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This year marks a significant departure from the past few years on the fiscal policy front. For 
starters, there is more clarity around the federal budget since Congress is not relying on 
continuing resolutions to keep the government open. Second, the debt ceiling has been suspended 
until March 2015, providing financial markets and business decision makers with reduced 
uncertainty about the federal government meeting its debt obligations. This departure of federal 
fiscal policy moving from the perpetual fiscal cliff hangers is likely to help reinforce the ongoing 
acceleration in economic activity.  

In the year ahead, we continue to expect the economy to expand at a 2.4 percent pace, while an 
improvement over 2013, we still believe this rate of growth will fall short of CBO’s expectations.1 
Furthermore, federal revenues will continue to grow at a modest pace due to both stronger 
economic fundamentals and tax policy changes. The deficit will continue to decline over the next 
few years, before growing again in 2016. The short-term effects of the sequestration will put 
downward pressure on the federal deficit; however, the explosive growth in entitlement programs 
and the expectation that these programs will become insolvent will put upward pressure on 
deficits in later years and, in turn, drive up the debt to GDP ratio. The net result is that under 
current law, federal fiscal policy remains on a fiscally unsustainable path.  

A Comparison of Economic Assumptions for Budget Forecasting 
One of the key factors affecting both the revenue and spending growth is the economic 
assumptions underpinning the fiscal outlook at the federal level. On the revenue side, 
employment and personal income growth play a key role in elevating federal revenues, while the 
overall rate of GDP growth often dictates the pace of federal spending, particularly during 
economic downturns, as can be seen in Figure 1. We begin with a comparison of the CBO’s 
economic assumptions against our short- and long-run outlook over the next decade and 
highlight the similarities and differences in our outlooks.   

Figure 2 shows the differences in CBO’s real GDP assumptions compared to our outlook and the 
Blue Chip Consensus outlook. As can be seen, our forecast and that of the CBO’s is roughly in line 
with one another for 2014. However, in 2015 and 2016, the CBO is expecting GDP growth of  
3.3 percent and 3.4 percent respectively, much stronger than our outlook over the same period. 
Beyond 2016, our forecast is more optimistic than the CBO’s through 2024.  

The distribution of growth over the current 10-year window suggests that the growth assumption 
is one of the key factors affecting the reduction of near-term annual budget deficits. In addition, 
the near-term deficit reduction also results in reduced borrowing. Conversely, if GDP growth 
would be softer than currently estimated, i.e., closer to our forecast or that of the Blue Chip 
consensus, growth in the early years of the decade would mean slower revenue growth and faster 
debt accumulation. However, the stronger economic growth we are forecasting toward the end of 
the decade would mean that revenue growth would be somewhat faster than CBO is currently 
projecting over the 2017-2024 timeframe. 

                                                             
1 Congressional Budget Office. (2014). The Budget and Economic Outlook: 2014 to 2024.  
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Figure 1 

 

 

Figure 2 

 

Source: U.S. Department of Commerce, Congressional Budget Office and Wells Fargo Securities, LLC  

Beyond the overall GDP assumptions, the CBO also projects a number of other key economic 
variables, including labor market metrics, inflation and interest rates (Appendix). In comparison 
to our outlook, the CBO expects over the next two years that employment growth will be slower 
than we are projecting with a higher unemployment rate. CBO also expects somewhat slower 
inflation and very similar interest rates. Beginning in 2016 through 2019, the CBO expects a 
slower pace of inflation along with a lower interest rate environment. In the latter part of the 
decade, both inflation and interest rates are more or less in line with our outlook.  

CBO Projects a Lower Path of Potential GDP Growth  
As part of the CBO’s budget analysis, it also estimates the potential rate of GDP growth, or the 
maximum sustainable amount of real output the economy can produce. When actual output (GDP 
growth) rises above its potential level, then constraints on resources begin to result in inflation 
pressures. Conversely, when output falls below potential, some resources are going unutilized, 
and as in the current environment, inflation pressures usually do not emerge.2 The gap between 
actual GDP growth and the estimated potential growth rate is known as the output gap. 

CBO’s estimates of potential output play an important role in determining projections of real GDP 
growth over the 10-year window for its Budget and Economic Outlook. As a matter of practice, 
CBO assumes that over its 10-year projection window that real GDP growth gradually returns 
back to the estimated potential level of GDP.2 In other words, the CBO does not attempt to predict 
downturns in the business cycle. This assumption is critical because, should these downturns take 
place, a very different budget outlook story would unfold. 

