es-
timates; to calculate changes in cost due to changes in
contract terms or other Government actions (modification
cost estimates); and to update costs for revised econom-
ic or performance assumptions and actual cash flows to
date. The risk adjustments to the discount rates for TARP
equity, loan, and guarantee transactions were made using

9 Section 123 of the EESA provides the Administration the authority
to record TARP equity purchases pursuant to the FCRA, with required
adjustments to the discount rate for market risks. The Making Home
Affordable programs and FHA Hardest Hit Fund involve the purchase
of financial instruments which have no provision for repayment or other
return on investment, and do not constitute guarantees under FCRA.
Therefore these purchases are recorded on a cash basis. Administrative
expenses are recorded for all of TARP under the Office of Financial
Stability and the Special Inspector General for TARP on a cash basis,
consistent with other Federal administrative costs.

available data and methods to capture additional poten-
tial costs related to uncertainty around the expected cash
flows to and from the public. The basic methods for each
of these models are outlined below.

Direct Loans. Direct loan subsidy cost estimates are
derived using analytical models that estimate the cash
flows to and from the Government over the life of the loan.
These cash flows include the scheduled principal, inter-
est, and other payments to the Government, including es-
timated income from warrants or additional notes. These
models also include estimates of delinquencies, default
and recoveries, based on loan-specific factors including
the value of any collateral provided by the contract. The
probability and timing of default and recoveries are esti-
mated by using applicable historical data and economet-
ric projections when available, or publicly available proxy
data including aggregated credit rating agency historical
performance data.

Structured Loans. Structured loans such as the
TALF are modeled according to the program structure,
where an intermediary special purpose vehicle (SPV) is
established to purchase or commit to purchase assets
from beneficiaries. In general, structured loans are a hy-
brid of guarantees and direct loans. The Treasury makes
a direct loan to a SPV; the SPV in turn enters into a con-
tract with a beneficiary that resembles a guaranteed loan.
Estimated cash flow assumptions reflect the anticipated
behavior of the beneficiaries and the cash flows to and
from the SPV and the Treasury.

In the case of the TALF, the New York Federal Reserve
created an SPV to purchase and manage assets received
in connection with any TALF loans. The Federal Reserve
acquires assets either when a TALF participant defaults
on the Federal Reserve financing or chooses to turn over
the securing assets in lieu of the scheduled repayment at
the end of the term. The SPV has committed, for a fee,
to purchase all assets securing a TALF loan that are re-
ceived by the New York Federal Reserve at a price equal
to the TALF loan amount at the time of acquisition, plus
accrued but unpaid interest. The Treasury made an ini-
tial allotment to the SPV of $0.1 billion to fund the SPV,
and the Treasury will purchase subordinated debt issued
by the SPV to finance up to $4.3 billion of asset purchases.
The Treasury receives fees and interest income on the en-
tire outstanding TALF facility, and amounts collected in
the SPV. The Treasury projects cash flows to and from
the Government based on estimated SPV performance,
the estimated mix of assets funded through the TALF, the
terms of the contracts, and other factors.

Guarantees. Cost estimates for guarantees reflect
the net present value of estimated claim payments by the
Government, net of income from fees, recoveries on de-
faults, or other sources. Under EESA, guarantees provid-
ed through TARP must have at most a zero-cost basis (i.e.,
fees and other income must completely offset estimated
claim payments) at the time of commitment. In TARP
guarantee transactions to date, guarantee fees were paid
in the form of preferred stock and termination fees. The
value of preferred stock is modeled using the same meth-
odology discussed for other equity purchase programs be-
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low. Claim payments were modeled consistent with the
terms of the guarantee contract. For the Citigroup guar-
antee, Citigroup would have covered the first loss, and
the Treasury would have borne the second loss. Projected
claim payments on the guaranteed portfolio of assets re-
flected historical performance data on similar assets and
estimates of future economic conditions such as unem-
ployment rates, gross domestic product, and home price
appreciation. However, the Citigroup guarantee was ter-
minated with no claim payments made by the Treasury.
The Budget reflects actual collections, and estimated sav-
ings from preferred stock proceeds.

Equity Purchases. Preferred stock cash flow projec-
tions for programs such as the CPP reflect the risk of
losses associated with adverse events, likely failure of
an institution, or increases in market interest rates. The
model estimates how cash flows vary depending on: 1)
current interest rates, which affect the institution’s deci-
sion to repay the preferred stock; and 2) the strength of
a financial institution’s assets. The model also estimates
the values and projects the cash flows of warrants using
an option-pricing approach based on the current stock
price and its volatility. Common equity is valued at mar-
ket prices as of a certain date, such as November 30, 2010,
for the 2012 Budget. For the purposes of this calculation,
common equity is assumed to be sold to the public as soon
as is practicable and advisable.

FHA Refinancing Letter of Credit. Under this pro-
gram, the cost estimates reflect the present value of es-
timated claim payments made from the letter of credit
(LOC) provider to the lenders of FHA-guaranteed loans,
adjusted for market risks. Treasury has signed a LOC
with Citigroup, committing $8.1 billion of TARP funds to
cover a certain portion of first losses on default claims of
FHA Refinance mortgages plus administrative expenses.
Through the LOC agreement, Treasury effectively makes
claim payments to private lenders for defaulted debt ob-
ligations of non-Federal borrowers. Therefore, the pro-
gram costs are estimated according to the principles of
the Federal Credit Reform Act (FCRA), with a risk ad-
justment to the discount rate as prescribed by EESA. The

model projects TARP claim payments based on projected
FHA Refinance volumes and claim rates. The full $8 bil-
lion commitment was obligated at the point the LOC con-
tract was signed, and outlays of subsidy are recorded as
the underlying FHA Refinance loans are made. Payments
from the LOC provider to lenders are reflected as a means
of financing.

Other TARP Housing. Foreclosure mitigation incen-
tive payments occur when the Government makes incen-
tive payments for certain actions such as: successful mod-
ifications of first and second liens, on-schedule borrower
payments on those modified loans, protection against fur-
ther declines in home prices, completing a short sale, or
receiving a deed in lieu of foreclosure. The method for
estimating these cash flows includes forecasting the total
eligible loans, the timing of the loans becoming eligible
and entering into the program, loan characteristics, the
overall participation rate in the program, the re-default
rate, and home price appreciation. For the HFA Hardest-
Hit Fund (HHF), the Government provides a cash infu-
sion, similar to a grant, to the eligible entities of state
Housing Financing Agencies (HFAs) to design and imple-
ment innovative programs to prevent foreclosures and
bring stability to local housing markets. The estimated
cash flows for the HHF are based on the plans submitted
by the HFAs and approved by Treasury, which detail pro-
gram design and anticipated activity.

TARP Program Costs and
Current Value of Assets

This section provides the special analysis described un-
der Sections 202 and 203 of EESA, including estimates of
the cost to taxpayers and the current value and budgetary
effects of TARP transactions as reflected in the Budget.1?
The analysis includes explanations of the effects from
subsidy cost reestimates and prior-year activity. It also
includes what the budgetary effects would have been had
all transactions been reflected on a cash basis. The infor-

10The analysis does not assume the effects of a recoupment proposal
under Section 134 of the EESA.

Table 4-1. CHANGE IN PROGRAMMATIC COSTS OF TROUBLED ASSET RELIEF ACTIONS (EXCLUDING DEBT SERVICE)
(In billions of dollars)
Change from 2011 MSR to
2011 MSR'! 2012 Budget 2012 Budget

TARP Actions Estimated Estimated Estimated

TARP Cost (+) / TARP Cost (+) / TARP Cost (+) /

Obligations | Savings (-) | Obligations | Savings(-) | Obligations | Savings (-)
EQUILY PUICRASES ...ttt 339.3 55.9 339.1 5.9 -0.2 -50.0
Structured and direct loans and asset-backed security purchases 101.4 22.7 85.1 16.5 -16.3 6.1
Guarantees of troubIEd SSEIS 2 ........vveeuruumrrereeeessnreessssssssessssssssssssssssssssssssessssssssnsns 5.0 -3.0 5.0 =370 -0.7
TARP NOUSING PrOGIrAMS ......ouvvurveriiiiriiisesessiessssissss s sssssss s 48.7 48.7 45.6 45.6 -3.1 -3.1
Total 494.4 124.4 474.8 64.4 -19.6 -60.0

Memorandum:

Deficit impact before administrative costs and interest €ffects 3 ..........omssererees 114.5 48.3 -66.2

"Total reflects estimated TARP obligations and costs, before enactment of the Dodd-Frank Act (P.L. 111-517) which limited TARP program levels to $475 billion.

2The face value of assets supported by the Asset Guarantee Program was $301 billion.

3The 2012 Budget total deficit impact of the TARP program includes net downward interest on reestimates of $16.2 billion.
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mation below reflects the estimates of actual and antici-
pated use of TARP authority as of November 30, 2010,
unless noted otherwise.

Table 4-1 summarizes TARP activity, and the estimat-
ed lifetime budgetary costs, comparing these amounts to
estimates published in the 2011 MSR. The direct impact
of TARP program costs on the deficit is now projected to
be $48.3 billion, down from $114.5 billion as projected in
the 2011 MSR. The subsidy cost represents the lifetime
net present value cost of TARP obligations from the date
TARP obligations originate. With the risk-adjustment
to the discount rate required under EESA, the subsidy
cost for TARP is now estimated to be $64.4 billion. The
current subsidy cost of TARP is higher than the expected
eventual subsidy cost because of the risk adjustment to
the discount rate, which adds a premium to TARP costs.
Because actual cash flows with the public already include
the effects of market risks, if actual cash flows match pro-
jections, the premium added to TARP costs is returned
in downward reestimates. While TARP’s cost to taxpay-
ers will likely be lower than current estimates, the final
cost will not be fully known until all TARP investments
are extinguished. Also, the subsidy cost is higher than
the deficit effect of TARP because it excludes interest re-
ceived on subsidy cost reestimates. Gross TARP obliga-
tions counting against the program purchase authority
total $474.8 billion.

Current Value of Assets. Through its operations,
TARP acquires financial instruments which in the aggre-
gate are expected to provide future returns. The subsidy
cost of TARP reflects the difference between what TARP
pays for these instruments, and the value of assets ac-
quired. Overall, TARP is currently expected to result in
a cost because payments made by the TARP to purchase
assets and cover liabilities are expected to exceed the
value of assets acquired. At any given point in time, the
current value of TARP assets reflects the estimated value
of TARP investments that have not been repaid, sold, or
written off, net of liabilities.

The value of future cash flows related to TARP transac-
tions can be measured by the balances in the program’s
non-budgetary credit financing accounts. Under the
FCRA budgetary accounting structure, the net debt or
cash balances in non-budgetary credit financing accounts
at the end of each fiscal year reflect the expected value of

TARP transactions, because they equal the present value
of future anticipated cash flows to and from the public
related to outstanding loans or guarantees. So, the net
debt or cash balances reflect the expected value of the as-
set or future liabilities. A direct loan financing account,
for example, receives the subsidy cost from the program
account (reflecting the net present value cost of the loan),
and borrows the difference between the face value of the
loan and the subsidy cost from the Treasury to disburse
a loan to a borrower. Future collections from the pub-
lic — such as proceeds from stock sales, or payments of
principal and interest — are financial assets. As inflows
from the public are received, the value is realized. These
amounts are used to repay borrowing, and reduce the debt
balance in the financing account. The larger the subsidy
cost for a given loan disbursed or equity purchased, the
lower the estimated value of the cash flows from the pub-
lic and asset value to the Government.!!

Table 4-2 shows the actual balances of TARP financing
accounts as of the end of 2010, and projected balances for
each subsequent year through 2021.12 Actual net balances
in financing accounts at the end of 2009 totaled $129.9 bil-
lion. In 2010, total financing account balances decreased to
$122.0 billion, as repayments primarily from large banks
exceeded disbursements of TARP assistance. Estimates
in 2011 and beyond reflect reestimated activity for TARP
outstanding as of September 30, 2010, and all other antici-
pated transactions. The value of TARP assets is expected
to increase by the end of 2011 to $134.6 billion, indicating
that—as of the end of 2011—the Government is expected to
hold TARP-related assets with an expected present value of
$134.6 billion in future cash flows, based on risk-adjusted
discount rates. The expected increase over 2010 is primarily
due to lower estimated costs for outstanding TARP invest-
ments, reflected in the downward reestimate to be executed

11 As an extreme example, a direct loan program with 100 percent
subsidy cost would require budget authority for the full amount of the
loan. The financing account would receive the entire amount of a loan
disbursement from the budgetary program account, and would not have
to borrow from the Treasury. In this case, the loan would be estimated
to have a zero asset value.

12 Reestimates for TARP are calculated using actual data through
September 30, 2010, and updated projections of future activity. Thus,
the full impacts of TARP reestimates are reflected in the 2011 financing
account balances.

Table 4-2. TROUBLED ASSET RELIEF PROGRAM CURRENT VALUE '

(In billions of dollars)

Actual Estimate
2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Financing Account Balances:

Troubled Asset Relief Program Equity Purchase Financing Account ....... 105.4| 76.9| 924| 733| 642 553| 442 381 333| 29.0f 218 132| 135
Troubled Asset Relief Program Direct Loan Financing Account .............. 239| 42.7| 439| 441 437 419 385 31.2| 247 208 156 9.0 5.5
Troubled Assets Insurance Financing Fund Guaranteed Loan Financing

ACCOUNL ..o 0.6 2.4 0.8 0.8 ¥ * * * * * * * *
Troubled Assets Relief Program FHA Refinance Letter of Credit

FINANCING ACCOUNE ...t enenennens | seenenne | evsens -2.6| 66| -73| -62| -48 -34] -22| -13] -06 =

Total Financing Account Balances 129.9| 122.0/ 134.6| 111.6/ 100.6| 91.0{ 77.9| 66.0/ 558 48.6|] 36.9 222| 19.1

* $50 million or less.

T Current value as reflected in the 2012 Budget. Amounts exclude the Making Home Affordable Program and the Hardest Hit Fund activities, which are reflected on a cash basis.
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in 2011. It reflects the fact that actual performance exceed-
ed expectations, market conditions improved, and the mar-
ket risk adjustment to the discount rate was removed for ac-
tual transactions through the end of 2010. The 2011 value of
TARP assets is also expected to increase due to draws on the
AIG facility. The overall balance of the financing accounts is
estimated to fall in 2012, and continue to decrease over time
as the assets and loans acquired under the TARP program
are repaid or sold, and liabilities funded.

TARP equity purchases are expected to reach a total
value of $92.4 billion in 2011, declining thereafter as par-
ticipants repurchase stock and assets are sold. The value of
direct loans is expected to increase to $44.1 billion in 2012 as
disbursements increase, predominantly due to the PPIP and
TALF programs, which are expected to generate net positive
returns overall. The value of TARP direct loans is expected
to decline to $5.5 billion by 2021 as loans are repaid and war-
rants and other assets are sold. The $0.8 billion value un-
der the Asset Guarantee Program (AGP) in 2011 reflects the
warrants held by the Treasury and the expected receipt of
trust preferred shares from the FDIC following termination
of the guarantee on Citigroup assets. The value of the AGP
is expected to decline, as preferred stock and warrants are
sold. The FHA Refinance Letter of Credit reflects net cash
balances, showing the reserves set aside to cover TARP’s
share of default claims for FHA Refinance mortgages over
the 10-year letter of credit facility. These cash balances fall
over the 10 year period as claims are paid.

Where Table 4-2 displays the value of TARP invest-
ments, guarantees, and loss share agreements, Table
4-3 shows the estimated face value of outstanding TARP
investments at the end of each year through 2012. For
equity investments, the par value of Treasury’s remain-
ing investment is reflected. The outstanding amount of
equity investments increases slightly in 2011, as the ex-
pected AIG disbursements are greater than repurchases
of other equity investments. Direct loans increase with
planned disbursements under the AIFP and other pro-
grams, and fall in 2012 as loans are repaid. The face
value of guarantees section in Table 4-3 reflects the
full face value of the loan supported by TARP for pro-
grams that are reflected as loan guarantees for budget
purposes. TARP’s liability under the Asset Guarantee
Program and the FHA Refinance mortgages through the

letter of credit facility is only a fraction of the face value
of the underlying loans (see Table 4-6). There were no
outstanding guarantees in 2010, with the termination
of the Citibank guarantee in 2009. The face value of
loans reported in this section increases by $59.7 billion
in 2011 and reaches $137.8 billion in 2012, reflecting the
full face value of FHA refinance loans supported by the
TARP letter of credit. The overall outstanding face value
of TARP investments, loan guarantees, and mortgages
supported by the FHA Refinance letter of credit is pro-
jected to reach $258.8 billion in 2012.

Estimate of the Deficit, Debt Held by the
Public, and Gross Federal Debt, Based
on the FCRA/EESA Methodology

The estimates of the deficit and debt in the Budget
reflect the impact of TARP as estimated under FCRA
and Section 123 of EESA. The deficit estimates include
the budgetary costs for each program under TARP, ad-
ministrative expenses, certain indirect interest effects of
credit programs, and debt service costs on Treasury bor-
rowing to finance the program. The TARP is expected to
reduce the 2011 deficit by $30.6 billion, capturing direct
program costs, net downward reestimates of $41.6 bil-
lion (including interest on reestimates), administrative
costs, Special Inspector General for TARP activities, and
interest effects.

The estimates of debt due to TARP include borrowing
to finance both the deficit impact of TARP activity, and the
requirements of non-budgetary financing accounts. These
estimates are shown in Table 4—4. Estimated debt due to
TARP as of the end of 2011 is $145.6 billion, and declines
in later years as TARP loans are repaid and TARP equity
purchases are sold or redeemed.

Debt held by the public net of financial assets reflects
the cumulative amount of money the Federal Government
has borrowed from the public and not repaid, minus the
current value of financial assets such as loan assets, or eq-
uity held by the Government. While debt held by the pub-
lic is a key measure for examining the impact of TARP,
it provides incomplete information on the program’s ef-
fect on the Government’s financial condition. The U.S.
Government holds financial assets as a result of TARP
assistance, which must be offset against debt held by the

Table 4-3. TROUBLED ASSET RELIEF PROGRAM FACE VALUE OF TARP OUTSTANDING

(In billions of dollars)

Actual Estimate
2009 2010 2011 2012
Troubled Asset Relief Program Equity PUIChaSses ..o 229.6 119.0 119.4 103.6
Troubled Asset Relief Program DireCt LOANS ..........ccceurieriereerneenesinereniseeseisecsessenens 60.5 15.7 22.7 17.4
Troubled Assets Insurance Financing Fund Guaranteed ASSELS ...........cocvevrierecenieenen. 25141 ] ]
FHA Refinance Letter of Credit ... | ] e 59.7 137.8
Total Face Value of TARP Outstanding 541.5 134.7 201.8 258.8

1Table reflects face value of TARP outstanding direct loans, preferred stock equity purchases, guaranteed assets, and the face value of FHA
Refinance mortgages supported by the TARP Letter of Credit as of September 30, 2010. Financial instrument purchases under the Making
Home Affordable Program and Hardest Hit Fund are reflected in the budget on a cash basis, and are not included here.
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Table 4-4. TROUBLED ASSET RELIEF PROGRAM EFFECTS ON THE DEFICIT AND DEBT

(Dollars in billions)