Since 2007, the CBO has downwardly revised its projections of potential GDP growth by a sizable 
7.3 percent.3 It cites four main factors for the downward revision. First, the cyclical impact from 
the recent recession accounts for approximately 1.8 percent of the total downward revision to 
CBO’s potential GDP projections. The largest adjustment in its projection came from 
reassessments of economic trends that were in progress before the recession began (7.8 percent). 
The other two factors that the CBO citied as factors in its downgrade of potential GDP were 
revisions to historical GDP data (accounting for just 0.1 percent of the change) and the effects of 
changes in federal tax and spending policies, higher federal deficits, changes in the relative size of 
sectors of the economy.  

 

 

 

                                                             
2 Congressional Budget Office. (2001). CBO’s Method for Estimating Potential Output: An Update.  
3 The year 2007 is used since that was the last prerecession year in common with the current budget and 
economic outlook. 
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Figure 3 

 
Source: Congressional Budget Office and Wells Fargo Securities, LLC 

So why do we care that potential GDP has likely edged lower since the conclusion of the last 
recession? For starters, the fact that even with a lower projected level of potential GDP, actual 
GDP growth currently remains well below potential (Figure 3). The implication is that not only 
have the severe structural problems resulted in a permanent shift in the ability of the economy to 
grow, but current economic conditions dictate that there are a large number of resources (labor) 
that are going unutilized. By lowering its estimate of potential level of GDP, the CBO essentially 
makes it easier to close the output gap over the CBO’s projection due to the fact that the output 
gap can close in the current environment of more modest GDP growth. The implication for 
revenues is that if the output gap does not close as expected by the CBO, revenues would grow 
slower than expected over the forecast horizon and, in turn, could lead to larger deficits than 
projected.4  

Projected Federal Revenues: Trending Above Historical Levels 
Given the expected GDP growth environment under CBO’s baseline economic assumptions, 
federal revenues as a share of GDP are expected to climb to roughly 18.2 percent of GDP by 2015, 
and more or less level off through 2024 (Figure 4). With the sizable rise in revenues as a share of 
GDP, over the near term, there are a couple of factors at play, cited by the CBO, helping to 
perpetuate the stronger pace of revenue growth as a share of the economy.5 To begin with, there 
were a number of tax provisions that expired at the end of calendar year 2013 including the 
accelerated or “bonus” deprecation of investments in equipment which had the effect of reducing 
corporate tax liabilities.6 These tax policy changes took place in January 2013, but the full effects 
will not be felt until the 2014 federal fiscal year.7 In addition, new taxes, fees and fines related to 
the Affordable Care Act will also play a role in driving revenues higher as a share of GDP.  

Beyond the next two federal fiscal years, revenues are projected to remain above the 17.5 percent 
average share of GDP through at least 2024.8 In addition, federal revenues are expected to again 
exceed the rate of growth in nominal GDP beginning in 2020 (Figure 5). The main reason, cited 
by CBO, for the above-average revenue collections anticipated through 2024 is related to “bracket 
creep,” which occurs when total income grows faster than inflation-indexed tax brackets. In effect, 
as total incomes rise with stronger economic growth, more individuals become subject to higher 
rates of taxation by moving into higher tax brackets. Another less significant factor over the next 
10 years that is expected to keep revenues above the long-run average is the expected taxation of 

                                                             
4 For a review of the growth outlook see Silvia, J.E. (2014). Growth: Defining Top Line Economic 
Opportunities as Fundamental Inputs to Decision Makers. Wells Fargo Economics Group. 
5 Congressional Budget Office. (2014). Budget and Economic Outlook: Fiscal Years 2014 to 2024.   
6 As of the date of this publication discussions are ongoing to determine if these expired provisions 
should be extended for the current fiscal year. 
7 The federal fiscal year begins in September of each year, thus federal fiscal year 2014 began in 
September 2013. 
8 The long-run average revenues as a share of GDP are a 40-year average calculated by the CBO. 
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income related to retirees withdrawing funds from their individual retirement accounts, such as 
401(k) accounts. It is estimated that this “bracket creep” phenomena, combined with the increase 
in individual retirement account withdraws, will result in individual income taxes accounting for 
more than half of total federal revenues for the first time in history.  

Figure 4 

 

 

Figure 5 

 

Source: Congressional Budget Office and Wells Fargo Securities, LLC  

Sensitivity of Budget Projections to Economic Assumptions 

One of the often-overlooked factors in understanding federal budget projections over the next 
decade is how sensitive budget projections are to the economic environment over the projection 
window. In this section, we explore potential risks to the federal revenues should GDP growth 
come in just 0.1 percent below CBO’s growth projections and what happens to revenues if interest 
rates are 1 percent higher per year than the CBO is currently estimating.  

The CBO provides the basis for this sensitivity analysis in Appendix D of the Budget and 
Economic Outlook: 2014 to 2024. To begin, we examine the effects of GDP falling just 0.1 percent 
below the CBO’s baseline estimate on the federal budget deficit. The results are displayed in 
Figure 6 below. In the near term, the impact on revenues is modest, however by 2024, the  
0.1 percent slower pace of GDP growth each year results in the deficit increasing by $66 billion in 
2024, the last year of the projection horizon. While the CBO does not include any major effects on 
outlays due to the slower pace of GDP growth, however, debt service costs increase, while 
revenues decline. The cumulative net effect is that over the 2014 to 2024 projection window, an 
additional $313 billion is added to the federal deficit. Given the magnitude of the effect on the 
deficit, it becomes quite clear how important the economic framework and growth estimates are 
to the overall budget outlook picture. For some context, historically, the average standard 
deviation over CBO’s projections for GDP has been around 0.7 percent as opposed to the  
0.1 percent decline displayed in Figure 6. Thus, if historical norms hold, the budget deficit over 
the next 10 years could be as much as seven times higher or lower than the baseline projections. 

The effects of a 1 percent rise of all Treasury securities, however, are a bit more dramatic as can be 
seen in Figure 7. To begin with, the early years of the 10-year window are marked by sizable 
declines in revenues but only modest increases in interest and debt service outlays. In the latter 
years, outlays rise dramatically while revenues begin to slightly increase.9 On net, the deficit 
would increase by a cumulative $1.5 trillion from 2014 to 2024 should interest rates rise by  
1 percent.  

                                                             
9 The movement in revenues is tied primarily to remittances of the Federal Reserve to the Treasury which 
are accounted as revenues.  
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Figure 6 

 

 

Figure 7 

 

Source: Congressional Budget Office and Wells Fargo Securities, LLC  

Conclusion 
In comparing the CBO’s economic assumptions with both our outlook and the Blue Chip 
consensus, we discovered that in the early years of the CBO’s 10-year projection window, both our 
forecast and that of the Blue Chip consensus are lower than the CBO’s. However, in the latter 
years of the projection window, our outlook and the Blue Chip consensus is more optimistic than 
the CBO’s. Another key factor in the CBO’s economic outlook, the rate of potential GDP growth, 
has been downgraded by CBO due to structural effects of the last recession. The revision to 
potential GDP growth by the CBO has affected its budget projections as well. Based on the 
revision to potential GDP growth and the projected rate of real GDP growth, revenues are 
estimated to grow faster than the rate of nominal GDP for most of the CBO’s current 10-year 
projection window. By 2024, revenues as a share of nominal GDP are estimated to be far above 
the historical average. Finally, we noted that the CBO’s projections are highly sensitive to 
deviations from the CBO’s economic assumptions putting rather sizable upside and downside risk 
to the budget outlook. In Part II of our annual budget series, we will focus on the outlook for 
federal spending and the deficit. 

-$1.4

-$1.2

-$1.0

-$0.8

-$0.6

-$0.4

-$0.2

$0.0

$0.2

-$1.4

-$1.2

-$1.0

-$0.8

-$0.6

-$0.4

-$0.2

$0.0

$0.2

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

U.S. Federal Budget Deficit GDP Growth Sensitivity
Trillions of U.S. Dollars, CBO Projections

Baseline Deficit: 2024 @ -$1.1T

0.1% Lower GDP: 2024 @ -$1.1T

-$1.4

-$1.2

-$1.0

-$0.8

-$0.6

-$0.4

-$0.2

$0.0

$0.2

-$1.4

-$1.2

-$1.0

-$0.8

-$0.6

-$0.4

-$0.2

$0.0

$0.2

2014 2015 2016 2017 2018 2019 2020 2021 2022 2023 2024

U.S. Federal Budget Deficit Interest Rate Sensitivity
Trillions of U.S. Dollars, CBO Projections

Baseline Deficit: 2024 @ -$1.1T

1% Higher Interest Rate: 2024 @ -$1.3T



2014 Federal Fiscal Policy Outlook Part I WELLS FARGO SECURITIES, LLC 
April 07, 2014 ECONOMICS GROUP 

 

 

 6 

Appendix 

 