Actual Estimate
2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Deficit Effect:
Programmatic and administrative expenses:
Programmatic expenses:
EqQUity pUrChases ... 1153 8.4 B3| ] ] ] ] ] ] ] ] ]
Direct loans and purchases of asset-backed securities ....| 36.9| 0.9 0.2 - ] ] ] ] ]|
Guarantees of troubled asset purchases .............. S1.0] 1A ] ] ] ] ] ] ] ] ]
TARP Housing Programs ...........cccce... * 0.5 9.8 9.4 5.1 21 1.1 0.2 * *
Reestimates of credit Subsidy COStS .........covurvmernrncin | vveeees “116.5] —41.6] ] ] ] ] ] ] ] ] e
Subtotal, programmatic expenses 151.2| -109.9] -28.2| 13.2 9.4 5.1 41 2.1 1.1 0.2 * *
Administrative expenses 0.1 0.2 0.5 0.3 0.3 0.2 0.2 0.2 0.1 0.1 * * *
Special Inspector General for TARP * * 0.1 * * * * * * * 0.1 0.1 0.1
Subtotal, programmatic and administrative expenses ...... 151.3| -109.6| -27.7| 13.6 9.7 54 44 2.3 1.2 0.3 0.1 0.1 0.1
Interest effects:
Interest transactions with credit financing accounts 2 -28| -47| -154| -124| 119, -11.7] -111] -103| -92| -79] -63| 42| -26
Debt service 3 ... 2.8 47| 125| 102| 10.3] 107 10.6] 10.1 9.4 8.5 7.2 5.5 45
Subtotal, interest effects * 29 22/ -16] -10f -05 -02 0.2 0.5 1.0 1.3 1.9
Total deficit impact 151.3| -109.6| -30.6| 11.4 8.1 4.4 3.8 2.1 1.4 0.9 1.1 1.4 2.0
Other TARP transactions affecting borrowing from the public —
net disbursements of credit financing accounts:
Troubled Asset Relief Program Equity Purchase Financing
ACCOUNE ..o 1054| -285| 155/ -191| -9.1| -89 -11.1| -61| -48 -43] -72| -86 0.3
Troubled Asset Relief Program Direct Loan Financing Account ..... 239/ 1838 1.2 01| -04| -18| -34| -72| -66/ -39 -52| -66 -35
Troubled Assets Insurance Financing Fund Guaranteed Loan
Financing ACCOUNt ........couuriimiiiiriieriseeesseeses s 0.6 18| -15 1 08| ] ] ] ] =]
Troubled Assets Relief Program FHA Refinance Letter of Credit
FINANCiNg ACCOUNE ........vviieierceieeieeeeeneseieiseeseiseissinsinns | vevennee| aerneen -26| -39 -07 1.1 1.4 1.4 1.2 0.9 0.7 0.6] ..
Total, other transactions affecting borrowing from the public ...| 129.9| -7.9| 12.6| -229| -11.0, -9.6/ -131| -11.9| -102| -7.2| -11.7| -147| -3.2
Change in debt held by the public 281.2| -117.5| -18.0f -11.5| -29| -52| -9.2| -9.8 -8.8 -6.4| -10.6| -13.3] -1.2
Debt held by the public 281.2| 163.6| 145.6| 134.1| 131.2| 126.0/ 116.8| 107.0/ 98.2| 91.8| 81.2| 67.9| 66.7
AS @ PEICENt Of GDP .....ovviveirereeieeeeeeeeeee s essenes 20%| 11%| 1.0%| 0.8%| 0.8%| 0.7%| 0.6%| 0.5%| 0.5%| 04%| 04%| 0.3%| 0.3%
Debt held by the public net of financial assets:
Debt held by the public ... 281.2| 163.6| 1456 134.1| 131.2| 126.0/ 116.8| 107.0, 98.2| 918/ 812 679 66.7
Less financial assets net of liabilities — credit financing account
balances:
Troubled Assets Relief Program Equity Purchase Financing
ACCOUNT .ot 1054| 769 924| 733| 642 553| 442| 381| 333 290 218 132] 135
Troubled Asset Relief Program Direct Loan Financing
Account .| 239 427| 439 441 437 419 385 31.2| 247| 208| 156 9.0 55
Troubled Assets Insurance Financing Fund Guaranteed Loa
Financing ACCOUNt ..o 0.6 2.4 0.8 0.8 * * * * * * * * *
Troubled Assets Relief Program FHA Refinance Letter of
Credit Financing ACCOUNt .........ccrverimerneirernrieniennirienines | oveenes]| evvenens -2.6| 66| -73| 62| -48] -34 22| -13 -06 il EE
Total, financial assets net of liabilities 129.9] 122.0/ 134.6| 111.6/ 100.6/ 91.0/ 77.9] 66.0f 558 486] 369| 222, 191
Debt held by the public net of financial assets ............couuurernnens 151.3| 416 11.1| 225 30.6| 350 389 41.0 424| 43.2| 443| 457 477
As a percent of GDP 11%| 0.3%| 0.1%| 0.1%| 0.2%| 02%| 0.2%| 0.2%| 02%| 0.2%| 0.2%| 0.2%| 0.2%

* $50 million or less.

1Table reflects the deficit effect of budgetary costs, including interest effects.
2 Projected Treasury interest transactions with credit financing accounts are based on the market-risk adjusted rates. Actual credit financing account interest transactions reflect the

appropriate Treasury rates under the Federal Credit Reform Act.

3Includes estimated debt service effects of all TARP transactions that affect borrowing from the public.
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Table 4-5. TROUBLED ASSET RELIEF PROGRAM EFFECTS ON THE DEFICIT AND DEBT CALCULATED ON A CASH BASIS

(Dollars in billions)

Actual Estimate
2009 | 2010 | 2011 | 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Deficit Effect:
Programmatic and administrative expenses:
Programmatic expenses:
EQUitY PUIChESES .....eoueeeiriececeeee e 217.6| -121.9| -25.6| -26.7| -16.0 -154| -17.0 -115| -9.6/ -85 -104| -10.7, -1.2
Direct loans and purchases of asset-backed securities .. | 61.1| -1.0| -104| -47| -53| -68| -83| -11.7| -105| -72| -79| -85 45
Guarantees of troubled asset purchases ............cccoeeeue. -05| -03] -22 =08 ] ] ] ] =]
TARP Housing Programs ............ceeemenemneresrneneenennns * 0.5 7.2 9.3 8.6 6.0 5.2 3.1 1.8 0.8 0.4 03]
Subtotal, programmatic EXpenses ...........coeeererereenes 278.3| -122.6| -31.0f -22.1| -135| -16.2| -20.1| -20.1| -18.3| -14.9| -18.0| -189| -57
ADMINIStrative BXPENSES ........ccvververeeririrerneireeseieeeseriesene 0.1 0.2 0.5 0.3 0.3 0.2 0.2 0.2 0.1 0.1 * * *
Special Inspector General for TARP .........cccovevinenniiniinnnens * § 0.1 * * * * * * § 0.1 0.1 0.1
Subtotal, programmatic & administrative expenses .. 278.4| -122.3| -304| -21.7| -132| -159| -19.8/ -19.9| -182| -148| -179| -188| -5.6
Debt service ? ... 2.8 47 125 102 10.3] 107 10.6] 101 9.4 8.5 72 5.5 4.5
Total deficit impact 281.2| -117.5| -18.0/ -11.5| -29| -52| -9.2| -9.8/ -8.8 -6.4| -10.6/ -13.3] -1.2
Change in debt held by the public 281.2| -117.5| -18.0f -11.5| -29| -52| -9.2| -9.8| -8.8 -6.4| -10.6/ -13.3] -1.2
Debt held by the public 281.2| 163.6| 145.6| 134.1| 131.2] 126.0( 116.8| 107.0f 98.2| 91.8) 81.2| 679 66.7
AS @ PErcent 0f GDP .........cceuvirrererieeieeiesise e 20%| 11%| 1.0%| 0.8%| 0.8%| 0.7%| 0.6%| 0.5%| 0.5%| 0.4%| 0.4%| 0.3%| 0.3%
Debt Held by the Public Net of Financial Assets:
Debt held by the PUBIC ..o 2812| 163.6| 145.6| 134.1| 1312 126.0/ 116.8| 107.0/ 982 918 81.2| 679 66.7
Less financial assets net of liabilities — credit financing account
balances:
Troubled Asset Relief Program Equity Purchase Financing
ACCOUNE .ottt 105.4| 769 924| 733| 642| 553| 442 381] 333 290/ 218 132 135
Troubled Asset Relief Program Direct Loan Financing
ACCOUNL. .ot 239| 427| 439| 441 437 419| 385 312 247 208| 156 9.0 55
Troubled Assets Insurance Financing Fund Guaranteed
Loan Financing ACCOUN ............cweueemrmmeernreirieeneeeeenns 0.6 2.4 0.8 0.8 * * * * * * * * *
FHA Refinance Letter of Credit Financing Account ... | o] v -26| 66| -73] 62| -48 34 -22| -13] -06 0.0 0.0
Total, financial assets net of liabilities ..............ccouuuvnns 129.9] 122.0/ 1346 111.6] 100.6] 91.0/ 779| 66.0/ 558 486] 369 222| 19.1
Debt held by the public net of financial assets .. 151.3| 41.6) 11.1| 225/ 30.6] 350/ 389 41.0 424| 432 443| 457 4717
As 2 percent 0f GDP .........cooirerrisresserssnessssesseesssesseesssenns 11%| 0.3%| 01%| 0.1%| 02%| 02%| 02%| 02%| 02%| 02%| 0.2%| 02%| 0.2%

* $50 million or less.

' Table reflects deficit effect of budgetary costs, substituting estimates calculated on a cash basis for estimates calculated under FCRA and Sec. 123 of EESA.
2Includes estimated debt service effects of all TARP transactions affecting borrowing from the public.

public and other financial liabilities to achieve a more
complete understanding of the Government’s financial
condition.

Accounting for the financial assets acquired through
TARP, the impact of the program on debt net of finan-
cial assets is projected to be $11.1 billion as of the end of
2011. Amounts are lower than recent reports, due to both
a reduction in the total amount of TARP investments and
other support, and higher-than-anticipated TARP repay-
ments in 2009 and 2010.

Under the FCRA, the financing account earns and pays
interest at the same rate used to discount cash flows for
the credit subsidy cost. Section 123 of EESA requires an
adjustment to the discount rate for market risks. This
results in subsidy costs for TARP equity purchases, direct
loans, and guarantees that are higher than the net pres-
ent value cost using Treasury discount rates under FCRA.
Actual cash flows as of September 30, 2010 already reflect
the effect of any market risks to that point, and therefore
actual credit transactions with financing accounts reflect

Treasury interest rates under FCRA, with no adjust-
ment.!? Future cash flows reflect a risk-adjusted discount
rate, consistent with the FCRA requirement that financ-
ing account interest be earned or paid at the same rate
used to discount the cash flows. This aligns the financing
account balances with the current subsidy cost reflected
in the Budget. For example, over time, if actual transac-
tions with the public were consistent with projections, the
TARP subsidy costs would reflect downward reestimates
to return the premium charged under the market risk-ad-
justed discount rate. Although TARP subsidy costs would
be lower, the cumulative deficit effect including interest
effects would not be reduced because Treasury net inter-
est earnings on TARP financing account balances would

13 As TARP transactions wind down, the final lifetime cost estimates
under the requirements of Section 123 of EESA will reflect no adjust-
ment to the discount rate for market risks, as these risks have already
been realized in the actual cash flows. Therefore, the final subsidy cost
for TARP transactions will equal the cost per FCRA, where the net pres-
ent value reflects discounting with Treasury rates.
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be lower once those transactions were executed without
the market-risk adjustment to the discount rate.

Estimate of the Current Value on a Cash Basis

The value of the assets acquired through TARP does
not depend on whether the costs of acquiring or purchas-
ing the assets are recorded in the budget on a cash basis,
or a credit basis; their value would be the same either
way. As noted above, the budget records the cost of equity
purchases, direct loans, and guarantees as the net pres-
ent value cost to the Government, discounted at the rate
required under the FCRA, and adjusted for market risks
as required under Section 123 of EESA. Therefore, the
net present value cost of the assets is reflected on the bud-
getary side, and the value of the assets is reflected in the
financing accounts for equity purchases, direct loans and
loan guarantees.!* If these purchases were instead pre-
sented in the budget on a cash basis, the value of assets
purchased would not be reflected in the budget. Rather,
the budget would reflect outlays for each disbursement
(whether a purchase, a loan disbursement, or a default
claim payment), and offsetting collections as cash is re-
ceived from the public, with no obvious indication of
whether the outflows and inflows leave the Government
in a better or worse financial position.

Revised Estimate of the Deficit, Debt Held
by the Public, and Gross Federal Debt
Based on the Cash-basis Valuation

Estimates of the deficit and debt with TARP transac-
tions calculated on a cash basis are reflected in Table 4-5,
for comparison to those estimates in Table 4-4 reported
above, in which TARP transactions are calculated consis-
tent with FCRA and Section 123 of EESA.

If TARP transactions were reported on a cash basis, the
deficit would include the full amount of government dis-
bursements for activities such as equity purchases and di-
rect loans, offset by cash inflows from dividend payments,
redemptions, and loan repayments occurring in each year.
For loan guarantees, the deficit would show fees, claim
payouts, or other cash transactions associated with the
guarantee as they occurred. Differences between actual
and estimated performance, and updated estimates of
future performance, would impact the deficit in the year
that they occur, and there would be no credit reestimates.

Table 4-5 shows that if TARP transactions were re-
ported on a cash basis, TARP would reduce the deficit
in 2011 by an estimated $18.0 billion, so the 2011 defi-
cit would be $12.6 billion higher than the estimate in the
Budget that reflects TARP on a FCRA basis. The defi-
cit would be higher because outlays would be reported
for TARP disbursements that are now included in non-
budgetary financing accounts for TARP, and the portion
of TARP downward reestimates attributable to better-
than-expected future inflows from the public would not
be recognized up front, rather, as offsetting receipts when

14 For the Making Home Affordable programs and the Hardest Hit
Fund, Treasury’s purchase of financial instruments does not result in
the acquisition of an asset with potential for future returns, and do not
constitute the economic equivalent of a loan guarantee under FCRA.

they occur. Under this alternative approach, the impact
of TARP on the debt, and on debt held net of financial as-
sets, is the same as under FCRA with adjustments to the
discount rate for market risks.

Portion of the Deficit Attributable to Any Action
Taken by the Secretary, and the Extent to Which
the Deficit Impact is Due to a Reestimate

Table 4—4 shows the portion of the deficit attributable
to actions taken by the Treasury Secretary under the au-
thorities of TARP. The largest effects are for reestimates
of TARP activity outstanding as of September 30, 2010,
and reductions in the total anticipated size of TARP from
$494.4 billion in TARP obligations at MSR to $474.8 bil-
lion in the 2012 Budget. The specific effects are as follows:

o TARP reestimates and interest on reestimates will

reduce the deficit by $41.6 billion in 2011, includ-
ing $35.4 billion in reduced subsidy costs for TARP
disbursements as of September 30, 2010, and $6.2
billion in interest on reestimates. Reestimate effects
and changes to anticipated activity together are es-
timated to reduce total TARP program costs (exclud-
ing administrative expenses) by $48.3 billion from
MSR.

e Program costs for purchases of troubled assets in-
cluding costs associated with AIG disbursements,
MHA incentive payments, FHA Refinance letter of
credit loss sharing, and modifications of existing
TARP activity (excluding reestimates) are estimated
to increase the deficit by $13.4 billion in 2011.

e TARP equity purchases in 2011 are expected to in-
crease outlays by $3.3 billion due to AIG’s expected
use of the capital facility, and PPIP purchases.

e Costs associated with new disbursements of direct
loans under TARP, including funding under the
ATFP program and the TALF, are estimated to result
in $0.2 billion in net outlays in 2011 through 2014,
based on estimated loan disbursements.

e Qutlays for the TARP Housing Programs are esti-
mated at $9.8 billion in 2011, which includes pay-
ments under the MHA program, Hardest Hit Fund,
and subsidy costs for the FHA Refinance letter of
credit facility. Outlays for TARP Housing are esti-
mated to decline gradually through 2020.

e Administrative expenses for TARP are estimated at
$0.5 billion in 2011, and expected to fall as TARP
winds down through 2021.

o Costs for the Special Inspector General for TARP are
estimated at $0.1 billion in 2011, and to remain rela-
tively stable through 2021.

e Interest transactions with credit financing accounts
include interest paid to Treasury on borrowing by
the financing accounts, offset by interest paid by
Treasury on the financing accounts’ uninvested
balances. Although the financing accounts are non-
budgetary, Treasury payment and receipt of inter-
est are budgetary transactions and therefore affect
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net outlays and the deficit. For TARP financing ac-
counts, projected interest transactions are based on
the market-risk adjusted rates used to discount the
cash flows. The projected net financing account in-
terest paid to Treasury at market risk adjusted rates
is $15.4 billion in 2011 and declines over time as the
financing accounts repay borrowing from Treasury
through proceeds and repayments on TARP equity
purchases and direct loans.!?

15 Actual TARP financing account interest for 2011 will reflect
Treasury rates with no risk adjustment, as the effects of market risks
would already be realized on actual cash flows.

The full impact of TARP on the deficit includes the es-
timated cost of Treasury borrowing from the public—debt
service—for the higher outlays listed above. Debt service
is estimated at $12.5 billion for 2011 (as shown in Table
4-5), and then expected to fall gradually to $4.5 billion in
2021 as the program winds down.

Analysis of TARP Reestimates. The costs of out-
standing TARP assistance are reestimated annually by
updating cash flows for actual experience and new as-
sumptions, and adjusting for any changes by either re-
cording additional subsidy costs (an upward reestimate)
or by reducing subsidy costs (a downward reestimate).
The reestimated dollar amounts reflect TARP disburse-

Table 4-6. TROUBLED ASSET RELIEF PROGRAM REESTIMATES

(Dollars in billions)

Net lifetime
reestimate
TARP Program and Cohort Year Current Current amount, TARP
Original reestimate | reestimate | excluding |disbursements
subsidy rate rate amount interest  [as of 9/30/2010
Equity Programs:
Automotive Industry Financing Program (EQUItY) ........ccceeemeeneermeeneenieneineineieeens
2009 <o 54.52% 25.98% 2.9 -5.1 125
2070 oo s 30.25% 7.93% -0.9 -0.8 3.8
Capital Purchase Program
2009 .o 26.99% -2.93% -7.6 -62.3 204.6
2070 oo s 5.77% 18.28% * * 0.3
AIG Investments
2009 ..o 82.78% 16.74% -21.8 -27.9 47.5
Legacy Securities Public-Private Investment Program .............ccccooonnineininnincins
2009 34.62% -1.68% -0.4 -0.3 0.9
2010 22.97% -0.80% -1.7 -15 6.5
Targeted Investment Program
2009 .o s 48.85% -8.94% 0.3 -23.1 40.0
Community Development Capital Initiative
2070 oo s 48.06% 50.05% ¥ * 0.6
Subtotal equity program reeStimates ............cocevieeereeerenererineesireeeerisesenens -34.9 -1211 316.7
Structured and Direct Loan Programs:
Automotive Industry Financing Program (AIFP) ...
2009 <o s 58.75% 25.66% -75 -21.0 63.4
Legacy Securities Public Private Investment Program
2009 oo —-2.52% 5.52% 0.1 0.1 14
2070 oot -10.85% -0.46% 14 14 7.8
Small Business Lending Initiative 7(a) purchases
2070 oot 0.48% 0.30% = = 0.2
Term-Asset Backed Securities Loan Facility !
2009 .o -104.23%| -237.20% * -0.2 0.1
Subtotal direct loan program reeStimates ............coceeeeirnririeneinnineeneiieineiienes -6.0 -19.7 73.0
Guarantee Programs:
Asset Guarantee Program 2
2009 oot -0.25% -1.21% -0.7 -1.21 301.0
Total TARP Reestimates -41.6 -142.0 690.6

* $50 million or less.

1The Term-Asset Backed Securities Loan Facility 2009 subsidy rate reflects the anticipated collections for Treasury’s $20 billion commitment, as a percent of

estimated lifetime disbursements of roughly $0.3 billion.

2 Dishursement amount reflects the face value of guarantees of assets supported by the guarantee. The TARP obligation for this program was $5 billion, the

maximum contingent liability while the guarantee was in force.
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ments through September 30, 2010, while subsidy rates
reflect anticipated future disbursements. As noted above,
the total decrease in the deficit attributable to TARP rees-
timates in 2011 is $41.6 billion, reflecting a $35.4 billion
downward reestimate of the subsidy cost, plus $6.2 billion
in interest on the reestimates. Detailed information on
downward reestimates is reflected in Table 4-6.

The subsidy cost for outstanding TARP equity is es-
timated to be substantially lower than originally esti-
mated. The majority of reduced subsidy costs reflects
significant repayments of CPP and TIP investments by
financial institutions and higher-than-anticipated income
from dividends and the sale of preferred, common stock
or warrants, resulting in a positive return and a lower

subsidy rate for these 2009 investments. Costs for CPP
investments in 2010 increased from the initial estimates,
as many of the remaining CPP investments are in insti-
tutions that are not as strong as those that have repaid
Treasury. However, the program as a whole is anticipated
to result in net positive returns. Reduced subsidy costs
for AIG investments and AIFP Equity are due to im-
proved market conditions and performance expectations
compared to original estimates. The $4.3 billion TALF
facility is estimated to generate a return of $0.3 billion
to the Treasury, primarily due to fees. The subsidy rate
for TALF is based on disbursements, and the Treasury
only expects to purchase a small amount of the total $4.3
billion commitment but will collect fees on the full TALF

Table 4-7. DETAILED TARP PROGRAM LEVELS AND COSTS

(In billions of dollars)

2011 MSR'! 2012 Budget
Program Estimated TARP Estimated TARP
Cumulative Cumulative
Obligations | Subsidy Costs | Obligations | Subsidy Costs
Equity Purchases
Capital PUIChase PIan ... 204.9 1.2 204.9 -5.9
AlG INVESIMENES ..ot 69.8 49.9 69.8 1.7
Targeted Investment Program ... 40.0 -3.7 40.0 -3.6
Automotive Industry Financing Program (AIFP) ..o 16.3 6.3 16.3 35
Public-Private Investment Program - EQUItY ..........ccoeeeiuevnemeineereineeinnne 75 1.8 7.5 -0.1
Community Development Capital Initiative . 0.8 0.4 0.6 0.3
Subtotal equity PUIChESES ......cuuuverrrreririeieci e 339.3 55.9 339.1 5.9
Direct Loan Programs
Automotive Industry Financing Program (AIFP) ... 65.5 24.4 65.5 16.8
Term Asset-Backed Securities Loan Facility (TALF) ... 20.0 -0.5 4.3 -0.3
Public-Private Investment Program - Debt ............. 14.9 -1.3 14.9 *
Small Business 7(a) Program .........cccevuieieeienimesinenssineessessesssesens 1 * 0.4 *
Other SECtoN 101 ... § § * *
Subtotal direct [0an Programs ..o 101.4 22.7 85.1 16.5
Guarantee Programs under Section 102
Asset GUArantee Program .........cccoceeeeeinerneineinesseessesiesesessssisessees 5.0 -3.0 5.0 =37
Non-Add Asset Guarantee Program Face Value ..........ccccovevvenirniineennnnns 301.0 301.0
Subtotal 8SSEt GUATANTEES .........ucvrreeeriireiicie e 5.0 -3.0 5.0 =37
TARP Housing Programs 23
Making Home Affordable (MHA) Programs .............cccccoeeumeneiininnninnins N/A N/A 29.9 29.9
Hardest Hit FUNG ..o N/A N/A 7.6 7.6
Subtotal non-credit Programs ..o N/A N/A 375 375
FHA Refinance Letter of Credit ..........ovrrrmnrenereerneisssesessinesiens N/A N/A 8.1 8.1
Subtotal TARP hoUSING PrOGrams ..........ceueeeruerrremmerseeseseesessssssssssessseeesseessens 48.7 48.7 45.6 45.6
Total program costs 494.4 124.4 474.8 64.4
Memorandum:
Interest on REESHMALES  ...........crrereecerineeecesises s -9.9 -16.2
Deficit impact before administrative costs and interest effects .................. 114.5 48.3

* $50 million or less.

1 Estimates do not include the effects of the Dodd-Frank Act (Public Law 111-203), which limited total TARP program levels to $475 billion.
2The 2011 MSR did not break out the TARP Housing costs as one line item. To increase transparency, the 2012 Budget disaggregates the TARP

Housing costs.

82011 MSR obligations and subsidy costs account for a reduction included in the Helping Families Save Their Homes Act, as an offset for Special
Inspector General for the Troubled Asset Relief Program (SIGTARP) administrative costs.

4 Cumulative interest on reestimates is an adjustment for interest effects of changes in TARP subsidy costs from original subsidy estimates; such
amounts are a component of the deficit impacts of TARP programs but are not a direct programmatic cost.
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Table 4-8. COMPARISON OF OMB AND CBO TARP COSTS

(In billions of dollars)

Risk-Adjusted Subsidy Costs
Program CBO Subsidy | OMB Subsidy
Cost ' Cost 2
Capital PUrchase Program ... -15 -6
Targeted Investment Program -4 -4
AlG aSSIStanCe ........oovereverenereeirens 14 12
Automotive Industry Financing Program ... 19 20
Term Asset-Backed Securities Loan Facility ..........c.coouverineinineininsinceeseens 1 =
Other programs 3 -2 -3
TARP hOUSING PrOGIAMS .......cvuvvirreerieeseerersersseseesessese et essessensens 12 46
Total 25 64

*$50 million or less.
The CBO cost estimate published in January 2011.

2 Lifetime subsidy costs as reflected in the 2012 Budget, excluding interest on reestimates.
3“Other Programs” reflects an aggregate cost for PPIP (debt and equity purchases), CDCI, AGP, and small business

programs.

facility. The reestimated rate declined dramatically, as
TALF anticipates fewer default purchases, and income
is anticipated to remain strong. Estimated costs for the
ATFP direct loan program are also lower than last year
because GM fully repaid its $6.7 billion loan, with inter-
est, and the financial condition of Chrysler, the only out-
standing AIFP loan, has improved. The Asset Guarantee
Program downward reestimate reflects an estimated in-
crease in the value of preferred stock held by Treasury. No
losses were paid through the program.

Differences Between Current and
Previous OMB Estimates

As shown in Table 4-7, the Budget reflects a total TARP
deficit impact of $48.3 billion, a reduction of $66.2 billion
from the 2011 MSR projection of $114.5 billion or $292.7
billion from the 2010 MSR estimate of $340.9 billion. The
deficit impact differs from the subsidy cost of $64.4 billion
because the deficit impact reflects a $16.2 billion cumula-
tive downward adjustment for interest on reestimates (for
2010 and 2011 reestimates). These adjustments account
for the time between when the subsidy cost was originally
estimated and the time when the reestimate is booked.
The subsidy cost of $64.4 billion reflects the estimated
present value cost of the program from the date TARP
obligations originate.

There are two factors driving the significant reduction
in total TARP costs: 1) lower subsidy costs on TARP obli-
gations due to better-than-expected actual performance
in some programs, and improved market conditions, and
2) prudent management of TARP programs. The financial
and credit markets have progressively improved since the
height of the economic crises, and as a result the stock mar-
kets are beginning to regain momentum. The vast major-
ity of the $168.7 billion in outstanding TARP balances are
affected by movements in the equity markets. Therefore,

signals of appreciating share prices have improved the
Government’s outlook of TARP costs. In December 2010,
Treasury sold the last tranche of its 7.7 billion shares
in Citigroup common stock that was acquired through
Citigroup’s participation in CPP. In total, Treasury re-
ceived $32 billion from the sale of Citigroup common stock
at an average selling price of $4.14 per share, represent-
ing a per share premium of $0.89. Treasury’s dual strate-
gy of gradually selling Citigroup’s shares to avoid flooding
the markets and depressing the company’s share price
and opportunistically selling a slightly higher volume of
common stock when share prices appreciated, yielded the
taxpayers nearly a $7 billion return on the Citigroup CPP
investment. This, coupled with higher-than-expected re-
payments, resulted in the estimated CPP cost falling by
$7.1 billion.

Similarly, Treasury’s management of TARP invest-
ments in AIG and GM, coupled with strong equity mar-
kets significantly reduced the projected TARP costs com-
pared to the 2011 MSR. The AIG common stock and the
preferred interest shares in the two Special Purchase
Vehicles held by the Federal Reserve Bank of New York
that Treasury will receive as part of the AIG recapital-
ization deal announced in September 2010, was the pre-
dominant driver reducing the TARP AIG cost estimate by
$38.2 billion compared to the MSR projection of $49.9 bil-
lion. GM’s strong initial public offering (IPO) in November
of 2010, which was largest global ITPO in history, and the
improved prospects of the U.S. auto industry contributed
to the $10.4 billion reduction in the TARP’s auto invest-
ments relative to the 2011 MSR.

Differences Between OMB and CBO Estimates

Table 4-8 compares the subsidy cost for TARP re-
flected in the Budget against the costs estimated by the
Congressional Budget Office in its January 2011 “Budget
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and Economic Outlook: Fiscal Years 2011 Through 2021”
Report. 16

CBO estimates the total cost of TARP at $25 billion,
based on an estimated lifetime TARP activity level of
$433 billion. The Budget reflects current estimates of
roughly $475 billion in program level commitments, and
$64 billion in programmatic costs. Differences in the es-
timated cost of the TARP Housing programs, which stem
from divergent demand and participation rate assump-
tions, are the main difference between OMB and CBO
cost estimates. The CBO projects $12 billion in total
TARP Housing expenditures, while the Budget reflects a
$46 billion estimate.

Differences Between EESA and
FCRA Cost Estimates

EESA directs that for asset purchases and guarantees
under the Troubled Asset Relief Program, the cost shall
be determined pursuant to the Federal Credit Reform
Act of 1990 (FCRA), except that the discount rate shall
be adjusted for market risks. EESA’s directive to adjust
the FCRA discount rate for market risks effectively as-
sumes a higher cost to finance these transactions than
the FCRA, which requires that Treasury rates be used to

16 United States. Congressional Budget Office. Budget and Economic
Outlook: Fiscal Years 2011 Through 2021. Washington: CBO, 2011.
http://www.cbo.gov/doc.cfm?index=12039

discount cashflows. In implementing this requirement
of EESA, the methodologies used by the Administration
seek to capture the cost of the extra return that a private
investor would seek in compensation for uncertainty sur-
rounding risks of default and other losses reflected in the
cashflows.1”

Table 4-9 compares the subsidy costs and rates of
TARP programs discounted at the Treasury rate ad-
justed for market risk and discounted at the unadjusted
Treasury rate. The largest differences in the estimated
subsidy rates reflect the most uncertainty regarding the
probability of losses. For example, there is greater uncer-
tainty regarding the value of Treasury’s investments in
CPP and PPIP than there is related to value of Treasury’s
investments in AIG, and so the difference between the
market-risk adjusted cost versus the non-adjusted cost is
greater for CPP and PPIP than for AIG. Removing the
risk adjustment to the discount rate for Treasury’s invest-
ment in CPP and PPIP decreases the subsidy cost by $4.4
billion and $2.1 billion, respectively, whereas it only de-
creases the AIG subsidy cost by $0.5 billion. For the TIP
there is no difference in the subsidy cost because the TIP
program has been fully repaid. With no further liabilities
under AGP, the market risk adjustment is applied to the
remaining Citigroup warrants and preferred shares that

17 For example, if there were a 100 percent default expectation on a
loan, and losses given default were projected at 100 percent, the market
risk adjustment to the discount rate would be zero. This reflects the
fact that there are no unexpected losses if losses are expected to be 100
percent of the face value of the loan.

Table 4-9. COMPARISON OF EESA AND FCRA TARP SUBSIDY
COSTS USING 2012 BUDGET VALUATIONS

(In billions of dollars)

Subsidy Cost
Program TARP
Obligation EESA FCRA

Capital PUrchase Plan ... 204.9 -5.9 -10.4
Targeted Investment Program ..........cccvveeernereneeenenenenennenns 40.0 -3.6 -3.6
Asset Guarantee Program . 5.0 -3.7 =37
Community Development Capital INitiative ............cocovervieniieiinennnee 0.6 0.3 0.1
Term Asset-Backed Securities Loan Facility (TALF) .......c.coocerecennen. 4.3 -0.3 -0.4
Small Business 7(a) Program ...........cccuemeeeeeeneenennnee 04 * =
Public Private Investment Program ! 224 =* -2.1
AlG INVestments .........ccocvveeervereerneeinnens 69.8 1.7 11.2
Automotive Industry Financing Program ' ...... 81.8 20.3 16.4
Subtotal TARP equity and direct [0ans ...........ccccccveevierrienne. 429.2 18.8 7.5

TARP Housing Programs:
Making Home Affordable Programs 2...............cccccovmeeevvvnnnsssnnnns 29.9 29.9 29.9
Hardest Hit FUNA 2 ... 76 76 7.6
Subtotal non-credit programs ... 37.5 37.5 37.5
FHA Refinance Letter of Credit 8.1 8.1 5.0
Subtotal TARP housing programs ...........c.cc.eceeeereeneeeeneens 45.6 45.6 425
Total ® 474.8 64.4 50.0

* $50 million or less.

" Rates for PPIP and AIFP reflect weighted average subsidy costs across various instruments.
2TARP Making Home Affordable Programs and Hardest Hit Fund involve financial instruments without any provision for

income or other returns, and are recorded on a cash basis. 100 percent is assumed for the subsidy cost.

3Total subsidy costs do not include interest effects.
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Treasury received as a fee, and has negligible effects on
the AGP cost. The non-credit TARP Housing programs
are reflected on a cash basis and, therefore, costs are not
discounted, which is why there is no difference in the sub-
sidy cost estimate. Using November 30, 2010 valuations,
TARP investments discounted at a risk-adjusted rate will

cost an estimated $64.4 billion or a net subsidy rate of 14
percent. TARP investments discounted at Treasury’s cost
of borrowing will cost an estimated $50.2 billion or a net
subsidy rate of 11 percent, a difference of 3 percentage
points.

TARP OVERSIGHT AND ACCOUNTABILITY

Ensuring effective internal controls and monitoring
of TARP programs and funds to protect taxpayer invest-
ments remains a top priority of TARP staff and those offic-
es charged with TARP oversight and accountability. The
Treasury has implemented a comprehensive set of assess-
ments geared toward identifying risks, evaluating their
potential impact, and prioritizing resource assignments
to manage risks based on a combined top-down and bot-
tom-up assessment of risk. The Internal Control Review
organization within the Office of Financial Stability (OFS)
utilizes the assessments to ensure appropriate coverage
of high-impact areas. A Senior Assessment Team and
the Internal Control Program Office guide OF'S efforts to
meet all applicable requirements for a sound system of
internal controls, and to review and respond to all recom-
mendations made by the four TARP oversight bodies—
the Special Inspector General for TARP (SIGTARP), the
Government Accountability Office (GAO), the Financial
Stability Oversight Board, and the Congressional
Oversight Panel. The soundness of Treasury’s TARP
compliance monitoring, internal control, and risk man-
agement policies and processes are reflected in the clean
opinions issued by GAO after its audit of TARP financial
statements for 2009 and 2010 and the associated internal
control over financial reporting.

The Treasury has issued regulations governing execu-
tive compensation and conflicts of interest related to TARP

program administration and participation. Compliance
with these rules is monitored on an ongoing basis, and re-
views of participant conduct and program administration
are conducted as appropriate. In executing its respon-
sibility for monitoring compliance with executive com-
pensation requirements, the Treasury has also created
an Office of the Special Master for TARP to review TARP
participant compliance with applicable legal and regula-
tory authority, and to recommend action to the Secretary
when compensation is found to be awarded in a manner
or amount deemed contrary to the public interest.

Special Inspector General for TARP (SIGTARP)

Section 121 of EESA created the Special Inspector
General for the Troubled Asset Relief Program (SIGTARP)
to prevent fraud, waste, and abuse in the administra-
tion of TARP programs through audits and investiga-
tions of the purchase, management, and sales of TARP
assets. SIGTARP is required to submit quarterly reports
to Congress, and has initiated 23 audits and over 130
investigations since its inception. Treasury’s Office of
Financial Stability has worked closely with SIGTARP
staff in designing programs that incorporate strong and
effective program safeguards against fraud, waste, and
abuse. The Budget supports SIGTARP’s continued over-
sight activities with a request for $47.4 million in 2012
administrative cost appropriations.
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The horizon for most numbers in this budget is 10
years. In particular, the account-level estimates in the
2012 Budget extend to 2021. This 10-year horizon reflects
a balance between the importance of considering both the
current and future implications of budget decisions made
today and a practical limit on the construction of detailed
budget projections for years in the future.

Nonetheless, many decisions made today will have im-
portant repercussions beyond the 10-year horizon. It is
also important to anticipate what future budgetary re-
quirements beyond the 10-year horizon might flow from
current laws and policies despite the uncertainty sur-
rounding the assumptions needed for such estimates.
Long-run budget projections can be useful in drawing at-
tention to potential problems. Imbalances that may be
manageable in the 10-year time frame can become un-
manageable if allowed to grow.

To this end, the budget projections in this chapter ex-
tend the 2012 Budget for approximately 75 years through
2085. Because of the uncertainties involved in making
long-run projections, results are presented for a base case
and for several alternative scenarios.

The passage of the Affordable Care Act (ACA) has a pro-
found effect on these projections. The cost-reduction mech-
anisms in the ACA significantly reduce projected budget
deficits in the long run, and the 2012 Budget also includes
other initiatives that would help control future deficits if
enacted. Nonetheless, the Administration recognizes that
there is considerable uncertainty in its long-term projec-
tions and that future challenges will require policy re-
sponses that have yet to be formulated. The projections
in this chapter reflect the fact that, until these reforms are
enacted, simply extending current laws and policies leaves
the country with a large and growing publicly held debt.
Reforms are needed to make sure that overall budgetary
resources are large enough to support future spending and
that programs like Medicare Part A and Social Security,
which are expected to be financed from dedicated revenue
sources, remain self-sustaining. The Administration in-
tends to work with the Congress to develop additional poli-
cies that will assure fiscal sustainability in the future.

The key drivers of the long-range deficit are the
Government’s major health and retirement programs:
Medicare, Medicaid and Social Security.

e Medicare finances health insurance for most of the
Nation’s seniors and many individuals with disabili-
ties. Medicare’s growth has generally exceeded that
of other Federal spending for decades tracking the
rapid growth in overall health care costs. The ACA
would curtail this cost growth, but Medicare spend-
ing is still projected to reach higher levels relative to
the economy and the Budget than it has today.

e Medicaid provides medical assistance, including
acute and long-term care, to low-income children
and families, seniors, and people with disabilities.
Like Medicare, for decades Medicaid’s growth has
generally exceeded that of other Federal spend-
ing, and like Medicare it has generally tracked the
growth in overall health costs. Medicaid assistance
will expand further beginning in 2014 because of
broadened Medicaid coverage provided by the ACA.
However, Medicaid’s finances are also expected to
benefit from the ACA’s reforms.

e Social Security provides retirement benefits, dis-
ability benefits, and survivors’ insurance for the Na-
tion’s workers. Outlays for Social Security benefits
will begin to exceed its dedicated revenue stream
over the next quarter century putting pressure on
the overall budget as trust fund balances are drawn
down.

Long-range projections for Social Security and Medicare
have been prepared for decades, and the actuaries at the
Centers for Medicare and Medicaid Services have indi-
cated that they intend to begin producing such projections
for Medicaid. This is useful information, but individual
programs, even large ones such as Medicare, Medicaid,
and Social Security, do not determine by themselves the
Government’s overall budgetary position, which is why
the projections in this chapter offer a useful complement
to the long-run projections for the individual programs.

Future budget outcomes depend on a host of un-
knowns—changing economic conditions, unforeseen inter-
national developments, unexpected demographic shifts,
the unpredictable forces of technological advance, and
evolving political preferences to name a few. These un-
certainties make even short-run budget forecasting quite
difficult, and the uncertainties increase the further into
the future projections are extended. While uncertainty
makes forecast accuracy difficult to achieve, it does not de-
tract from the importance of long-run budget projections,
because future problems are often best addressed in the
present. A full treatment of all the relevant risks is be-
yond the scope of this chapter, but the chapter does show
how sensitive long-run budget projections are to changes
in some of key economic and demographic assumptions.

The Long-Run Fiscal Challenge

The deficit is projected to fall from its recent peak lev-
els as the economy recovers from the recession and the
worldwide financial crisis eases. By the end of the 10-
year budget window, the policies in this Budget stabilize
the deficit at around 3 percent of GDP, and the debt held
by the public is no longer rising as rapidly relative to

49
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GDP. However, beyond 2021, the fiscal position deterio-
rates again mainly because of the aging of the population
and the high continuing cost of the Government’s health
programs. The publicly-held debt rises unsustainably
relative to GDP.

In the public sector as well as the private sector, health
care costs have risen faster than inflation for decades.
This rising cost trend has led to steady increases in the
amounts spent on Medicare and Medicaid, while also
making it more difficult for people to afford private health
insurance. The ACA tackles both problems by extending
health insurance coverage to millions of Americans who
currently lack insurance, while slowing future growth in
medical costs. When the law is fully implemented, the
general rate at which Medicare spending per beneficiary
has risen for more than four decades would be substan-
tially reduced. However, health care costs would continue
to rise as the population ages, threatening long-run fis-
cal sustainability. Population aging also poses a serious
long-run budgetary challenge. Because of lower expected
fertility and improved longevity, the Social Security actu-
aries project that the ratio of workers to Social Security
beneficiaries will fall from around 3.3 currently to a little
over 2 by the time most of the baby boomers have retired.
From that point forward, the ratio of workers to beneficia-
ries is expected to continue to decline slowly. With fewer
workers to pay the taxes needed to support the retired
population, budgetary pressures will steadily mount and
without reforms, trust fund exhaustion is projected by the
Social Security Trustees to occur in 2037.

The Nation also faces the challenge of reforming the
tax code to make it fairer and simpler and to provide suf-
ficient revenue to meet long-run commitments. Resolving
the long-run fiscal challenge will require a comprehensive
approach, one that restrains spending growth but also ad-
dresses the sufficiency of our tax code. However, those nec-
essary changes in tax policy have yet to be agreed upon.

Long-Run Budget Projections.—In 2010, the three
major entitlement programs—Medicare, Medicaid, and
Social Security—accounted for 44 percent of non-interest
Federal spending, up from 30 percent in 1980. By 2035,
when the surviving baby boomers will all be 70 or older,
these three programs could account for more than 60 per-
cent of non-interest Federal spending. Through the end
of the projection period, in 2085, this figure would remain
above 60 percent of non-interest spending. In other words
without further reforms, nearly two-thirds of the budget,
aside from interest, would go to these three programs
alone. That would severely reduce the flexibility of the
budget, and the Government’s ability to respond to new
challenges.