A
ll
 v

a
lu

e
s
 a

re
 Y

r/
Y
r 

P
e
rc

e
n
t 

C
h
a
n
g
e
 E

x
c
e
p
t 

a
s
 N

o
te

d

W
e

ll
s
 F

a
rg

o
 

S
e

c
u

ri
ti

e
s

C
o

n
g

re
s
s
io

n
a

l 

B
u

d
g

e
t 

O
ff

ic
e

W
e

ll
s
 F

a
rg

o
 

S
e

c
u

ri
ti

e
s

C
o

n
g

re
s
s
io

n
a

l 

B
u

d
g

e
t 

O
ff

ic
e

W
e

ll
s
 F

a
rg

o
 

S
e

c
u

ri
ti

e
s

C
o

n
g

re
s
s
io

n
a

l 

B
u

d
g

e
t 

O
ff

ic
e

W
e

ll
s
 F

a
rg

o
 

S
e

c
u

ri
ti

e
s

C
o

n
g

re
s
s
io

n
a

l 

B
u

d
g

e
t 

O
ff

ic
e

G
ro

s
s
 D

o
m

e
s
ti
c
 P

ro
d
u
c
t

  
 R

e
a
l 
G
D
P

2
.6

2
.7

2
.9

3
.3

3
.0

2
.8

2
.5

2
.1

  
 N

o
m

in
a
l 
G
D
P

4
.2

4
.2

5
.0

5
.1

5
.5

4
.7

4
.9

4
.2

L
a
b
o
r 

M
a
rk

e
t

  
 U

n
e
m

p
lo

y
m

e
n
t 

R
a
te

 (
A
v
e
ra

g
e
)

6
.7

6
.8

6
.3

6
.5

*
5
.9

*
5
.6

  
 E

m
p
lo

y
m

e
n
t 

(A
v
e
ra

g
e
 M

o
n
th

ly
 C

h
a
n
g
e
, 

in
 T

h
s
.)

1
9
6

1
6
4

2
0
4

1
6
0

*
2
5
8

*
2
7
0

In
fl
a
ti
o
n

  
 P

C
E
 P

ri
c
e
 I

n
d
e
x

1
.6

1
.3

2
.2

1
.7

*
1
.9

*
2
.0

  
 C

o
n
s
u
m

e
r 

P
ri
c
e
 I

n
d
e
x

1
.8

1
.7

2
.1

2
.0

2
.6

2
.3

2
.5

2
.4

  
 C

o
re

 C
o
n
s
u
m

e
r 

P
ri
c
e
 I

n
d
e
x

1
.9

1
.8

2
.1

2
.1

*
2
.3

*
2
.3

  
 E

m
p
lo

y
m

e
n
t 

C
o
s
t 

In
d
e
x

2
.3

2
.3

2
.6

3
.0

*
3
.8

*
3
.7

3
-
M

o
n
th

 T
-
B
ill
 (

A
v
e
ra

g
e
)

0
.1

3
0
.2

0
0
.5

0
0
.4

0
3
.6

0
3
.1

0
4
.1

0
3
.7

0

1
0
-
Y
e
a
r 

T
re

a
s
u
ry

 N
o
te

 (
A
v
e
ra

g
e
)

3
.1

0
3
.1

0
3
.5

0
3
.7

0
5
.0

0
4
.8

0
5
.0

0
5
.0

0

*
A

 F
o
re

c
a
s
t 

is
 n

o
t 

a
v
a
il
a
b
le

S
o
u
rc

e
: 

C
o
n
g
re

s
s
io

n
a
l 
B

u
d
g
e
t 

O
ff

ic
e
 a

n
d
 W

e
ll
s
 F

a
rg

o
 S

e
c
u
ri

ti
e
s
, 

L
L
C

W
e
ll
s
 F

a
rg

o
 E

c
o
n
o
m

ic
 F

o
re

c
a
s
ts

 f
o
r 

2
0
1
4
 a

n
d
 2

0
1
5
 a

s
 o

f 
Ja

n
u
a
ry

 3
1
, 

2
0
1
4
, 

L
o
n
g
-R

a
n
g
e
 F

o
re

c
a
s
t 

a
s
 o

f 
D

e
c
e
m

b
e
r 

2
0
1
3
 B

lu
e
 C

h
ip

 F
in

a
n
c
ia

l 
F
o
re

c
a
s
t 

S
u
b
m

is
s
io

n

2
0

1
4

2
0

1
5

W
e
ll
s
 F

a
rg

o
 U

.S
. 

E
c
o
n

o
m

ic
 F

o
re

c
a
s
t 

v
s
. 