Because of these pressures, the overall budget may not
be sustainable without either new cost-reducing mea-
sures or additional revenues. The budget projections
shown in Table 5-1 illustrate that point. Without further
adjustments to spending and revenue, the deficit will rise
relative to the overall economy and the debt-to-GDP ra-
tio will far exceed its previous peak level reached at the
end of World War II. Reforms are needed to avoid such a
development. The Administration aims to work with the
Congress so that the ratio of debt to GDP stabilizes at an
acceptable level once the economy has recovered.

Medicare and Medicaid.— In the long-run projec-
tions in this chapter, different assumptions about the
growth rate of health care costs are made. In the base
case, a continuation of current policy assumes that the
provisions of the ACA are fully implemented, limiting
health care costs in the long run compared with prior law.
The long-run Medicare assumptions are essentially the
same as those used in the latest Medicare Trustees’ re-
port (August 2010), which is consistent with how these
long-term budget projections have generally been made
in the past. The Trustees’ projections imply that average
long range annual growth in Medicare spending per en-
rollee is 0.3 percentage points per year above the growth

Chart 5-1. Publicly Held Debt Under
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in GDP per capita. This growth rate is significantly
smaller than their previous projections—a reduction they
largely attribute to the ACA.l Along with the rules for
Medicare, there are a number of reforms in the ACA that
experts believe could produce significant savings relative
to the historical trend and that would affect medical costs
more broadly. One is an excise tax on the highest-cost in-
surance plans, which will encourage substitution of plans
with lower costs, while raising take-home pay. There is
also an array of delivery system reforms, including incen-
tives for accountable care organizations and payment re-
form demonstrations that have the potential to re-orient
the medical system toward providing higher quality care,
not just more care, and thus reduce cost growth in the
future.?  Finally, the ACA established an independent
payment advisory board that will be empowered to pro-
pose changes in Medicare should Medicare costs exceed
the growth rate specified in law. The proposed changes in
Medicare would take effect automatically, unless overrid-
den by the Congress. Because of these broader reforms,
Medicaid spending per beneficiary and private health
spending per capita are also projected to slow, though
not as much as Medicare.3

An alternative discussed below assumes that medi-
cal costs rise more rapidly than in the base case. This
could happen, for example, if future Congresses and
Administrations weaken the fiscal discipline in current

1The ACA provisions limiting growth in non-physician payments and
other changes in assumptions in the 2010 Trustees’ report reduce long
range average annual growth in Medicare spending by 0.7 percentage
points.

2 Groups of providers meeting certain criteria can be recognized as
accountable care organizations (ACOs), which allow them to coordinate
care and manage chronic disease more easily thereby improving the
quality of care for patients. ACOs can then share in any cost savings
they achieve for Medicare if they meet quality standards.

5 The projections assume that growth in Medicaid spending per
enrollee and private health spending per capita exceeds growth in GDP
per capita by 0.65 percentage points.

law. The alternative assumes that costs per beneficiary
rise at two percentage points per year above GDP per
capita which would continue the historical experience of
the last 50 years.

Revenues.—Projected revenues in these long-run bud-
get projections start with the estimated receipts under
the Administration’s proposals in the 2012 Budget. There
is some built-in momentum in the tax code that would
tend to push up average tax rates over time. For example,
the tax code is indexed for inflation, but not for increases
in real income, so there is a tendency for individual in-
come taxes to increase relative to incomes when real tax-
able incomes are rising, everything else equal. Beyond
the 10-year budget window, the projections in this chapter
assume that this feature of the current tax code will not
be allowed to raise individual income taxes. The projec-
tions also assume that the Alternative Minimum Tax will
be similarly indexed. While these assumptions tend to
limit tax revenue, other assumptions work in the oppo-
site direction. For example, the projections assume that
the new revenue provisions in the ACA go into effect in-
cluding the excise tax on high-premium health plans. On
balance, the assumptions produce a gradual increase in
the overall share of revenues relative to GDP. By 2050,
the revenue share is 20.5 percent of GDP and by 2085
it is projected to be 21.2 percent of GDP. However, the
projected revenues are insufficient to meet the Federal
Government’s projected future commitments as shown by
the growing deficits in Table 5-1.

Discretionary Outlays.—Because discretionary spend-
ing is determined annually through the legislative pro-
cess, there is no straightforward assumption for projecting
its future path. The budget displays a path for discretion-
ary spending over the next 10 years; beyond that time
frame, however, there are several different plausible as-
sumptions for the future path. One is to assume that dis-
cretionary spending will be held constant in inflation-ad-

Table 5-1. LONG-RUN BUDGET PROJECTIONS
(Receipts, Outlays, Surplus, or Deficit, and Debt as a Percent of GDP)
1980 1990 2000 2010 2020 2030 2040 2050 2060 2070 2080 2085
RECEIPLS ..o 19.0 18.0 20.6 14.9 19.9 19.8 20.1 20.5 20.7 20.9 21.1 21.2
Outlays:

DiISCretionary ... 10.1 8.7 6.3 9.0 5.7 55 55 55 55 55 55 55
Mandatory:

S0CiAl SECUIIY .vuvvvvererceereeeeieiere e 43 4.3 41 4.8 5.1 5.7 5.7 5.6 5.6 5.7 5.9 5.9

MEICArE ....vuvvrreeerireieeseiseeeeiee s 1.1 1.7 2.0 3.1 3.3 43 4.9 5.1 5.2 5.3 5.3 5.3

MEdICRIA ... 05 0.7 1.2 1.9 2.4 2.8 3.1 3.3 3.3 3.3 3.3 3.3

OthET e 3.7 3.2 2.4 3.7 3.2 3.0 2.8 2.7 2.6 2.6 25 2.6

Subtotal, Mandatory ...........ccccoeereeereiennes 9.6 9.9 97 135 13.9 15.8 16.6 16.7 16.7 16.9 17.0 171

Netinterest .........ccoereevrereennnn: 1.9 32 2.3 1.4 34 4.1 53 6.5 7.7 8.9 10.2 10.9

Total outlays ... 21.7 21.9 18.2 23.8 23.0 25.3 27.3 28.7 29.9 31.3 32.7 33.5

Surplus or Deficit (-) .. -2.7 -39 2.4 -8.9 -3.1 -55 7.2 -8.2 -9.2 -104| -11.6 -12.3

Primary Surplus/Deficit () ...........ooovveere.. -08| 06 47| 76 02| -15] 9| 17| 14 14|  -14] 14

Federal Debt Held by the public, End of Period ............. 26.1 421 34.7 62.2 76.7 90.4 116.7 144.3 170.0 196.7 225.2 239.9

Note: The figures shown in this table beyond 2020 are the product of a long-range forecasting model maintained by the Office of Management and Budget. This model is separate from
the models and capabilities that produce detailed programmatic estimates in the Budget. It was designed to produce long-range projections based on additional assumptions regarding
growth in the economy, the long-range evolution of specific programs, and the demographic and economic forces affecting those programs. The model, its assumptions, and sensitivity

testing of those assumptions are presented in this chapter.
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Chart 5-2. Alternative Health Care Costs

Surplus(-)/Deficit(+) as a percent of GDP

40

35+

30

25

20+

15

10

Continuation of Historical Trends
in Health Care Costs

2012 Budget Extended

v

5 T T T e T e e e e e e e e e e e e rrrr e e e

2040

2000 2010 2020 2030

justed terms, which would allow discretionary programs
to increase with prices, but would not allow the programs
to expand with population or real growth in the economy.
However, extending this assumption over many decades
is not realistic. When the population and economy grow,
as assumed in these projections, the demand for public
services is likely to expand as well. Therefore, the cur-
rent base projection assumes that discretionary spend-
ing keeps pace with the growth in GDP in the long run,
so that spending increases in inflation-adjusted terms
whenever there is real economic growth. The chapter
also uses alternative assumptions to show other possible
paths. It is important to note that these paths are merely
illustrative; they do not represent policy decisions by this
Administration, or seek to project the policy decisions of
future Administrations.

Table 5-1 shows how the budget would evolve without
further changes in policy under the base assumptions de-
scribed above. The key assumption is the full implemen-
tation of the ACA with its various provisions which con-
trol costs and alter incentives for medical practice. Under
these assumptions, the future growth of Medicare and
Medicaid slows sharply relative to GDP. Social Security
benefits rise relative to the economy over the next 25
years, but increase more slowly after that as the age com-
position of the population begins to stabilize. Other man-
datory programs do not increase relative to the size of the
economy, and discretionary programs are held to a con-
stant share of GDP by assumption. On the revenue side,
once tax revenues recover from the economic downturn,
revenues reach a ratio of 19.9 percent and then gradually
grow to 21.2 percent by 2085. With total outlays increas-
ing more rapidly than taxes, the deficit rises, and publicly
held debt exceeds historical levels.

The ACA addresses the single most important long-
run challenge to the Nation’s fiscal future, which is rising
health care costs. Even with this fundamental change,

2050 2060 2070 2080

however, an aging population and a continued high level
of health costs will pose serious long-term budget prob-
lems. Medicare, Medicaid, and Social Security will absorb
a much larger share of Federal resources than in the past
limiting what the Government can do in other areas. The
high level of debt to GDP that is projected risks unsus-
tainability without further policy changes.

Alternative Policy, Economic, and
Technical Assumptions

The quantitative results discussed above are sensitive
to changes in underlying policy, economic, and technical
assumptions. Some of the most important of these as-
sumptions and their effects on the budget outlook are dis-
cussed below. Increasing deficits result for most plausible
projections of the long run trends.

Health Spending.—The base projections for Medicare
and Medicaid over the next 75 years assume an extension
of current law. Chart 5-2 shows budget outcomes under
these base assumptions and an alternative scenario. The
alternative assumes spending per beneficiary grows 2
percentage points faster than GDP per capita, similar to
the historical growth rate of medical costs in the United
States since 1960.

Discretionary Spending.— The current base projec-
tion for discretionary spending assumes that after 2021,
discretionary spending keeps pace with the growth in
GDP (see Chart 5-3). An alternative assumption would
be to allow discretionary spending to increase for inflation
and population growth only. In this case, discretionary
spending would remain constant in inflation-adjusted per
capita terms. Yet another possible assumption is to al-
low nondefense discretionary spending to grow with GDP
while defense spending is adjusted only for inflation plus
one percent real growth per year. This latter combination
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Chart 5-3. Alternative Discretionary Projections

Surplus(-)/Deficit(+) as a percent of GDP
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is somewhat closer to historical experience over the last
sixty years.

Alternative Revenue Projections.—In the base pro-
jection, tax receipts rise gradually relative to GDP, so
that, by 2085, the share of revenues in GDP is 21.2 per-
cent. Chart 5-4 shows alternative receipts assumptions.
Allowing receipts to rise by an additional 2.0 percentage
points of GDP relative to the base projections would sta-
bilize the long-run budget deficit. Reducing taxes by 2
percentage points of GDP relative to the base projections
would bring the projected rise in the deficit and the pub-
licly-held debt forward in time.

Productivity.—The rate of future productivity growth
has a major effect on the long-run budget outlook (see
Chart 5-5). It is also highly uncertain. Over the next few
decades, an increase in productivity growth would reduce

projected budget deficits. Higher productivity growth
adds directly to the growth of the major tax bases, while
it has a smaller immediate effect on outlay growth even
assuming that discretionary spending rises with GDP.
For much of the last century, output per hour in nonfarm
business grew at an average rate of around 2-1/4 percent
per year. Growth was not always steady. In the 25 years
following 1948, labor productivity in the nonfarm busi-
ness sector of the economy grew at an average rate of
2.7 percent per year, but this was followed by a period of
much slower growth. From 1973 to 1995, output per hour
in nonfarm business grew at an average annual rate of
just 1.4 percent per year. In the latter half of the 1990s,
however, the rate of productivity growth increased again
and it has remained higher albeit with some fluctuations
since then. Indeed, the average growth rate of productiv-

Chart 5-4. Alternative Revenue Projections

Surplus(-)/Deficit(+) as a percent of GDP
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Chart 5-5. Alternative Productivity Assumptions
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ity in nonfarm business has averaged 2.7 percent per year
since the fourth quarter of 1995, the same as the average
growth rate in the earlier postwar period.

The base projections assume that output per hour in
nonfarm business will increase at an average annual rate
of around 2.3 percent per year, close to its long-run aver-
age and slightly below its average growth rate since 1995.
This implies that real GDP per hour worked will grow at
an average annual rate of 1.9 percent per year. The dif-
ference is accounted for by the fact that the sectors of the
economy that are counted in GDP outside of the nonfarm
business sector tend to have lower productivity growth
than nonfarm business does. The alternatives highlight
the effect of raising and lowering the projected productiv-
ity growth rate by 1/4 percentage point.

2048 2060 2072 2084

Population.—The key assumptions for projecting
long-run demographic developments are fertility, immi-
gration, and mortality.

e The demographic projections assume that fertility
will average about 2.0 total lifetime births per wom-
an in the future, just slightly below the replacement
rate needed to maintain a constant population in the
absence of immigration—2.1 births per woman (see
Chart 5-6). The alternatives are those in the latest
Social Security trustees’ report (1.7 and 2.3 births
per woman).

e The rate of immigration is assumed to average
around 1 million immigrants per year in these pro-
jections (see Chart 5-7). Higher immigration re-
lieves some of the downward pressure on population
growth from low fertility and allows total popula-

Chart 5-6. Alternative Fertility Assumptions
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Chart 5-7. Alternative Inmigration Assumptions
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tion to expand throughout the projection period,
although at a much slower rate than has prevailed
historically. The alternatives are taken from the So-
cial Security Trustees’ Report (1.2 million total im-
migrants per year in the high alternative and 0.8
million in the low alternative).

Mortality is projected to decline as people live lon-
ger in the future (see Chart 5-8). These assumptions
parallel those in the latest Social Security Trustees’
Report. The average period life expectancy for wom-
en is projected to rise from 80.3 years in 2009 to 86.7
years in 2085, and the average period life expectancy
for men is expected to increase from 75.6 years in
2009 to 83.3 years in 2085. A technical panel ad-
vising the Social Security trustees has reported that
the improvement in longevity might be even greater

than assumed here. The variations show the high
and low alternatives from the latest Trustees’ report
(average female and male life expectancy reaching
83.0 and 79.3 in the low cost alternative and 90.3
and 87.5 in the high cost alternative).

The long-run budget outlook is highly uncertain. With
pessimistic assumptions, the fiscal picture deteriorates
much more than in the base projection. More optimistic
assumptions imply a smaller rise in the deficit and the
debt. But despite the uncertainty, these projections show
under a wide range of forecasting assumptions that over-
all budgetary resources will be strained in future decades.
These projections highlight the need for policy action to
address the main drivers of future budgetary costs.

Chart 5-8. Alternative Mortality Assumptions
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The Fiscal Gap

The fiscal gap is one measure of the size of the adjust-
ment needed to preserve fiscal sustainability in the long
run.? It is defined as the increase in taxes or reduction in
non-interest expenditures required to keep the long-run
ratio of Government debt-to-GDP at its current level if
implemented immediately. The gap is usually measured
as a percentage of GDP. The fiscal gap is calculated over
a finite time period, and therefore it may understate the
adjustment needed to achieve longer-run sustainability.

Table 5-2 shows fiscal gap calculations for the base case
calculated over a 75-year horizon and for the various al-
ternative scenarios described above. The fiscal gap in the
base case is 1.8 percent of GDP, and it ranges in the alter-
native scenarios from 0.2 percent of GDP to 4.8 percent
of GDP. This suggests both that additional reforms are
needed to put the Budget on a sustainable course and also
underscores the importance of successful implementation
of the ACA.

4 Alan J. Auerbach, “The U.S. Fiscal Problem: Where We Are, How
We Got Here, and Where We’re Going,” NBER: Macroeconomics Annual
1994, pp 141 — 175.

Table 5-2. 75-YEAR FISCAL GAP UNDER
ALTERNATIVE BUDGET SCENARIOS
(Percent of GDP)

BASEIING ... 1.8
Health:
Excess cost growth averages 2 percent ... 4.8
Discretionary Outlays:
Grow with inflation plus POPUIALION ..........ccuuiurierriirccie i 0.2
Defense grows with inflation +1; nondefense grows with GDP ............cccoviernienee. 1.1
Revenues:
Revenues exceed baseline by 2 percent of GDP ..o 0.2
Revenues fall short of baseline by 2 percent of GDP ..o 34
Productivity:
Productivity grows by 0.25 percent per year faster than the baseline ........... 0.3
Productivity grows by 0.25 percent per year slower than the baseline .......... 34
Population:
Fertility:
2.3 Dirths PEr WOMAN ... 1.0
1.7 DirthS PEF WOMAN ...t 2.7
Immigration:
1.2 million iMMIQrants PEF VAT ......c..cu e 1.1
0.8 million IMMIGrants PEr YEAr ... 2.6
Mortality:
Female life expectancy 83.0 years; male life expectancy 79.3 years in 2085 ...... 1.4
Female life expectancy 90.3 years; male life expectancy 87.5 years in 2085 ...... 2.1

Actuarial Projections for Social
Security and Medicare

The Trustees for the Medicare Federal Hospital
Insurance (HI) and Social Security trust funds issue an-
nual reports that include projections of income and outgo
for these funds over a 75-year period. These projections
are based on different methods and assumptions than
the long-run budget projections presented above. Even
with these differences, the message is similar: the ACA
has greatly curtailed the projected growth in per capita
health care costs but even with this reform, the retire-
ment of the baby-boom generation and continuing high
medical costs will eventually exhaust the trust funds un-
less further action is taken.

The Trustees’ reports feature the actuarial balance of
the trust funds as a summary measure of their financial
status. For each trust fund, the balance is calculated as
the change in receipts or program benefits (expressed as
a percentage of taxable payroll) that would be needed to
preserve a small positive balance in the trust fund at the
end of a specified time period. The estimates cover peri-
ods ranging in length from 25 to 75 years. These balance
calculations show what it would take to achieve a posi-
tive trust fund balance at the end of a specified period of
time, not what it would take to maintain a positive bal-
ance indefinitely. To maintain a positive balance forever
requires a larger adjustment than is needed to maintain
a positive balance over 75 years when the annual balance
in the program is negative at the end of the 75-year pro-
jection period, as it is expected to be for Social Security
and Medicare without future reforms.

Table 5-3 shows the projected income rate, cost rate,
and annual balance for the Medicare HI and OASDI
Trust Funds at selected dates under the Trustees’ inter-
mediate assumptions. Data from both the 2009 and the
2010 reports are shown. As can be seen, there was a ma-
jor improvement in the projections for Medicare’s HI pro-
gram between 2009 and 2010. This reflects passage of the
ACA. Even with this major reform, however, there is still
a long-run deficit in the HI program, albeit one that is
much smaller than projected last year. These projections
assume full implementation of the cost reductions under
current law, over the entire long-run projection period. In
the 2009 Trustees’ report, Medicare HI trust fund costs
as a percentage of Medicare covered payroll were project-
ed to rise from 3.6 percent to 12.2 percent between 2010
and 2080 and the HI trust fund imbalance was projected
to be -8.7 percent. In the 2010 report, costs rise from 3.7
percent of Medicare taxable payroll in 2010 to 4.9 percent
in 2080 and the imbalance in the HI trust fund in 2080
is -0.7 percent. Demographic trends and continued high
per-person costs combine to explain the continued small
imbalance in the long-run projections.

As aresult of reforms legislated in 1983, Social Security
had been running a cash surplus with taxes exceeding
costs up until 2010. This surplus in the Social Security
trust fund helped to hold down the unified budget defi-
cit. The cash surplus ended last year. The 2010 Social
Security trustees report projects that the trust fund will
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return to cash surplus briefly as the economy improves,
but that cash deficits will reappear in 2015, and, from
that point forward, Social Security will no longer act to
hold down the unified budget deficit. Social Security
will eventually begin to draw on its trust fund balances.
Over time, as the ratio of workers to retirees falls, costs
are projected to rise further from 13.1 percent of Social
Security covered payroll today to 14.2 percent of payroll
in 2020, 16.4 percent of payroll in 2030 and 17.3 percent
of payroll in 2080. Revenues excluding interest are pro-
jected to rise only slightly from 12.3 percent of payroll

Table 5-3.

today to 13.3 percent in 2080. Thus the annual balance
is projected to decline from -0.8 percent in 2010 to -1.1
percent of payroll in 2020, -3.2 percent of payroll in 2030,
and -4.0 percent of payroll in 2080. On a 75-year basis,
the actuarial deficit is projected to be 1.9 percent of pay-
roll. In the process, the Social Security trust fund, which
was built up since 1983, would be drawn down and even-
tually be exhausted in 2037. These projections assume
that benefits would continue to be paid despite the nega-
tive balance in the trust funds after 2037.

INTERMEDIATE ACTUARIAL PROJECTIONS FOR OASDI AND HI

2010 ‘ 2020 ‘ 2030 ‘ 2050 ‘ 2080

Percent of Payroll

Medicare Hospital Insurance (HI)
Income Rate

2009 TruStees’ REPOM ...t
2010 TruStEES  REPOM ..ottt

Cost Rate

2009 TrUStEES  REPOI ....vvevvrierieriirrireieie e sssnsensnens
2010 Trustees’ REPOM ...t

Annual Balance

2009 Trustees  REPOM ........cviiiiririeeieeieiee e
2010 Trustees  REPOI .......vvviirrieeieeerer e

Actuarial Balance:

2009 Trustees’ REPOM ...t
2010 TruStEES  REPOM ..ot

...................... 3.2 3.3 34 34 35
...................... 32 3.4 3.6 3.9 4.3
...................... 3.6 44 6.0 8.7 1.8
...................... 37 35 43 5.0 4.9
...................... -0.4 -1 2.6 -5.3 -8.3
...................... -05 -0.0 -0.7 -1.1 -0.7

25years| 50years| 75 years
...................... -14 -2.8 -39
...................... -0.3 -0.6 -0.7

Percent of Payroll

Old Age Survivors and Disability Insurance (OASDI)
Income Rate

2009 TruStees  REPOM .....coucviiciirieeieeieie e
2010 Trustees  REPOI .......cuveieirieeieeerer e

Cost Rate

2009 Trustees’ REpOrt ...
2010 TruStEES  REPOI ...ttt

Annual Balance

2009 TruStees’ REPOM ...t
2010 Trustees’ REPOI ......c..ccueiiiriiiniereresresiesis s

Actuarial Balance:

2009 TruStees  REPOM .....ouvviiciiirieeieeeieier e
2010 Trustees’ REPOM .......vevieiiiiricrieieierer s

...................... 12.9 13.0 13.2 13.3 13.3
...................... 12.3 13.1 13.2 13.2 13.3
...................... 12,5 14.5 16.8 16.6 175
...................... 13.1 14.2 16.4 16.3 17.3
...................... 0.4 -15 -3.6 -34 -4.2
...................... -0.8 -1.1 -3.2 -3.1 -4.0

25 years| 50 years| 75 years
...................... -0.2 -15 -2.0
...................... -0.3 -15 -1.9

TECHNICAL NOTE: SOURCES OF DATA AND METHODS OF ESTIMATING

The long-range budget projections are based on demo-
graphic and economic assumptions. A simplified model
of the Federal budget, developed at OMB, is used to com-
pute the budgetary implications of these assumptions.

Demographic and Economic Assumptions.—For
the years 2011-2021, the assumptions are drawn from
the Administration’s economic projections used for the
2012 Budget. These budget assumptions reflect the
President’s policy proposals. The economic assumptions

are extended beyond this interval by holding inflation,
interest rates, and the unemployment rate constant at
the levels assumed in the final year of the budget fore-
cast. Population growth and labor force growth are ex-
tended using the intermediate assumptions from the
2010 Social Security Trustees’ report. The projected
rate of growth for real GDP is built up from the labor
force assumptions and an assumed rate of productivity
growth. Productivity growth, measured as real GDP per
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hour, is assumed to equal its average rate of growth in the
Budget’s economic assumptions—1.9 percent per year.

CPI inflation holds stable at 2.1 percent per year, the
unemployment rate is constant at 5.3 percent, and the
yield on 10-year Treasury notes is steady at 5.3 per-
cent. Consistent with the demographic assumptions in
the Trustees’ reports, U.S. population growth slows from
around 1 percent per year to about two-thirds that rate by
2030, and slower rates of growth beyond that point. By
the end of the projection period it is as low as 0.4 percent
per year. Real GDP growth is less than its historical aver-
age of around 3.2 percent per year because the slowdown
in population growth and the increase in the population
over age 65 reduce labor supply growth. In these pro-
jections, average real GDP growth averages between 2.3
percent and 2.4 percent per year for the period following
the end of the 10-year budget window in 2021.

The economic and demographic projections described
above are set by assumption and do not automatically
change in response to changes in the budget outlook. This
is unrealistic, but it simplifies comparisons of alternative
policies.

Budget Projections.—For the period through 2021,
receipts follow the 2012 Budget’s policy projections. After
2021, total tax receipts rise gradually relative to GDP
eventually reaching 21.2 percent in 2085. Discretionary
spending follows the path in the Budget over the next 10
years and grows at the rate of growth in nominal GDP
afterwards. Other spending also aligns with the Budget
through the budget horizon. Long-run Social Security
spending is projected by the Social Security actuaries
using this chapter’s long-range assumptions. Medicare
benefits are projected based on a projection of beneficiary
growth and excess health care cost growth from the 2010
Medicare Trustees’ report, and the general inflation as-
sumptions described above. Medicaid outlays are based
on the economic and demographic projections in the mod-
el. Other entitlement programs are projected based on
rules of thumb linking program spending to elements of
the economic and demographic projections such as the
poverty rate.



6. FEDERAL BORROWING AND DEBT

Debt is the largest legally and contractually binding
obligation of the Federal Government. At the end of 2010,
the Government owed $9,019 billion of principal to the
individuals and institutions who had loaned it the money

to fund past deficits. During that year, the Government
paid the public approximately $228 billion of interest on
this debt. In addition to the Government’s debt obliga-
tion, at the end of 2010, the Government held financial

Table 6-1. TRENDS IN FEDERAL DEBT HELD BY THE PUBLIC

(Dollar amounts in billions)

Debt held by the public | Interest on the debt
asa held by the
Debt held by the public: percent of: public as a percent of:®
Fiscal Year
Credit
Current | FY 2010 market Total
dollars | dollars’ GDP debt? outlays GDP
2419| 22764 108.7 N/A 7.4 1.8
219.0 1,677.3 80.2 53.3 114 1.8
226.6| 1,525.0 57.2 43.2 7.6 1.3
236.8| 14149 45.6 33.7 8.5 1.5
260.8| 1,456.9 37.9 26.9 8.1 14
2832 11,3155 28.0 20.8 7.9 1.5
3947  1,349.2 25.3 18.4 7.5 1.6
711.9| 1,683.0 26.1 18.5 10.6 2.3
1,507.3| 2,716.2 36.4 22.3 16.2 37
2,411.6| 37218 421 22.6 16.2 35
3,604.4|  4,900.7 49.1 26.7 15.8 3.3
3,409.8| 4,268.2 34.7 19.1 13.0 24
3,319.6| 4,059.4 325 17.5 11.6 2.1
3,540.4| 42594 33.6 17.5 8.9 1.7
39134 46120 35.6 17.8 7.5 1.5
4,295.5|  4,935.6 36.8 18.0 7.3 1.4
4,592.2|  5,109.8 36.9 17.6 7.7 1.5
4829.0, 51954 36.5 16.9 8.9 1.8
5,035.1| 52585 36.2 16.2 9.2 1.8
5803.1] 5,924.8 40.3 17.5 8.7 1.8
7,544.7|  7,601.8 53.5 21.9 5.7 1.4
9,018.9| 19,0189 62.2 N/A 72 1.7
2011 estimate 10,856.5| 10,713.8 72.0 N/A 7.7 1.9
2012 estimate 11,881.1| 11,563.8 75.1 N/A 10.2 24
2013 estimate 12,784.0| 12,243.9 76.3 N/A 12.8 29
2014 estimate 13,5622 12,778.2 76.3 N/A 14.3 3.2
2015 ESHMALE ...vvovereerceseeseeeeeer ettt nees 14,301.1| 13,2435 76.1 N/A 15.2 34
2016 €SHMALE ... 15,063.9] 13,711.6 76.1 N/A 15.8 3.6

N/A = Not available.

"Debt in current dollars deflated by the GDP chain-type price index with fiscal year 2010 equal to 100.

2Total credit market debt owed by domestic nonfinancial sectors, modified in some years to be consistent with budget concepts for the
measurement of Federal debt. Financial sectors are omitted to avoid double counting, since financial intermediaries borrow in the credit market
primarily in order to finance lending in the credit market. Source: Federal Reserve Board flow of funds accounts. Projections are not available.

3 Interest on debt held by the public is estimated as the interest on Treasury debt securities less the “interest received by trust funds” (subfunction
901 less subfunctions 902 and 903). The estimate of interest on debt held by the public does not include the comparatively small amount of interest
paid on agency debt or the offsets for interest on Treasury debt received by other Government accounts (revolving funds and special funds).
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assets, net of other liabilities, of $1,125 billion. Therefore,
the Government’s debt net of financial assets was $7,894
billion, or 54.4 percent of GDP.

The deficit was $1,293 billion in 2010. This $1,293 bil-
lion deficit and other financing transactions totaling $181
billion required the Government to increase its borrowing
from the public by $1,474 billion last year. Meanwhile, as-
sets net of liabilities rose by $226 billion in 2010. Debt
held by the public net of financial assets increased from
47.1 percent of Gross Domestic Product (GDP) at the end
of 2009 to 54.4 percent of GDP at the end of 2010. The
deficit is estimated to increase to $1,645 billion in 2011,
and then begin to fall. Declining deficits are estimated
to significantly reduce growth in debt as a percentage of
GDP; debt net of financial assets is projected to reach 63.0
percent of GDP at the end of 2011 and 66.9 percent at the
end of 2012 and then to remain relatively stable in sub-
sequent years.

Trends in Debt Since World War II

Table 6-1 depicts trends in Federal debt held by the
public from World War II to the present and estimates
from the present through 2016. (It is supplemented for
earlier years by Tables 7.1-7.3 in Historical Tables, which
is published as a separate volume of the Budget.) Federal
debt peaked at 108.7 percent of GDP in 1946, just after
the end of the war. From then until the 1970s, Federal
debt as a percentage of GDP decreased almost every
year because of relatively small deficits, an expanding
economy, and inflation. With households borrowing large
amounts to buy homes and consumer durables, and with
businesses borrowing large amounts to buy plant and
equipment, Federal debt also decreased almost every year
as a percentage of total credit market debt outstanding.
The cumulative effect was impressive. From 1950 to 1975,
debt held by the public declined from 80.2 percent of GDP
to 25.3 percent, and from 53.3 percent of credit market
debt to 18.4 percent. Despite rising interest rates, interest
outlays became a smaller share of the budget and were
roughly stable as a percentage of GDP.

Federal debt relative to GDP is a function of the
Nation’s fiscal policy as well as overall economic condi-
tions. During the 1970s, large budget deficits emerged
as spending grew and as the economy was disrupted by
oil shocks and rising inflation. The nominal amount of
Federal debt more than doubled, and Federal debt rela-
tive to GDP and credit market debt stopped declining af-
ter the middle of the decade. The growth of Federal debt
accelerated at the beginning of the 1980s, due in large
part to a deep recession, and the ratio of Federal debt to
GDP grew sharply. It continued to grow throughout the
1980s as large tax cuts, enacted in 1981, and substantial
increases in defense spending were only partially offset
by reductions in domestic spending. The resulting deficits
increased the debt to almost 50 percent of GDP by 1993.
The ratio of Federal debt to credit market debt also rose,
though to a lesser extent. Interest outlays on debt held
by the public, calculated as a percentage of either total
Federal outlays or GDP, increased as well.

The growth of Federal debt held by the public was slow-
ing by the mid-1990s. In addition to a growing economy,
three major budget agreements were enacted in the 1990s,
implementing spending cuts and revenue increases and
significantly reducing deficits. The debt declined marked-
ly relative to both GDP and total credit market debt, from
1997 to 2001, as surpluses emerged. Debt fell from 49.3
percent of GDP in 1993 to 32.5 percent in 2001. Interest
as a share of outlays peaked at 16.5 percent in 1989 and
then fell to 8.9 percent by 2002; interest as a percentage
of GDP fell by a similar proportion.

The impressive progress in reducing the debt burden
stopped and then reversed course beginning in 2002. A
decline in the stock market, a recession, and the initially
slow recovery from that recession all reduced tax receipts.
The tax cuts of 2001 and 2003 had a similarly large and
longer-lasting effect, as did the growing costs of the wars
in Iraq and Afghanistan. Deficits ensued and debt began
to rise, both in nominal terms and as a percentage of GDP.
There was a small temporary improvement in 2006 and
2007 as economic growth led to a revival of receipt growth.

As a result of the most recent recession, which began in
December 2007, and the massive financial and economic
challenges it imposed on the Nation, the deficit began
increasing rapidly in 2008. The deficit increased more
substantially in 2009 as the Government continued to
take aggressive steps to restore the health of the Nation’s
economy and financial markets. The deficit fell somewhat
in 2010. The deficit is projected to increase in 2011 but
then to recede thereafter. Debt net of financial assets as a
percent of GDP is estimated to grow to 63.0 percent at the
end of 2011 and 66.9 percent at the end of 2012 and then
to remain relatively stable in later years.

Debt Held by the Public and Gross Federal Debt

The Federal Government issues debt securities for
two principal purposes. First, it borrows from the pub-
lic to finance the Federal deficit.! Second, it issues debt
to Federal Government accounts, primarily trust funds,
which accumulate surpluses. By law, trust fund surplus-
es must generally be invested in Federal securities. The
gross Federal debt is defined to consist of both the debt
held by the public and the debt held by Government ac-
counts. Nearly all the Federal debt has been issued by
the Treasury and is sometimes called “public debt,” but a
small portion has been issued by other Government agen-
cies and is called “agency debt.” 2

Borrowing from the public, whether by the Treasury
or by some other Federal agency, is important because
it represents the Federal demand on credit markets.

1 For the purposes of the Budget, “debt held by the public” is defined
as debt held by investors outside of the Federal Government, both
domestic and foreign, including U.S. State and local governments and
foreign governments. It also includes debt held by the Federal Reserve.

2 The term “agency debt” is defined more narrowly in the budget
than customarily in the securities market, where it includes not only
the debt of the Federal agencies listed in Table 6—4, but also the debt
of the Government-Sponsored Enterprises listed in Table 23-9 at the
end of Chapter 23, “Credit and Insurance,” and certain Government-
guaranteed securities.
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Regardless of whether the proceeds are used for tangible
or intangible investments or to finance current consump-
tion, the Federal demand on credit markets has to be fi-
nanced out of the saving of households and businesses,
the State and local sector, or the rest of the world. Federal
borrowing thereby competes with the borrowing of other
sectors of the economy for financial resources in the credit
market. Borrowing from the public thus affects the size
and composition of assets held by the private sector and
the amount of saving imported from abroad. It also in-
creases the amount of future resources required to pay
interest to the public on Federal debt. Borrowing from the
public is therefore an important concern of Federal fiscal
policy. 3 Borrowing from the public, however, is an incom-
plete measure of the Federal impact on credit markets.
Different types of Federal activities can affect the credit
markets in different ways. For example, with the Federal
Government’s recent extraordinary efforts to stabilize
credit markets, the Government used the borrowed funds
to acquire financial assets that would otherwise have re-
quired financing in the credit markets directly. (For more
information on other ways in which Federal activities im-
pact the credit market, see the discussion at the end of
this chapter.)

Issuing debt securities to Government accounts per-
forms an essential function in accounting for the operation
of these funds. The balances of debt represent the cumu-
lative surpluses of these funds due to the excess of their
tax receipts, interest receipts, and other collections over
their spending. The interest on the debt that is credited
to these funds accounts for the fact that some earmarked
taxes and user charges will be spent at a later time than
when the funds receive the monies. The debt securities are
assets of those funds but are a liability of the general fund
to the fund that holds the securities, and are a mechanism
for crediting interest to that fund on its recorded balances.
These balances generally provide the fund with authority
to draw upon the U.S. Treasury in later years to make fu-
ture payments on its behalf to the public. Public policy may
result in the Government’s running surpluses and accumu-
lating debt in trust funds and other Government accounts
in anticipation of future spending.

However, issuing debt to Government accounts does not
have any of the credit market effects of borrowing from the
public. It is an internal transaction of the Government,
made between two accounts that are both within the
Government itself. Issuing debt to a Government account
is not a current transaction of the Government with the
public; it is not financed by private saving and does not
compete with the private sector for available funds in the
credit market. While such issuance provides the account
with assets—a binding claim against the Treasury—

3 The Federal subsector of the national income and product accounts
provides a measure of “net government saving” (based on current
expenditures and current receipts) that can be used to analyze the
effect of Federal fiscal policy on national saving within the framework
of an integrated set of measures of aggregate U.S. economic activity. The
Federal subsector and its differences from the budget are discussed in
Chapter 29, “National Income and Product Accounts.”

those assets are fully offset by the increased liability of
the Treasury to pay the claims, which will ultimately be
covered by the collection of revenues or by borrowing.
Similarly, the current interest earned by the Government
account on its Treasury securities does not need to be fi-
nanced by other resources.

Furthermore, the debt held by Government accounts
does not represent the estimated amount of the account’s
obligations or responsibilities to make future payments to
the public. For example, if the account records the trans-
actions of a social insurance program, the debt that it
holds does not necessarily represent the actuarial pres-
ent value of estimated future benefits (or future benefits
less taxes) for the current participants in the program;
nor does it necessarily represent the actuarial present
value of estimated future benefits (or future benefits less
taxes) for the current participants plus the estimated
future participants over some stated time period. The
future transactions of Federal social insurance and em-
ployee retirement programs, which own 93 percent of the
debt held by Government accounts, are important in their
own right and need to be analyzed separately. This can be
done through information published in the actuarial and
financial reports for these programs.*

This Budget uses a variety of information sources to
analyze the condition of Social Security and Medicare,
the Government’s two largest social insurance programs.
Chapter 5, “Long-Term Budget Outlook,” projects Social
Security and Medicare outlays to the year 2085 relative
to GDP. The excess of future Social Security and Medicare
benefits relative to their dedicated income is very differ-
ent in concept and much larger in size than the amount of
Treasury securities that these programs hold.

For all these reasons, debt held by the public and debt
net of financial assets are both better gauges of the effect
of the budget on the credit markets than gross Federal
debt.

Government Deficits or Surpluses
and the Change in Debt

Table 6-2 summarizes Federal borrowing and debt
from 2010 through 2021.5 In 2010 the Government bor-
rowed $1,474 billion, increasing the debt held by the pub-
lic from $7,545 billion at the end of 2009 to $9,019 billion
at the end of 2010. The debt held by Government accounts
increased $179 billion, and gross Federal debt increased
by $1,653 billion to $13,529 billion.

Debt held by the public.—The Federal Government
primarily finances deficits by borrowing from the public,
and it primarily uses surpluses to repay debt held by the
public. 8 Table 6-2 shows the relationship between the

4 Extensive actuarial analyses of the Social Security and Medicare
programs are published in the annual reports of the boards of trustees
of these funds. The actuarial estimates for Social Security, Medicare,
and the major Federal employee retirement programs are summarized
in the Financial Report of the United States Government, prepared
annually by the Treasury Department in coordination with the Office of
Management and Budget.