C
B

O
 B

a
s
e
li
n

e
 F

o
re

c
a
s
t

2
0

2
0

-
2

0
2

4
2

0
1

6
-
2

0
1

9



 

 

Wells Fargo Securities, LLC Economics Group 

 

Diane Schumaker-Krieg Global Head of Research, 
Economics & Strategy 

(704) 410-1801 
(212) 214-5070 

diane.schumaker@wellsfargo.com 

John E. Silvia, Ph.D. Chief Economist (704) 410-3275 john.silvia@wellsfargo.com  

Mark Vitner Senior Economist (704) 410-3277 mark.vitner@wellsfargo.com 

Jay H. Bryson, Ph.D. Global Economist (704) 410-3274 jay.bryson@wellsfargo.com 

Sam Bullard Senior Economist (704) 410-3280 sam.bullard@wellsfargo.com 

Nick Bennenbroek Currency Strategist (212) 214-5636 nicholas.bennenbroek@wellsfargo.com 

Eugenio J. Alemán, Ph.D. Senior Economist (704) 410-3273 eugenio.j.aleman@wellsfargo.com 

Anika R. Khan Senior Economist (704) 410-3271 anika.khan@wellsfargo.com 

Azhar Iqbal Econometrician (704) 410-3270 azhar.iqbal@wellsfargo.com 

Tim Quinlan Economist (704) 410-3283 tim.quinlan@wellsfargo.com 

Eric Viloria, CFA Currency Strategist (212) 214-5637 eric.viloria@wellsfargo.com 

Michael A. Brown Economist (704) 410-3278 michael.a.brown@wellsfargo.com 

Sarah Watt House Economist (704) 410-3282 sarah.house@wellsfargo.com 

Michael T. Wolf Economist (704) 410-3286 michael.t.wolf@wellsfargo.com 

Zachary Griffiths Economic Analyst (704) 410-3284 zachary.griffiths@wellsfargo.com 

Mackenzie Miller Economic Analyst (704) 410-3358 mackenzie.miller@wellsfargo.com 

Blaire Zachary Economic Analyst (704) 410-3359 blaire.a.zachary@wellsfargo.com 

Peg Gavin Executive Assistant (704) 410-3279 peg.gavin@wellsfargo.com 

Cyndi Burris Senior Admin. Assistant (704) 410-3272 cyndi.burris@wellsfargo.com 

 

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer registered with the U.S. 
Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor Protection Corp. Wells Fargo 
Securities, LLC, distributes these publications directly and through subsidiaries including, but not limited to, Wells Fargo & Company, Wells Fargo 
Bank N.A., Wells Fargo Advisors, LLC, Wells Fargo Securities International Limited, Wells Fargo Securities Asia Limited and Wells Fargo Securities 
(Japan) Co. Limited. Wells Fargo Securities, LLC. ("WFS") is registered with the Commodities Futures Trading Commission as a futures commission 
merchant and is a member in good standing of the National Futures Association. Wells Fargo Bank, N.A. ("WFBNA") is registered with the 
Commodities Futures Trading Commission as a swap dealer and is a member in good standing of the National Futures Association. WFS and 
WFBNA are generally engaged in the trading of futures and derivative products, any of which may be discussed within this publication. Wells Fargo 
Securities, LLC does not compensate its research analysts based on specific investment banking transactions. Wells Fargo Securities, LLC’s research 
analysts receive compensation that is based upon and impacted by the overall profitability and revenue of the firm which includes, but is not limited 
to investment banking revenue. The information and opinions herein are for general information use only. Wells Fargo Securities, LLC does not 
guarantee their accuracy or completeness, nor does Wells Fargo Securities, LLC assume any liability for any loss that may result from the reliance by 
any person upon any such information or opinions. Such information and opinions are subject to change without notice, are for general information 
only and are not intended as an offer or solicitation with respect to the purchase or sales of any security or as personalized investment advice. Wells 
Fargo Securities, LLC is a separate legal entity and distinct from affiliated banks and is a wholly owned subsidiary of Wells Fargo & Company © 2014 
Wells Fargo Securities, LLC. 

Important Information for Non-U.S. Recipients 

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K. incorporated 
investment firm authorized and regulated by the Financial Conduct Authority. The content of this report has been approved by WFSIL a regulated 
person under the Act. For purposes of the U.K. Financial Conduct Authority’s rules, this report constitutes impartial investment research. WFSIL 
does not deal with retail clients as defined in the Markets in Financial Instruments Directive 2007. The FCA rules made under the Financial Services 
and Markets Act 2000 for the protection of retail clients will therefore not apply, nor will the Financial Services Compensation Scheme be available. 
This report is not intended for, and should not be relied upon by, retail clients. This document and any other materials accompanying this document 
(collectively, the "Materials") are provided for general informational purposes only. 

 

 
 SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE 