5 For projections of the debt beyond 2021, see Chapter 5, “Long-Term
Budget Outlook.”

6 Treasury debt held by the public is measured as the sales price
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Table 6-2. FEDERAL GOVERNMENT FINANCING AND DEBT

(In billions of dollars)

Estimate

Actual
2010 | 2011 2012 2013 | 2014 | 2015 | 2016 2017 | 2018 | 2019 | 2020 2021

Financing:
Unified budget defiCit ...........covvererrmrrnereriereciseeeieseenns 1,293.5| 1,645.1| 1,101.2| 7675 644.6| 606.7| 648.7| 626.7| 6189 6815 7353 7739
Other transactions affecting borrowing from the public:

Changes in financial assets and liabilities:!
Change in Treasury operating cash balance? ............. 34.6 02 =235.0 ] ] ] ] ] ] ] ]
Net disbursements of credit financing accounts:

Direct loan accounts
Guaranteed loan accounts .
Troubled Asset Relief Program
equity purchase accounts ............cccc.veerreenne -28.5 155 -191 -9.1 -89 -11.1 -6.1 -4.8 -4.3 7.2 -8.6 0.3
Subtotal, net disbursements ..........c.ccovvvenne 152.7| 193.7| 160.0f 136.8| 135.1| 133.6/ 116.1| 106.0/ 1002 914 85.9 91.2

Net purchases of non-Federal securities by
the National Railroad Retirement Investment

178.7| 167.9| 1828 147.7| 1409 1388, 116.1| 107.3] 1058 103.4] 100.9] 105.5
2.5 10.3 -3.7 -1.8 3.1 5.8 6.2 35 -13 -4.7 -6.4| -146

TEUSE oo 0.8 -1.2 -1.2 -1 -1 -1 -15 -1.0 -1.2 -1.3 -1.2 -1.2
Net change in other financial assets and liabilities® ... 6.9 ] ] ] ] ] ] | | ] ] e
Subtotal, changes in financial assets and
[IDITHES ©.vevereenreeerseeieriee s 181.1| 1927 -76.2| 1357 1340/ 1325 1146 1050 99.0 90.2 84.8 90.0
Seigniorage on CoINS ...........cueereeremrisseeisissessseeenens -0.4 -0.3 -0.3 -0.4 -0.3 -0.3 -0.5 -0.5 -0.5 -05 -0.5 -0.5
Total, other transactions affecting borrowing from
the PUBIC ...veeeeririeee e 180.7) 1924 -76.6] 135.3] 1337 1322 1141 1045 98.5 89.7 84.3 89.5

Total, requirement to borrow from the public
(equals change in debt held by the

010116 T 1,4742| 1,837.5| 1,024.7| 902.8| 7782 7389 762.8| 731.2| 717.4| 7712| 8196 863.4
Changes in Debt Subject to Statutory Limitation:
Change in debt held by the public ... 1,4742| 1,837.5| 1,024.7| 902.8| 7782 7389 762.8| 731.2| 717.4| 7712| 8196 8634
Change in debt held by Government accounts 178.7 109.9| 153.3| 193.4| 2325 2754| 286.6) 311.1] 339.3] 3275 3226 3179
Less: change in debt not subject to limit and other adjustments ... 4.7 0.9 1.1 1.9 1.1 0.8 2.2 2.0 1.9 2.2 1.8 2.1
Total, change in debt subject to statutory limitation ........... 1,657.7| 1,948.4| 1,179.2| 1,098.1| 1,011.8| 1,015.2| 1,051.7| 1,044.3| 1,058.6| 1,100.9| 1,144.0| 1,183.4
Debt Subject to Statutory Limitation, End of Year:
Debt issued by TrASUIY .....veurereerrerereerereeeesseeeseeeseeessseseees 13,502.7(15,449.2(16,627.1|17,723.8| 18,734.3|19,748.5|20,798.9| 21,842.5| 22,900.5| 24,000.8| 25,144.8| 26,328.2
Less: Treasury debt not subject to limitation (<)% ..................... -11.2 -94 -8.1 -6.7 -5.3 -4.3 -3.1 2.3 -1.8 -1.1 -12 -12
Agency debt subject to limitation ..o, * * * * * * * * * * * *
Adjustment for discount and premium3 ............cccoocovveeeererivnnne. 19.4 19.4 19.4 19.4 19.4 19.4 19.4 19.4 19.4 19.4 19.4 19.4
Total, debt subject to statutory limitation® .............cccooeec.... 13,5610.8/15,459.2(16,638.4|17,736.5| 18,748.3| 19,763.5/20,815.2|21,859.5|22,918.1| 24,019.0| 25,163.0| 26,346.4
Debt Outstanding, End of Year:
Gross Federal debt:”
Debt issued by TreaSUIY ........c.ovveeerierrecieriereseneeserienns 13,502.7(15,449.2(16,627.1|17,723.8| 18,734.3|19,748.5|20,798.9| 21,842.5| 22,900.5| 24,000.8| 25,144.8| 26,328.2
Debt issued by other agencCies .........ccocuvcvveereneineineineniins 26.1 27.0 27.2 26.7 26.9 27.1 26.1 24.8 235 21.9 20.1 17.9
Total, gross Federal debt ..., 13,528.8/15,476.2|16,654.3|17,750.5|18,761.2|19,775.5|20,825.0| 21,867.3| 22,924.0| 24,022.7| 25,164.9| 26,346.2
Held by:
Debt held by Government accounts ...........cccoeeeereereeennns 4,509.9| 4,619.8| 4,773.1| 4,966.5| 5,199.0| 5474.5| 5761.1| 6,072.2| 6,411.4| 6,738.9| 7,061.5| 7,379.5
Debt held by the pUblC® ... 9,018.9]10,856.5|11,881.1] 12,784.0/13,562.2| 14,301.1{15,063.9| 15,795.1]| 16,512.6/ 17,283.7| 18,103.3| 18,966.7

*$50 million or less.

1A decrease in the Treasury operating cash balance (which is an asset) is a means of financing a deficit and therefore has a negative sign. An increase in checks outstanding (which is
a liability) is also a means of financing a deficit and therefore also has a negative sign.

2Includes assumed Supplementary Financing Program balance of $200 billion on September 30, 2011, and zero on September 30, 2012, and beyond.

3 Besides checks outstanding, includes accrued interest payable on Treasury debt, uninvested deposit fund balances, allocations of special drawing rights, and other liability accounts;
and, as an offset, cash and monetary assets (other than the Treasury operating cash balance), other asset accounts, and profit on sale of gold.

4 Consists primarily of debt issued by or held by the Federal Financing Bank.

5 Consists mainly of unamortized discount (less premium) on public issues of Treasury notes and bonds (other than zero-coupon bonds) and unrealized discount on Government
account series securities.

6The statutory debt limit is $14,294 billion, as enacted on February 12, 2010.

Treasury securities held by the public and zero-coupon bonds held by Government accounts are almost all measured at sales price plus amortized discount or less amortized
premium. Agency debt securities are almost all measured at face value. Treasury securities in the Government account series are otherwise measured at face value less unrealized
discount (if any).

8 At the end of 2010, the Federal Reserve Banks held $811.7 billion of Federal securities and the rest of the public held $8,207.2 billion. Debt held by the Federal Reserve Banks is not
estimated for future years.
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Federal deficit or surplus and the change in debt held by
the public. The borrowing or debt repayment depends on
the Federal Government’s expenditure programs and tax
laws, on the economic conditions that influence tax re-
ceipts and outlays, and on debt management policy. The
sensitivity of the budget to economic conditions is ana-
lyzed in Chapter 3, “Interactions Between the Economy
and the Budget,” in this volume.

The total or unified budget surplus consists of two
parts: the on-budget surplus or deficit; and the surplus of
the off-budget Federal entities, which have been excluded
from the budget by law. Under present law, the off-budget
Federal entities are the Social Security trust funds (Old-
Age and Survivors Insurance and Disability Insurance)
and the Postal Service fund. ” The on-budget and off-bud-
get surpluses or deficits are added together to determine
the Government’s financing needs.

Over the long run, it is a good approximation to say
that “the deficit is financed by borrowing from the public”
or “the surplus is used to repay debt held by the public.”
However, the Government’s need to borrow in any given
year has always depended on several other factors besides
the unified budget surplus or deficit, such as the change
in the Treasury operating cash balance. These other fac-
tors—“other transactions affecting borrowing from the
public”—can either increase or decrease the Government’s
need to borrow and can vary considerably in size from
year to year. As a result of the Government’s recent ex-
traordinary efforts to stabilize the Nation’s credit mar-
kets, these other factors have significantly increased bor-
rowing from the public. The other transactions affecting
borrowing from the public are presented in Table 6-2 (an
increase in the need to borrow is represented by a positive
sign, like the deficit).

In 2010 the deficit was $1,293 billion while these other
factors—primarily the net disbursements of credit financ-
ing accounts—increased the need to borrow by $181 bil-
lion. As a result, the Government borrowed $1,474 billion
from the public. The other factors are estimated to in-
crease borrowing by $192 billion in 2011 and reduce bor-
rowing by $77 billion in 2012. In 2013—2021, these other
factors are expected to increase borrowing by annual
amounts ranging from $84 billion to $135 billion.

Prior to 2008, the effect of these other transactions
had been much smaller. In the 20 years between 1988
and 2007, the cumulative deficit was $2,956 billion, the
increase in debt held by the public was $3,145 billion, and
other factors added a total of $190 billion of borrowing, 6
percent of total borrowing over this period. By contrast,

plus the amortized discount (or less the amortized premium). At the
time of sale, the book value equals the sales price. Subsequently, it
equals the sales price plus the amount of the discount that has been
amortized up to that time. In equivalent terms, the book value of the
debt equals the principal amount due at maturity (par or face value)
less the unamortized discount. (For a security sold at a premium, the
definition is symmetrical.) For inflation-indexed notes and bonds, the
book value includes a periodic adjustment for inflation. Agency debt is
generally recorded at par.

7 For further explanation of the off-budget Federal entities, see
Chapter 13, “Coverage of the Budget.”

the other factors resulted in more than 40 percent of the
total increase in borrowing from the public for 2008, near-
ly 20 percent of the increase for 2009, and over 12 percent
of the increase for 2010.

Three specific factors presented in Table 6—2 are espe-
cially important.

Change in Treasury operating cash balance.—Since
2008, changes in the cash balance have been largely
driven by fluctuations in the temporary Supplementary
Financing Program (SFP). Under the SFP, Treasury is-
sues short-term debt and deposits the cash proceeds with
the Federal Reserve for use by the Federal Reserve in its
actions to stabilize the financial markets. The cash bal-
ance increased by a record $296 billion in 2008, primarily
as a result of the creation of the SFP. In 2009, the cash
balance decreased by $96 billion, due to a $135 billion re-
duction in the SFP balance offset by a $38 billion increase
in the non-SFP cash balance. In 2010, the cash balance in-
creased by $35 billion, to $310 billion, due nearly entirely
to an increase in the SFP balance. In the 10 years pre-
ceding 2008, changes in the cash balance had been much
smaller, ranging from a decrease of $26 billion in 2003
to an increase of $23 billion in 2007. The operating cash
balance is projected to be $310 billion at the end of 2011,
including an assumed SFP balance of $200 billion and a
non-SFP balance of $110 billion. In 2012, the cash balance
is projected to decrease by $235 billion, to $75 billion, in-
cluding an assumed SFP balance of zero. Changes in the
operating cash balance, while occasionally large, are in-
herently limited over time. Decreases in cash—a means of
financing the Government—are limited by the amount of
past accumulations, which themselves required financing
when they were built up. Increases are limited because it
is generally more efficient to repay debt.

Net financing disbursements of the direct loan and
guaranteed loan financing accounts.—Under the Federal
Credit Reform Act of 1990 (FCRA), budget outlays for di-
rect loans and loan guarantees consist of the estimated
subsidy cost of the loans or guarantees at the time when
the direct loans are disbursed or the guaranteed loans
are made. The cash flows to and from the public resulting
from these loans and guarantees—the disbursement and
repayment of loans, the default payments on loan guaran-
tees, the collections of interest and fees, and so forth—are
not costs (or offsets to costs) to the Government except
for their subsidy costs (the present value of the estimated
net losses), which are already included in budget outlays.
Therefore, they are non-budgetary in nature and are re-
corded as transactions of the non-budgetary financing ac-
count for each credit program. 8

The financing accounts also include several types of in-
tragovernmental transactions. In particular, they receive
payment from the credit program accounts for the costs

8 The Federal Credit Reform Act of 1990 (sec. 505(b)) requires that
the financing accounts be non-budgetary. As explained in Chapter 13,
“Coverage of the Budget,” they are non-budgetary in concept because
they do not measure cost. For additional discussion of credit programs,
see Chapter 23, “Credit and Insurance,” and Chapter 12, “Budget
Concepts.”



64

ANALYTICAL PERSPECTIVES

of new direct loans and loan guarantees; they also receive
payment for any upward reestimate of the costs of direct
loans and loan guarantees outstanding. These collections
are offset against the gross disbursements of the financ-
ing accounts in determining the accounts’ total net cash
flows. The gross disbursements include outflows to the
public—such as of loan funds or default payments—as
well as the payment of any downward reestimate of costs
to budgetary receipt accounts. The total net cash flows of
the financing accounts, consisting of transactions with
both the public and the budgetary accounts, are called
“net financing disbursements.” They occur in the same
way as the “outlays” of a budgetary account, even though
they do not represent budgetary costs, and therefore af-
fect the requirement for borrowing from the public in the
same way as the deficit.

The intragovernmental transactions of the financing
accounts do not affect Federal borrowing from the public.
Although the deficit changes because of the budget’s outlay
to, or receipt from, a financing account, the net financing
disbursement changes in an equal amount with the op-
posite sign, so the effects are cancelled out. On the other
hand, financing account disbursements to the public in-
crease the requirement for borrowing from the public in
the same way as an increase in budget outlays that are
disbursed to the public in cash. Likewise, financing account
receipts from the public can be used to finance the payment
of the Government’s obligations, and therefore they reduce
the requirement for Federal borrowing from the public in
the same way as an increase in budget receipts.

In some years, large net upward or downward reesti-
mates in the cost of outstanding direct and guaranteed
loans may cause large swings in the net financing dis-
bursements. In 2010, due primarily to the Troubled Asset
Relief Program (TARP), downward reestimates were sig-
nificantly larger than upward reestimates, resulting in a
net downward reestimate of $117 billion. In 2011, there
is a net downward reestimate of $54 billion, largely as a
result of downward reestimates in the TARP and student
loan programs.

The impact of the net financing disbursements on bor-
rowing increased significantly in 2009, largely as a result
of Government actions to address the Nation’s financial
and economic challenges including through TARP, pur-
chases of mortgage-backed securities issued or guaran-
teed by the Government-Sponsored Enterprises (GSEs),
and the Temporary Student Loan Purchase Program. Net
financing disbursements increased from $33 billion in
2008 to a record $406 billion in 2009. In 2010, borrowing
due to financing accounts fell by more than half, to $153
billion, due in part to large repayments of TARP assis-
tance. In 2011 borrowing due to financing accounts is es-
timated to increase to $194 billion. After 2011, the credit
financing accounts are expected to increase borrowing by
amounts ranging from $86 billion to $160 billion over the
next 10 years.

Net purchases of non-Federal securities by the National
Railroad Retirement Investment Trust (NRRIT).—This
trust fund was established by the Railroad Retirement
and Survivors’ Improvement Act of 2001. In 2003, most of

the assets in the Railroad Retirement Board trust funds
were transferred to the NRRIT trust fund, which invests
its assets primarily in private stocks and bonds. The Act
required special treatment of the purchase or sale of non-
Federal assets by this trust fund, treating such purchases
as a means of financing rather than an outlay. Therefore,
the increased need to borrow from the public to finance
the purchase of non-Federal assets is part of the “other
transactions affecting borrowing from the public” rath-
er than included as an increase in the deficit. While net
purchases and redemptions affect borrowing from the
public, unrealized gains and losses on NRRIT’s portfolio
are included in both the other factors and, with the op-
posite sign, in NRRIT’s net outlays in the deficit, for no
net impact on borrowing from the public. The increased
borrowing associated with the initial transfer expanded
publicly held debt by $20 billion in 2003. Net transactions
in subsequent years have been much smaller. In 2010, net
purchases, including gains, were $1 billion. Net reduc-
tions of roughly $1 billion annually are projected for 2011
through 2021.°

Debt held by Government accounts.—The amount
of Federal debt issued to Government accounts depends
largely on the surpluses of the trust funds, both on-bud-
get and off-budget, which owned 92 percent of the total
Federal debt held by Government accounts at the end of
2010. In 2010, the total trust fund surplus was $123 bil-
lion, and trust funds invested $143 billion in Federal secu-
rities. Investment may differ somewhat from the surplus
due to changes in the amount of cash assets not currently
invested. The remainder of debt issued to Government ac-
counts is owned by a number of special funds and revolv-
ing funds. The debt held in major accounts and the annual
investments are shown in Table 6-5.

Debt Held by the Public Net of
Financial Assets and Liabilities

While debt held by the public is a key measure for ex-
amining the role and impact of the Federal Government
in the U.S. and international credit markets and for oth-
er purposes, it provides incomplete information on the
Government’s financial condition. The U.S. Government
holds significant financial assets, which must be off-
set against debt held by the public and other financial
liabilities to achieve a more complete understanding of
the Government’s financial condition. The acquisition of
those financial assets represents a transaction with the
credit markets, broadening those markets in a way that
is analogous to the demand on credit markets that bor-
rowing entails. For this reason, debt held by the public is
also an incomplete measure of the impact of the Federal
Government in the U.S. and international credit markets.

One transaction that can increase both borrowing
and assets is an increase to the Treasury operating cash
balance. When the Government borrows to increase
the Treasury operating cash balance, that cash balance
also represents an asset that is available to the Federal
Government. Looking at both sides of this transaction—

9 The budget treatment of this fund is further discussed in Chapter
12, “Budget Concepts.”
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Table 6-3. DEBT HELD BY THE PUBLIC NET OF FINANCIAL ASSETS AND LIABILITIES

(Dollar amounts in billions)

Estimate
Actual
2010 2011 2012 2013 2014 2015 2016 2017 2018 2019 2020 2021
Debt Held by the Public:
Debt held by the public ........ccccovireinireiiirieiircinis 9,018.9| 10,856.5| 11,881.1| 12,784.0| 13,562.2| 14,301.1| 15,063.9| 15,795.1| 16,512.6| 17,283.7| 18,103.3| 18,966.7
As a percent of GDP ..o 62.2%| 72.0%| 75.1%| 76.3%| 76.3%| 76.1%| 76.1%| 76.1%| 76.2%| 76.4%| 76.7%| 77.0%
Financial Assets Net of Liabilities:
Treasury operating cash balance ...........c.ccocveevieenen. 309.8| 310.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0 75.0
Credit financing account balances:
Direct loan accounts ........ccoeueevererererireeneenenes 668.0 8359 1,018.7| 1,166.5| 1,307.4| 1,446.2| 15622 1,669.6| 1,775.3| 1,878.7| 1,979.6] 2,085.1
Guaranteed loan accounts ...........ccoeeeereereceneens -325| -222| -259| -278| -247| -188| -126 -92| -104| -152| -216| -362
TARP equity purchase accounts 76.9 92.4 73.3 64.2 55.3 44.2 38.1 33.3 29.0 21.8 13.2 13.5
Subtotal, credit financing account balances ... 712.4 906.1| 1,066.1| 1,202.9| 1,338.0| 1,471.6| 1,587.7| 1,693.7| 1,793.9| 1,885.4| 1,971.3| 2,062.5
Government-sponsored enterprise preferred stock ... 109.2 143.3 163.8 172.0 172.0 172.0 172.0 172.0 172.0 172.0 172.0 172.0
Non-Federal securities held by NRRIT .........cccccoveuneee 22.8 21.6 20.4 19.2 18.1 17.1 15.5 14.5 13.3 12.0 10.9 9.6
Other assets net of liabilities ...........ccccoeriverncreiinn. -29.3] -29.3] -29.3] -29.3] -29.3] -29.3] -29.3] -29.3] -29.3] -29.3| -29.3] -293
Total, financial assets net of liabilities .................. 1,125.0| 1,351.7| 1,296.1| 1,439.9] 1,573.9| 1,706.4| 1,821.0] 1,925.9| 2,024.9| 2,1151| 2,199.9| 2,289.9
Debt Held by the Public Net of Financial Assets and
Liabilities:
Debt held by the public net of financial assets ............. 7,894.0] 9,504.7| 10,585.1| 11,344.1| 11,988.3| 12,594.7| 13,242.9| 13,869.2| 14,487.6| 15,168.6| 15,903.4| 16,676.8
As a percent 0f GDP ... 54.4%| 63.0%| 66.9%| 67.7%| 674% 67.0%| 66.9%| 66.8%| 66.8%| 67.0% 67.4%| 67.7%

the borrowing to obtain the cash and the asset of the cash
holdings—provides much more complete information
about the Government’s financial condition than looking
at only the borrowing from the public. Another example
of a transaction that simultaneously increases borrowing
from the public and Federal assets is Government bor-
rowing to issue direct loans to the public. When the di-
rect loan is made, the Government is also acquiring an
asset in the form of future payments of principal and
interest, net of the Government’s expected losses on the
loans. Similarly, when the National Railroad Retirement
Investment Trust increases its holdings of non-Federal
securities, the borrowing to purchase those securities is
offset by the value of the asset holdings.

The acquisition or disposition of Federal financial as-
sets very largely explains the difference between the
deficit for a particular year and that year’s increase in
debt held by the public. Debt net of financial assets is a
measure that is conceptually closer to the measurement
of Federal deficits or surpluses; cumulative deficits and
surpluses over time more closely equal the debt net of fi-
nancial assets than they do the debt held by the public.

The magnitude and the significance of the Government’s
financial assets has increased greatly since the later part
of 2008, as a result of Government actions, such as imple-
mentation of TARP, to address the challenges facing the
Nation’s financial markets and economy. 1°

Table 6-3 presents debt held by the public net of the
Government’s financial assets and liabilities, or “net
debt.” Treasury debt is presented in the Budget at book
value, with no adjustments for the change in economic

10 For more information on these activities, see Chapter 4, “Financial
Stabilization Efforts and Their Budgetary Effects.”

value that results from fluctuations in interest rates. The
balances of credit financing accounts are based on projec-
tions of future cash flows. For direct loan financing ac-
counts, the balance generally represents the net present
value of anticipated future inflows such as principal and
interest payments from borrowers. For guaranteed loan
financing accounts, the balance generally represents the
net present value of anticipated future outflows, such as
default claim payments net of recoveries. NRRIT’s hold-
ings of non-Federal securities are marked to market on a
monthly basis. GSE preferred stock is measured at mar-
ket value.

At the end of 2010, debt held by the public was $9,019
billion, or 62.2 percent of GDP. The Government held
$1,125 billion in net financial assets, including a cash
balance of $310 billion, net credit financing account bal-
ances of $712 billion, 11 and other assets and liabilities
that aggregated to a net asset of $103 billion. Therefore,
debt net of financial assets was $7,894 billion, or 54.4
percent of GDP. As shown in Table 6-3, the value of the
Government’s net financial assets is projected to increase
to $1,352 billion in 2011, due largely to increases in the
net balances of credit financing accounts. While debt held
by the public is expected to increase from 62.2 percent to
72.0 percent of GDP during 2011, net debt is expected to
increase from 54.4 percent to 63.0 percent of GDP.

11 Consistent with the presentation in the Monthly Treasury
Statement of Receipts and Outlays of the United States Government
(Monthly Treasury Statement), Table 6-3 presents the net financial assets
associated with direct and guaranteed loans in the financing accounts
created under the Federal Credit Reform Act of 1990. Therefore, the
figures differ by relatively small amounts from the figures in Chapter
31, “Budget and Financial Reporting,” which reflect all loans made or
guaranteed by the Federal Government, including loans originated prior
to implementation of the FCRA.
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Debt securities and other financial assets and liabili-
ties do not encompass all the assets and liabilities of the
Federal Government. For example, accounts payable oc-
cur in the normal course of buying goods and services;
Social Security benefits are due and payable as of the end
of the month but, according to statute, are paid during the
next month; and Federal employee salaries are paid after
they have been earned. Like debt securities sold in the
credit market, these liabilities have their own distinctive
effects on the economy. The Federal Government also has
significant holdings of non-financial assets, such as land,
mineral deposits, buildings, and equipment. A unique and
important asset is the Government’s sovereign power to
tax. Federal assets and liabilities are analyzed within
the broader conceptual framework of Federal resources
and responsibilities in Chapter 31, “Budget and Financial
Reporting,” in this volume. The different types of as-
sets and liabilities are reported annually in the finan-
cial statements of Federal agencies and in the Financial
Report of the United States Government, prepared by the
Treasury Department in coordination with the Office of
Management and Budget (OMB).

Treasury Debt

Nearly all Federal debt is issued by the Department
of the Treasury. Treasury meets most of the Federal
Government’s financing needs by issuing marketable se-
curities to the public. These financing needs include both
the change in debt held by the public and the refinanc-
ing—or rollover—of any outstanding debt that matures
during the year. Treasury marketable debt is sold at
public auctions on a regular schedule and can be bought
and sold on the secondary market. Treasury also sells to
the public a relatively small amount of nonmarketable
securities, such as savings bonds and State and Local
Government Series securities (SLUGs).12 Treasury non-
marketable debt cannot be bought or sold on the second-
ary market.

Treasury issues marketable securities in a wide range
of maturities, and issues both nominal (non-inflation-in-
dexed) and inflation-indexed securities. Treasury’s mar-
ketable securities include:

Treasury Bills—Treasury bills have maturities of one
year or less from their issue date. In addition to the reg-
ular auction calendar of bill issuance, Treasury issues
cash management bills on an as-needed basis for vari-
ous reasons such as to offset the seasonal patterns of the
Government’s receipts and outlays. In addition, under the
temporary Supplementary Financing Program, discussed
above, Treasury issues cash management bills and depos-
its the proceeds with the Federal Reserve, for the Federal
Reserve to use in its efforts to address the financial and
economic challenges facing the Nation.

12 Under the State and Local Government Series program,
the Treasury offers special low-yield securities to State and local
governments and other entities for temporary investment of proceeds
of tax-exempt bonds.

Treasury Notes—Treasury notes have maturities of
more than one year and up to 10 years.

Treasury Bonds—Treasury bonds have maturities of
more than 10 years. The longest-maturity securities is-
sued by Treasury are 30-year bonds.

Treasury Inflation-Protected Securities (TIPS)—
Treasury inflation-protected—or inflation-indexed—se-
curities are coupon issues for which the par value of the
security rises with inflation. The principal value is adjust-
ed every six months to reflect inflation as measured by
changes in the CPI-U (with a two-month lag). Although
the principal value may be adjusted downward if inflation
is negative, the principal value will not be reduced below
the original par value.

Historically, the average maturity of outstanding debt
issued by Treasury has been about five years. The aver-
age maturity of outstanding debt was 59 months at the
end of 2010.

In addition to quarterly announcements about the
overall auction calendar, Treasury publicly announces
in advance the auction of each security. Individuals can
participate directly in Treasury auctions or can purchase
securities through brokers, dealers, and other finan-
cial institutions. Treasury accepts two types of auction
bids—competitive and noncompetitive. In a competitive
bid, the bidder specifies the yield. A significant portion
of competitive bids are submitted by primary dealers,
which are banks and securities brokerages that have
been designated to trade in Treasury securities with the
Federal Reserve System. In a noncompetitive bid, the bid-
der agrees to accept the yield determined by the auction.
At the close of the auction, Treasury accepts all eligible
noncompetitive bids and then accepts competitive bids in
ascending order beginning with the lowest yield bid until
the offering amount is reached. All winning bidders re-
ceive the highest accepted yield bid.

Treasury marketable securities are highly liquid and
actively traded on the secondary market. The liquidity of
Treasury securities is reflected in the ratio of bids received
to bids accepted in Treasury auctions; the demand for the
securities is substantially greater than the level of issu-
ance. Because they are backed by the full faith and credit
of the United States Government, Treasury marketable
securities are considered to be “risk-free.” Therefore, the
Treasury yield curve is commonly used as a benchmark
for a wide variety of purposes in the financial markets.
(This view of Treasury securities as “risk-free” would be
jeopardized in the event that Treasury was not able to
meet its obligations as a consequence of failure to enact
necessary increases to the debt limit; see the discussion
under “Limitations on Federal Debt.”)

Whereas Treasury issuance of marketable debt is
based on the Government’s financing needs, Treasury’s
issuance of nonmarketable debt is based on the public’s
demand for the specific types of investments. Increases in
outstanding balances of nonmarketable debt reduce the
need for marketable borrowing. In 2009 and 2010, there
was net disinvestment in nonmarketables, necessitating
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additional marketable borrowing to finance the redemp-
tion of nonmarketable debt.1?

Agency Debt

Some Federal agencies, shown in Table 6—4, sell or have
sold debt securities to the public and, at times, to other
Government accounts. At one time, several other agencies
issued debt securities, but this activity has declined sig-
nificantly over time. Currently, new debt is issued only
by the Tennessee Valley Authority (TVA) and the Federal
Housing Administration (FHA); the remaining agencies
are repaying existing borrowing. Agency debt increased
from $25.5 billion at the end of 2009 to $26.1 billion at
the end of 2010, due to increases in debt issued by TVA,
slightly offset by decreases in debt issued by other agen-
cies. Agency debt is less than one-third of one percent of
Federal debt held by the public. As a result of new borrow-
ing by TVA, agency debt is estimated to increase by $0.8
billion in 2011 and by $0.2 billion in 2012.

The predominant agency borrower is the TVA, which
had borrowed $25.8 billion from the public as of the end
of 2010, or 99 percent of the total debt of all agencies. TVA
sells debt primarily to finance capital expenditures.

The TVA has traditionally financed its capital construc-
tion by selling bonds and notes to the public. Since 2000,
it has also employed two types of alternative financing
methods, lease/leaseback obligations and prepayment ob-
ligations. Under the lease/leaseback obligations method,
TVA signs contracts to lease some facilities and equip-
ment to private investors and simultaneously leases them

13 Detail on the marketable and nonmarketable securities issued by
Treasury is found in the Monthly Statement of the Public Debt, published
on a monthly basis by the Department of Treasury.

back. It receives a lump sum for leasing out its assets, and
then leases them back at fixed annual payments for a set
number of years. TVA retains substantially all of the eco-
nomic benefits and risks related to ownership of the as-
sets. 14 Under the prepayment obligations method, TVA’s
power distributors may prepay a portion of the price of
the power they plan to purchase in the future. In return,
they obtain a discount on a specific quantity of the future
power they buy from TVA. The quantity varies, depending
on TVA’s estimated cost of borrowing.

The Office of Management and Budget determined that
each of these alternative financing methods is a means of
financing the acquisition of assets owned and used by the
Government, or of refinancing debt previously incurred
to finance such assets. They are equivalent in concept to
other forms of borrowing from the public, although under
different terms and conditions. The budget therefore re-
cords the upfront cash proceeds from these methods as
borrowing from the public, not offsetting collections. 1°

14 This arrangement is at least as governmental as a “lease-purchase
without substantial private risk.” For further detail on the current
budgetary treatment of lease-purchase without substantial private risk,
see OMB Circular No. A-11, Appendix B.

15 This budgetary treatment differs from the treatment in the Monthly
Treasury Statement Table 6 Schedule C, and the Combined Statement
of Receipts, Outlays, and Balances of the United States Government
Schedule 3, both published by the Department of the Treasury. These two
schedules, which present debt issued by agencies other than Treasury,
exclude the TVA alternative financing arrangements. This difference in
treatment is one factor causing minor differences between debt figures
reported in the Budget and debt figures reported by Treasury. The
other factors are adjustments for the timing of the reporting of Federal
debt held by the National Railroad Retirement Investment Trust and
treatment of the Federal debt held by the Securities Investor Protection
Corporation.

Table 6-4. AGENCY DEBT

(In millions of dollars)

2010 Actual 2011 Estimate 2012 Estimate
Borrowing/ Debt, End-of- Borrowing/ Debt, End-of- Borrowing/ Debt, End-of-
Repayment(-) Year Repayment(-) Year Repayment(-) Year
Borrowing from the public:
Housing and Urban Development:

Federal Housing AdminiStration ..o -4 29 * 29 29
Architect of the Capitol ..o -5 139 -6 133 -5 128
NatioNal AFCRIVES ......vuevririeciriii st -13 180 -14 166 -15 151
Tennessee Valley Authority:

Bonds and NOLES .......cccvivevieeiieeeiee e 790 23,622 1,043 24,665 392 25,058

Lease/leaseback 0bligations ..........cceucrneirerneeniineenieneeeeene -52 1,352 -73 1,280 -78 1,202

Prepayment 0bligations ..o -105 822 -105 77 -105 612

Total, borrowing from the public 611 26,144 846 26,990 189 27,179

Borrowing from other funds:
Tennessee Valley AUtNOIILY ........c.cueeieriirininieeeeeeee e 3 4 4 4
Total, borrowing from other funds 3 4@ 4 4
Total, agency borrowing 614 26,148 846) 26,994 189 27,183

*$500,000 or less.



68 ANALYTICAL PERSPECTIVES

Table 6-5. DEBT HELD BY GOVERNMENT ACCOUNTS'

(In millions of dollars)

Investment or Disinvestment (-) Holdinas End
ot oldings En
Description 2010 2011 2012 of 2012
Actual Estimate Estimate Estimate
Investment in Treasury debt:

Defense: Host nation support fund for relOCALION ............c.rceieiirriiriii i 492 131 132 1,106
Energy:

Nuclear waste disposal fund ! 1,804 1,055 1,162 26,290

Uranium enrichment decontamination fund * -337 -528 3,896
Health and Human Services:

Federal hospital insurance trust fund -30,227 -39,781 -29,548 210,146

Federal supplementary medical insurance trust fund 9,218 -7,401 -13,020 50,561

Vaccine injury compensation fund 56 51 72 3,062

Child enrollment contingency fund 5 -101 -184 1,834
Homeland Security:

AQUALIC FESOUICES THUSE FUNM ...ttt —47 14 30 1,980

Ol SPll DIt TUSEUNG ...ttt 105 174 340 2,014
Housing and Urban Development:

Federal Housing Administration mutual mortgage fund -6,470 995 5,053 10,242

Guarantees of mortgage-backed securities -5,696 -220 16 3,357
Interior:

Abandoned mine reclamation fund 92 79 103 2,805

Bureau of Land Management permanent operating funds .. —240 -205 -175 1,041

Environmental improvement and restoration fund ... 33 -16 6 1,189
Justice: Assets forfeiture fund 171 61 45 2,290
Labor:

UNemPIOYMENT TTUSE FUNG ..ot -925 -7,703 5,000 16,000

Pension Benefit Guaranty Corporation ! 1,336 607 763 15,723
State: Foreign service retirement and disability trust fund 528 357 16,219
Transportation:

Airport and @IMWAY TTUSE FUNG ...t -784 -240 -1,104 5,701

Transportation trust fund 12,970 -7,170 6,145 23,430

Aviation insurance revolving fund 181 117 153 1,722
Treasury:

Exchange StabiliZation fUNG ... 1,821 2,264 1,604 24,304

Treasury forfeiture fund 678 -383 -250 750

Comptroller of the Currency assessment fund 61 39 44 1,109
Veterans Affairs:

National service life insurance trust fund -573 -664 -685 6,812

Veterans special life insurance fund ................ -4 -33 -46 1,918
Corps of Engineers: Harbor maintenance trust fund 455 2921 5713
Other Defense-Civil:

Military retirement trust fund 41,199 73,800 58,109 413,915

Medicare-eligible retiree health care fund 15,468 12,476 15,653 170,418

Education benefits fund ...........cccceveverenee 128 16 -27 2,015
Environmental Protection Agency:

Leaking underground storage tank trust fund 98 164 182 3,774

Hazardous substance trust fund 339 372 410 4,433
International Assistance Programs: Overseas Private Investment COrporation ...........ccocveemrmenemerneserneeeeenseeeeens 157 121 115 5,208
Office of Personnel Management:

Civil service retirement and disability trust fund 26,121 22,998 20,323 823,686

Postal Service retiree health benefits fund .. 7,000 3,087 7,189 52,391

Employees life insurance fund ................. 1,459 738 1,749 40,092

Employees health benefits fund 875 50 -258 16,036
Social Security Administration:

Federal old-age and survivors insurance trust fund? 102,795 85,191 103,462 2,587,764

Federal disability insurance trust fund? -20,710 -26,640 -26,664 133,918
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Table 6-5. DEBT HELD BY GOVERNMENT ACCOUNTS '—Continued

(In millions of dollars)

Investment or Disinvestment (-) Holdinas End
" oldings En
Description 2010 2011 2012 of 2012
Actual Estimate Estimate Estimate
District of Columbia: Federal PENSION fUNG .........ovuiuiieieieieiieieies ettt nes 34 49 54 3,769
Farm Credit System Insurance Corporation: Farm Credit System InSurance fund ..o 204 176 158 3,420
Federal Communications Commission: Universal SEIVICE fUNG ...........ccccvevriiviiiriiesiesiesessesse s 74 e 6,081
Federal Deposit Insurance Corporation:
Federal deposit INSUFANCE FUNG .......c.cuiiiiiic bbbt 21,365 -4,030 -4,628 28,783
Senior unsecured debt guarantee fund .. -852 -559 186 5,785
FSLIC r@SOIULION FUND ......cevecvctscte ettt sttt sttt ettt s bbb st es st es et 75 24 15 3,427
National Credit Union Administration:
Share INSUIANCE UNG ....cviieeicetce ettt s b nsen s 1,625 925 903 11,107
Central lIQUIditY TACHTIY .........vvuieeiriiers s 137 99 104 2,174
Temporary corporate credit union stabiliZation fUNG ..o e 335 * 900 1,265
Postal Service funds? .........ccoevvervveeereeeerresesssesssseens -2,858 1,391 |
Railroad Retirement Board trust funds ...... -288 -3 -1 2,235
Securities Investor Protection Corporation 31 207 181 1,511
United States Enrichment Corporation fUNG ..ottt -2 70 70 1,707
Othr FEABTAI TUNAS ....vovvevicieice et bbb bbbt aen -1,395 -327 37 4,659
Other trust funds ........ 46 334 -9 3,437
Unrealized discount ! 223 ], -1,105
Total, investment in Treasury debt’ 178,720 109,926 153,330 4,773,119
Investment in agency debt:
Railroad Retirement Board:
National Railroad Retirement INVESTMENT TFUSE .........cveiiieiceiceiicese ettt 3 4
Total, investment in agency debt 3 ] 4
Total, investment in Federal debt’ 178,723 109,926 153,330 4,773,123
MEMORANDUM
Investment by Federal funds (ON-DUAGEL) .......c.uiuiuuiieiiiee it 37,969 16,232 28,704 397,149
Investment by Federal funds (off-budget) ... -2,858 -1,391 ]
Investment by trust fUNAS (ON-DUAGEL) ........cuiuieiii bbb 61,305 36,534 47,828 1,655,398
Investment by trust funds (Off-DUAGEL) .........cvrueiuci e 82,085 58,552 76,798 2,721,682
UNFEANIZEA GISCOUN ! ... ses s ee e eeee s nes s nessenssseneeesssenesesssseseensesnsennasns 223 ] -1,105

* $500 thousand or less.

' Debt held by Government accounts is measured at face value except for the Treasury zero-coupon bonds held by the Nuclear waste disposal fund and the Pension Benefit Guaranty
Corporation (PBGC), which are recorded at market or redemption price; and the unrealized discount on Government account series, which is not distributed by account. Changes are not
estimated in the unrealized discount. If recorded at face value, at the end of 2010 the debt figures would be $23.5 billion higher for the Nuclear waste disposal fund and $0.5 billion higher

for PBGC than recorded in this table.
2 Off-budget Federal entity.

The budget presentation is consistent with the reporting
of these obligations as liabilities on TVA’s balance sheet
under generally accepted accounting principles. Table 6—4
presents these alternative financing methods separately
from TVA bonds and notes to distinguish between the
types of borrowing. At the end of 2010, obligations were
$1.4 billion for lease/leasebacks and $0.8 billion for pre-
payments. Obligations for these two types of alternative
financing are estimated to continue to decline as TVA ful-
fills the terms of the contracts.

Although the FHA generally makes direct disburse-
ments to the public for default claims on FHA-insured
mortgages, it may also pay claims by issuing deben-
tures. Issuing debentures to pay the Government’s bills
is equivalent to selling securities to the public and then
paying the bills by disbursing the cash borrowed, so the

transaction is recorded as being simultaneously an outlay
and borrowing. The debentures are therefore classified as
agency debt.

A number of years ago, the Federal Government guar-
anteed the debt used to finance the construction of build-
ings for the National Archives and the Architect of the
Capitol, and subsequently exercised full control over
the design, construction, and operation of the buildings.
These arrangements are equivalent to direct Federal con-
struction financed by Federal borrowing. The construc-
tion expenditures and interest were therefore classified
as Federal outlays, and the borrowing was classified as
Federal agency borrowing from the public.

The amount of agency securities sold to the public has
been reduced over time by borrowing from the Federal
Financing Bank (FFB). The FFB is an entity within the
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Treasury Department, one of whose purposes is to substi-
tute Treasury borrowing for agency borrowing from the
public. It has the authority to purchase agency debt and
finance these purchases by borrowing from the Treasury.
Agency borrowing from the FFB is not included in gross
Federal debt. It would be double counting to add togeth-
er (a) the agency borrowing from the FFB and (b) the
Treasury borrowing from the public that is needed to
provide the FFB with the funds to lend to the agencies.
In addition, several agencies or programs are authorized
to borrow from the Treasury Department’s Bureau of the
Public Debt (BPD). It would similarly be double-counting
to add together the agency borrowing from BPD and the
Treasury borrowing from the public that is needed to pro-
vide the funds to lend to the agencies.

Debt Held by Government Accounts

Trust funds, and some special funds and public enter-
prise revolving funds, accumulate cash in excess of cur-
rent needs in order to meet future obligations. These cash
surpluses are generally invested in Treasury debt.

New investment by trust funds and other Government
accounts was $179 billion in 2010. Investment by
Government accounts is estimated to be $110 billion in
2011 and $153 billion in 2012, as shown in Table 6-5. The
holdings of Federal securities by Government accounts
are estimated to grow to $4,773 billion by the end of 2012,
or 30 percent of the gross Federal debt. The percentage
is estimated to remain relatively stable over the next 10
years.

The Government account holdings of Federal securities
are concentrated among a few funds: the Social Security
Old-Age and Survivors Insurance (OASI) and Disability
Insurance (DI) trust funds; the Medicare Hospital
Insurance and Supplementary Medical Insurance trust
funds; and four Federal employee retirement funds. These
Federal employee retirement funds include the military
retirement trust fund, the special fund for uniformed
services Medicare-eligible retiree health care, the Civil
Service Retirement and Disability Fund (CSRDF), and a
separate special fund for Postal Service retiree health ben-
efits. At the end of 2012, these Social Security, Medicare,
and Federal employee retirement funds are estimated
to own 93 percent of the total debt held by Government
accounts. During 2010-2012, the Social Security OASI
fund has a large surplus and is estimated to invest a to-
tal of $291 billion, 66 percent of total net investment by
Government accounts. Over this period, the military re-
tirement trust fund is projected to invest $173 billion, an-
other 39 percent of the total. Some Government accounts
reduce their investments in Federal securities during
2010-2012. During these years, the Medicare Hospital
Insurance trust fund disinvests $100 billion, or 23 per-
cent of the total net investment, and the Social Security
DI fund disinvests $74 billion, or 17 percent of the total.

Technical note on measurement.—The Treasury securi-
ties held by Government accounts consist almost entirely
of the Government account series. Most were issued at
par value (face value), and the securities issued at a dis-
count or premium were traditionally recorded at par in

the OMB and Treasury reports on Federal debt. However,
there are two kinds of exceptions.

First, Treasury issues zero-coupon bonds to a very few
Government accounts. Because the purchase price is a
small fraction of par value and the amounts are large, the
holdings are recorded in Table 65 at par value less unam-
ortized discount. The only two Government accounts that
held zero-coupon bonds during the period of this table are
the Nuclear Waste Disposal Fund in the Department of
Energy and the Pension Benefit Guaranty Corporation
(PBGC). The total unamortized discount on zero-coupon
bonds was $24.0 billion at the end of 2010.

Second, Treasury subtracts the unrealized discount
on other Government account series securities in cal-
culating “net Federal securities held as investments of
Government accounts.” Unlike the discount recorded for
zero-coupon bonds and debt held by the public, the unre-
alized discount is the discount at the time of issue and is
not amortized over the term of the security. In Table 6-5
it is shown as a separate item at the end of the table and
not distributed by account. The amount was $1.1 billion
at the end of 2010.

Limitations on Federal Debt

Definition of debt subject to limit.—Statutory limi-
tations have usually been placed on Federal debt. Until
World War I, the Congress ordinarily authorized a specific
amount of debt for each separate issue. Beginning with
the Second Liberty Bond Act of 1917, however, the nature
of the limitation was modified in several steps until it de-
veloped into a ceiling on the total amount of most Federal
debt outstanding. This last type of limitation has been in
effect since 1941. The limit currently applies to most debt
issued by the Treasury since September 1917, whether
held by the public or by Government accounts; and other
debt issued by Federal agencies that, according to explicit
statute, is guaranteed as to principal and interest by the
United States Government.

The third part of Table 6-2 compares total Treasury
debt with the amount of Federal debt that is subject to the
limit. Nearly all Treasury debt is subject to the debt limit.

A large portion of the Treasury debt not subject to
the general statutory limit was issued by the Federal
Financing Bank. The FFB is authorized to have outstand-
ing up to $15 billion of publicly issued debt. It issued $14
billion of securities to the Civil Service Retirement and
Disability Fund on November 15, 2004, in exchange for
an equal amount of regular Treasury securities. The FFB
securities have the same interest rates and maturities as
the regular Treasury securities for which they were ex-
changed. The securities mature on dates from June 30,
2009, through June 30, 2019. At the end of 2010, $10 bil-
lion of these securities remained outstanding.

The Housing and Economic Recovery Act of 2008 cre-
ated a new type of debt not subject to limit. This debt,
termed “Hope Bonds,” is issued by Treasury to the Federal
Financing Bank for the HOPE for homeowners program.
The outstanding balance of Hope Bonds was $0.5 billion
at the end of 2010 and is projected to increase by small
amounts annually in 2011 through 2021.
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The other Treasury debt not subject to the general lim-
it consists almost entirely of silver certificates and other
currencies no longer being issued. It was $488 million at
the end of 2010 and is projected to gradually decline over
time.

The sole agency debt currently subject to the general
limit, $10 million at the end of 2010, is certain debentures
issued by the Federal Housing Administration. 16

Some of the other agency debt, however, is subject to
its own statutory limit. For example, the Tennessee Valley
Authority is limited to $30 billion of bonds and notes out-
standing.

The comparison between Treasury debt and debt sub-
ject to limit also includes an adjustment for measurement
differences in the treatment of discounts and premiums.
As explained earlier in this chapter, debt securities may
be sold at a discount or premium, and the measurement of
debt may take this into account rather than recording the
face value of the securities. However, the measurement
differs between gross Federal debt (and its components)
and the statutory definition of debt subject to limit. An
adjustment is needed to derive debt subject to limit (as
defined by law) from Treasury debt. The amount of the
adjustment was $19.4 billion at the end of 2010 compared
with the total unamortized discount (less premium) of
$59.0 billion on all Treasury securities.

Changes in the debt limit.—The statutory debt limit
has been changed many times. Since 1960, Congress has
passed 78 separate acts to raise the limit, extend the du-
ration of a temporary increase, or revise the definition. 7

The most recent debt limit increase, which raised the
debt limit by $1,900 billion to $14,294 billion, was enacted
on February 12, 2010. The limit had previously been in-
creased by $290 billion, from $12,104 billion to $12,394
billion, on December 28, 2009. The December increase, en-
acted shortly before the anticipated reaching of the previ-
ous limit, had been intended to cover only a short period.

Between July 2008 and February 2009, the debt lim-
it was increased three times, in each case before the
Government approached the limit. In these three instanc-
es, the increase was included in a larger piece of legislation
aimed at stabilizing the financial markets and restoring
economic growth. The increases provided room under the
statutory debt ceiling for the activities authorized by each
piece of legislation. On July 30, 2008, the debt limit was
increased by $800 billion, to $10,615 billion, as part of the
Housing and Economic Recovery Act of 2008. On October
3, 2008, the Emergency Economic Stabilization Act of
2008 increased the debt limit by $700 billion, to $11,315
billion. On February 17, 2009, the American Recovery and
Reinvestment Act of 2009 increased the statutory limit by
$789 billion, to $12,104 billion. At the dates of enactment,
the debt subject to limit was at least a few hundred billion
dollars below the previous ceiling.

16 At the end of 2010, there were also $18 million of FHA debentures
not subject to limit.

17 The Acts and the statutory limits since 1940 are listed in Historical
Tables, Budget of the United States Government, Fiscal Year 2012, Table
7.3.

The debt reached or neared the ceiling prior to each
of the five increases enacted between 2002 and 2007.
The debt limit was increased to $6,400 billion on June
28, 2002, to $7,384 billion on May 27, 2003, to $8,184 bil-
lion on November 19, 2004, to $8,965 billion on March 20,
2006, and to $9,815 billion on September 29, 2007.

At many times in the past several decades, including
2002, 2003, 2004, and 2006, the Government has reached
the statutory debt limit before an increase has been en-
acted. When this has occurred, it has been necessary for
the Treasury Department to take administrative actions
to meet the Government’s obligation to pay its bills and
invest its trust funds while remaining below the statu-
tory limit. One such measure is the partial or full dis-
investment of the Government Securities Investment
Fund (G-fund). This fund is one component of the Thrift
Savings Plan (TSP), a defined contribution pension plan
for Federal employees. The Secretary has statutory au-
thority to suspend investment of the G-fund in Treasury
securities as needed to prevent the debt from exceeding
the debt limit. Treasury determines each day the amount
of investments that would allow the fund to be invested as
fully as possible without exceeding the debt limit. At the
end of 2010, the TSP G-fund had an outstanding balance
of $124 billion. The Treasury Secretary is also authorized
to declare a debt issuance suspension period, which al-
lows him or her to redeem a limited amount of securities
held by the Civil Service Retirement and Disability Fund
and stop investing its receipts. The law requires that
when any such actions are taken with the TSP G-fund or
the CSRDF, the Secretary is required to make the fund
whole after the debt limit has been raised by restoring
the forgone interest and investing the fund fully. Another
measure for staying below the debt limit is disinvestment
of the Exchange Stabilization Fund. The outstanding bal-
ance in the Exchange Stabilization Fund was $20 billion
at the end of 2010. As the debt nears the limit, Treasury
has also suspended acceptance of subscriptions to the
State and Local Government Series to reduce unantici-
pated fluctuations in the level of the debt.

In addition to these steps, Treasury has previously re-
placed regular Treasury securities with borrowing by the
FFB, which, as explained above, is not subject to the debt
limit. This measure was most recently taken in November
2004, and the outstanding FFB securities began to ma-
ture in June 2009.

The debt limit has always been increased prior to the
exhaustion of Treasury’s limited available administra-
tive actions to continue to finance Government operations
when the statutory ceiling has been reached. Failure
to enact a debt limit increase before these actions were
exhausted would have significant and long-term nega-
tive consequences. Without an increase, Treasury would
be unable to make timely interest payments or redeem
maturing securities. Investors would cease to view U.S.
Treasury securities as free of credit risk and Treasury’s
interest costs would increase. Because interest rates
throughout the economy are benchmarked to the Treasury
rates, interest rates for State and local governments, busi-
nesses, and individuals would also rise. Foreign investors
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Table 6-6. FEDERAL FUNDS FINANCING AND CHANGE IN DEBT SUBJECT TO STATUTORY LIMIT

(In billions of dollars)

Estimate
Description Actual
2010 | 2011 2012 | 2013 | 2014 | 2015 | 2016 | 2017 | 2018 | 2019 | 2020 | 2021
Change in Gross Federal Debt:
Federal funds defiCit (+) ......everererrerireererreeeeeeeeeienis 1,416.8| 1,691.2| 1,226.6|] 913.4| 8336 8350 8880 886.8 901.3] 946.8 991.9| 1,036.3
Other transactions affecting borrowing from the public --
Federal fUNdS™ ...........crrrreeeerienneerereessssseresseessssneenenes 179.9| 1936| -753| 136.4| 1347| 1332 1157 1055 99.7 91.0 85.5 90.7
Increase (+) or decrease (-) in Federal debt held by Federal
FUNDS v 35.1 14.8 28.7 47.6 43.5 471 47.3 51.1 56.9 62.1 66.0 55.5
Adjustments for trust fund surplus/deficit not invested/
disinvested in Federal SECUMties? ...............cooovervvrensrvonnnn. 20.9 47.8 -2.0 -1.1 -1.1 -11 -15 -1.0 -12 -1.3 -1.2 -1.2
Change in unrealized discount on Federal debt held by
GOVernmMeNt aCCOUNTS .........c.eerrerrirerireienicriseesseeeseeees 02] ] ] ] ] ] ] ] ] ] ] e
Total financing requirements 1,653.0| 1,947.4| 1,178.0| 1,096.2| 1,010.7| 1,014.4| 1,049.5| 1,042.3| 1,056.7| 1,098.6| 1,142.2| 1,181.3
Change in Debt Subject to Limit:
Change in gross Federal debt ... 1,653.0| 1,947.4| 1,178.0| 1,096.2| 1,010.7| 1,014.4| 1,049.5| 1,042.3| 1,056.7| 1,098.6| 1,142.2| 1,181.3
Less: increase (+) or decrease (-) in Federal debt not subject
FO ML oo e -1 -0.9 -1 -1.9 -1 -0.8 2.2 -2.0 -1.9 2.2 -1.8 -2.1
Less: change in adjustment for discount and premium 3 =37 ] ] ] ] ] ] ] i) ] ]
Total, change in debt subject to limit 1,657.7| 1,948.4| 1,179.2| 1,098.1| 1,011.8| 1,015.2| 1,051.7| 1,044.3| 1,058.6| 1,100.9| 1,144.0| 1,183.4
ADDENDUM
Debt subject to statutory mit 4 ........coooeervveeriinssensrseeessssssrseseeenns 13,510.8 15,459.2| 16,638.4|17,736.5| 18,748.3| 19,763.5/ 20,815.2| 21,859.5| 22,918.1/24,019.0| 25,163.0| 26,346.4

"Includes Federal fund transactions that correspond to those presented in Table 6-2, but that are for Federal funds alone with respect to the public and trust funds.
2|ncludes trust fund holdings in other cash assets and changes in the investments of the National Railroad Retirement Investment Trust in non-Federal securities.
3 Consists of unamortized discount (less premium) on public issues of Treasury notes and bonds (other than zero-coupon bonds).

4The statutory debt limit is $14,294 billion.

would likely shift out of dollar-denominated assets, driv-
ing down the value of the dollar and further increasing
interest rates on non-Federal, as well as Treasury, debt.
In addition, the Federal Government would be forced to
delay or discontinue payments on its broad range of ob-
ligations, including Social Security and other payments
to individuals, Medicaid and other grant payments to
States, individual and corporate tax refunds, Federal em-
ployee salaries, payments to vendors and contractors, and
other obligations.

The debt subject to limit is estimated to increase to
$15,459 billion by the end of 2011, above the current limit
of $14,294 billion. On February 2, 2011, Treasury estimat-
ed that the current limit would be reached between April
5 and May 31, 2011. Therefore, the Congress is anticipat-
ed to take up an increase to the statutory debt ceiling in
the spring.

In contrast to recent debt limit increases, which have
been in amounts sufficient to last for less than two years,
the debt limit was increased three times during the 1990s
by amounts large enough to last for two years or more. All
three of these increases were enacted as part of a deficit
reduction package or a plan to balance the budget and
were intended to last a relatively long time: the Omnibus
Budget Reconciliation Act of 1990; the Omnibus Budget
Reconciliation Act of 1993; and the Balanced Budget Act
of 1997. The 1997 increase lasted until 2002.

Federal funds financing and the change in debt
subject to limit.—The change in debt held by the pub-
lic, as shown in Table 6-2, and the change in debt net
of financial assets are determined primarily by the total

Government deficit or surplus. The debt subject to limit,
however, includes not only debt held by the public but also
debt held by Government accounts. The change in debt
subject to limit is therefore determined both by the fac-
tors that determine the total Government deficit or sur-
plus and by the factors that determine the change in debt
held by Government accounts. The effect of debt held by
Government accounts on the total debt subject to limit
can be seen in the second part of Table 6-2. The change
in debt held by Government accounts results in 22 per-
cent of the estimated total increase in debt subject to limit
from 2011 through 2021.

The budget is composed of two groups of funds, Federal
funds and trust funds. The Federal funds, in the main, are
derived from tax receipts and borrowing and are used for
the general purposes of the Government. The trust funds,
on the other hand, are financed by taxes or other receipts
dedicated by law for specified purposes, such as for paying
Social Security benefits or making grants to State govern-
ments for highway construction. 18

A Federal funds deficit must generally be financed by
borrowing, which can be done either by selling securities
to the public or by issuing securities to Government ac-
counts that are not within the Federal funds group. Federal
funds borrowing consists almost entirely of Treasury se-
curities that are subject to the statutory debt limit. Very
little debt subject to statutory limit has been issued for
reasons except to finance the Federal funds deficit. The
change in debt subject to limit is therefore determined

18 For further discussion of the trust funds and Federal funds groups,
see Chapter 28, “Trust Funds and Federal Funds.”
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Table 6-7. FOREIGN HOLDINGS OF FEDERAL DEBT

(Dollar amounts in billions)

Debt held by the public Change in debt held by the public
Fiscal Year Percentage
Total Foreign ! foreign Total? Foreign'
1965 ..o 260.8 12.3 47 39 0.3
1970 1o 283.2 14.0 5.0 5.1 38
1975 1 394.7 66.0 16.7 51.0 9.2
1980 ..o 711.9 121.7 171 71.6 14
1985 .ot 1,507.3 2229 14.8 200.3 47.3
1990 ..o 2,411.6 463.8 19.2 220.8 72.0
1995 1 3,604.4 820.4 22.8 171.3 138.4
2000 .o 3,409.8 1,038.8 30.5 —222.6 -242.6
4,592.2 1,929.6 42.0 296.7 135.1
4,829.0 2,025.3 41.9 236.8 95.7
5,035.1 2,235.3 44.4 206.2 210.0
5,803.1 2,799.5 48.2 767.9 564.2
7,544.7 3,575.5 474 1,741.7 776.0
2010 1o s 9,018.9 4,261.2 47.2 1,474.2 685.7

1 Estimated by Treasury Department. These estimates exclude agency debt, the holdings of which are believed to be small. The
data on foreign holdings are recorded by methods that are not fully comparable with the data on debt held by the public. Projections of
foreign holdings are not available. The estimates include the effects of benchmark revisions in 1984, 1989, 1994, and 2000, and annual

June benchmark revisions for 2002-2010.

2 Change in debt held by the public is defined as equal to the change in debt held by the public from the beginning of the year to the

end of the year.

primarily by the Federal funds deficit, which is equal to
the difference between the total Government deficit or
surplus and the trust fund surplus. Trust fund surpluses
are almost entirely invested in securities subject to the
debt limit, and trust funds hold most of the debt held by
Government accounts. The trust fund surplus reduces the
total budget deficit or increases the total budget surplus,
decreasing the need to borrow from the public or increas-
ing the ability to repay borrowing from the public. When
the trust fund surplus is invested in Federal securities,
the debt held by Government accounts increases, offset-
ting the decrease in debt held by the public by an equal
amount. Thus, there is no net effect on gross Federal debt.

Table 6-6 derives the change in debt subject to limit.
In 2010 the Federal funds deficit was $1,417 billion, and
other factors increased financing requirements by $180
billion. The net financing disbursements of credit financ-
ing accounts increased financing requirements by $153
billion and the change in the Treasury operating cash
balance increased financing requirements by $35 billion.
Other factors reduced financing requirements by $6 bil-
lion. In addition, special funds and revolving funds, which
are part of the Federal funds group, invested a net of $35
billion in Treasury securities. An adjustment is also made
for the difference between the trust fund surplus or defi-
cit and the trust funds’ investment or disinvestment in
Federal securities (including the changes in the National
Railroad Retirement Investment Trust’s investments in
non-Federal securities). As a net result of all these factors,

$1,653 billion in financing was required, increasing gross
Federal debt by that amount. Since Federal debt not sub-
ject to limit decreased by $1 billion and the adjustment
for discount and premium changed by $4 billion, the debt
subject to limit increased by $1,658 billion, while debt
held by the public increased by $1,474 billion.

Debt subject to limit is estimated to increase by $1,948
billion in 2011 and $1,179 billion in 2012. The projected
increases in the debt subject to limit are caused by the con-
tinued Federal funds deficit, supplemented by the other
factors shown in Table 6—-6. While debt held by the public
increases by $6,045 billion from the end of 2010 through
2016, debt subject to limit increases by $7,304 billion.

Foreign Holdings of Federal Debt

During most of American history, the Federal debt was
held almost entirely by individuals and institutions with-
in the United States. In the late 1960s, foreign holdings
were just over $10 billion, less than 5 percent of the total
Federal debt held by the public. Foreign holdings began
to grow significantly starting in 1970 and now represent
almost half of outstanding debt. This increase has been
almost entirely due to decisions by foreign central banks,
corporations, and individuals, rather than the direct mar-
keting of these securities to foreign residents.

Foreign holdings of Federal debt are presented in Table
6-7. At the end of 2010, foreign holdings of Treasury debt
were $4,261 billion, which was 47 percent of the total debt
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held by the public.l Foreign central banks and foreign of-
ficial institutions owned 74 percent of the foreign holdings
of Federal debt; private investors owned nearly all the rest.
This 74 percent is a small decrease from the 76 percent held
by foreign central banks at the end of 2009. All of the foreign
holdings of Federal debt are denominated in dollars.

Although the amount of foreign holdings of Federal debt
has grown greatly over this period, the proportion that for-
eign entities and individuals own, after increasing abruptly
in the very early 1970s, remained about 15-20 percent un-
til the mid-1990s. During 1995-97, however, growth in for-
eign holdings accelerated, reaching 33 percent by the end
of 1997. Foreign holdings of Federal debt resumed growth
in the following decade, increasing from 34 percent at the
end of 2002 to 42 percent at the end of 2004 and to 48 per-
cent at the end of 2008. Foreign holdings were 47 percent
at the end of 2009 and 2010. The increase in foreign hold-
ings was about 47 percent of total Federal borrowing from
the public in 2010 and 53 percent over the last five years.
At the end of 2010, the nations holding the largest shares
of U.S. Federal debt were China, which held 21 percent of
all foreign holdings, Japan, which held 20 percent, and the
United Kingdom, which held 11 percent.

Foreign holdings of Federal debt are around 25 percent
of the foreign-owned assets in the United States, depend-
ing on the method of measuring total assets. The foreign
purchases of Federal debt securities do not measure the
full impact of the capital inflow from abroad on the mar-
ket for Federal debt securities. The capital inflow supplies

19 The debt calculated by the Bureau of Economic Analysis,
Department of Commerce, is different, though similar in size, because of
a different method of valuing securities.

additional funds to the credit market generally, and thus
affects the market for Federal debt. For example, the capi-
tal inflow includes deposits in U.S. financial intermediar-
ies that themselves buy Federal debt.

Federal, Federally Guaranteed, and
Other Federally Assisted Borrowing

The Government’s effects on the credit markets arise
not only from its own borrowing but also from the di-
rect loans that it makes to the public and the provision
of assistance to certain borrowing by the public. The
Government guarantees various types of borrowing by
individuals, businesses, and other non-Federal entities,
thereby providing assistance to private credit markets.
The Government is also assisting borrowing by States
through the Build America Bonds program, which subsi-
dizes the interest that States pay on such borrowing. In
addition, the Government has established private corpo-
rations—Government-Sponsored Enterprises—to provide
financial intermediation for specified public purposes; it
exempts the interest on most State and local government
debt from income tax; it permits mortgage interest to be
deducted in calculating taxable income; and it insures
the deposits of banks and thrift institutions, which them-
selves make loans.

Federal credit programs and other forms of assistance,
including the substantial Government efforts to support
the credit markets during the recent financial turmoil,
are discussed in Chapter 23, “Credit and Insurance,” in
this volume. Detailed data are presented in tables at the
end of that chapter.
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