
BUDGET HIGHLIGHTS

A Budget to Fight War and Recession:

• Places highest priority on war against terrorism overseas and at home;

• Incorporates the bipartisan approach to economic stimulus that assists
unemployed workers and fosters job creation;

• Reforms the budget to focus on results instead of dollars spent; and

• Funds high-priority initiatives while moderating growth in the rest of government.

Protecting the Homeland

• Equips and trains first responders (firefighting, law enforcement, emergency medical
personnel) to respond to potential future threats ($3.5 billion in grants).

• Counters the threat of bioterrorism with enhancements in hospitals and other public health
systems ($1.2 billion), research and development ($2.4 billion), pharmaceutical and vaccine
stockpile ($400 million), and a national information network for better detection of biological
attacks, as well as natural disease outbreaks ($392 million).

• Secures our borders through improved tracking of the entry and exit of non-U.S. citizens
(+$350 million), more than doubles the number of Border Patrol agents on the northern
border, and enhances Customs Service and Coast Guard operations and equipment.

• Meets aviation security requirements by continuing the renewed commitment to federal
air marshals, hiring 30,000 new federal airport security workers, and installing explosive
detection equipment ($4.8 billion).

Winning the War on Terrorism Abroad

• Supports 250,000 forward-deployed troops and the 1.1 million here at home with a total
defense budget of $369 billion (a 12 percent increase), plus $10 billion more if the war against
terrorism requires it.

• Meets new threats by making investments in transformational activities such as unmanned
combat aerial vehicles ($146 million), precision munitions ($1.2 billion), and intelligence
enhancements.

• Aids countries fighting terrorism abroad ($3.5 billion), expands anti-terrorism and security
training for other countries ($121 million), and expands efforts to diminish the threat of the
proliferation of nuclear and biological weapons ($1.5 billion).
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Returning to Economic Vitality

• Re-proposes a bipartisan approach to economic stimulus that assists unemployed workers and
provides tax incentives to boost economic growth.

• Moderates the growth of discretionary spending, excluding national and homeland security
requirements, to two percent.

• Balances the budget by 2005 without endangering the war against terrorism and homeland
security efforts and without raising taxes.

Governing with Accountability

• Incorporates the President’s five management reforms into agencies’ budgets and plans:
strategic management of human capital, competitive sourcing, E-Government, financial
management, and budget and performance integration.

• Includes a Management Scorecard to measure progress on these five management reforms.

• Shifts the budget’s focus from how much is being spent to what is being accomplished.

• Begins integration of performance measures in the budget process, rates programs based on
their effectiveness, and shifts resources to more effective programs.

• Incorporates the President’s Freedom to Manage Initiative and seeks reprogramming and
reorganization authority to better align programs and resources.

Funds Other Priority Initiatives while Moderating the Growth in Spending

• Education. Funds the No Child Left Behind Act, including $1 billion for the Reading First
Initiative and a $1 billion increase to help low-income students meet new reading and math
standards. Also funds a historically high level of funding for special education ($8.5 billion).

• National Institutes of Health (NIH). Meets commitment to double funding from 1998 levels,
proposing $27.3 billion in 2003.

• Community Health Centers. Funds 1,200 new or expanded sites to serve an additional 6.1
million patients by 2006.

• Medicare Prescription Drugs. Provides a prescription drug benefit in a modernized Medicare
program, and takes immediate steps to begin improving Medicare benefits, including
assistance with prescription drug costs and better coverage options for seniors (+$190 billion
over 10 years).

• Health Insurance. Initiates a refundable tax credit to subsidize up to 90 percent of the cost
for low and middle income Americans who do not have employer coverage ($89 billion over 10
years).

• Breast and Cervical Cancer Screening. Includes a $9 million increase for the Center for Disease
Control and Prevention’s breast and cervical cancer program to expand screening services for
low-income women.

• Compassion. Funds the President’s Compassion and Faith-Based Initiatives ($6 billion
annually when fully phased-in of new charitable giving tax credits, $100 million for the
Compassion Capital Fund, $10 million for Maternity Group Homes, $25 million for Mentoring
Children of Prisoners, and $20 million for a Responsible Fatherhood Initiative).
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• WIC. Serves 7.8 million women and children through the Special Supplemental Nutrition
Program for Women, Infants, and Children (WIC) program ($4.8 billion in 2003).

• Food Stamps. Restores eligibility for many legal immigrants.

• Low-income weatherization. Assists an additional 18,000 low-income families ($277 million in
2003—a 20 percent increase).

• Job Corps. Supports 122 residential training centers ($1.5 billion in 2003).

• Housing. Includes a new tax credit for low and middle income Americans for up to 50 percent
of the cost of constructing a new home or rehabilitating an existing home.

• USA Freedom Corps. Funds the President’s new USA Freedom Corps Initiative.

• Stewardship. Fully funds the Land and Water Conservation Fund (over $900 million) and
maintains commitment to eliminate the National Park Service maintenance backlog by 2006.
Provides record high funding for National Wildlife Refuges (+$54 million).

• Environmental Protection. Provides record funding levels for the Environmental Protection
Agency’s operating budget and its state program grants.

• Science and Technology. Provides a record high request for science and technology efforts at
$57 billion (a nine percent increase).

• Agriculture. Funds a farm bill that will provide a solid safety net for all farmers and ranchers,
expand markets abroad, and increase resource conservation to enhance our environment
(+$73.5 billion over 10 years).

• Energy. To reduce dependence on imported oil, funds a new Freedom CAR and a new Coal
Research Initiative and proposes $9.1 billion in tax incentives over 10 years to develop
alternative technologies, including renewable electricity generation, residential solar energy
systems, and hybrid and fuel cell vehicles.

• International Drug Control. To destroy the crops and labs that produce cocaine at its sources,
funds the Andean Counterdrug Initiative ($731 million).

• Drug Treatment. Supports 52,000 additional drug abuse treatment slots.

• Election Reform. In line with the recommendations made by former Presidents Carter and
Ford, provides $1.2 billion over three years to assist states with the acquisition of new voting
machines, voter education, and poll worker training.

• Tax-Filing. Improves the convenience and eliminates the cost of electronic filing for citizens
with simple tax forms.
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SECURING AMERICA’S FUTURE
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SECURING AMERICA’S FUTURE

The war against terrorism is a war unlike any other in American history. It is a war that must be
fought at home as well as abroad, a war waged on the financial, diplomatic, and intelligence fronts
as much as on the battlefield. We did not choose this war—but we will not shrink from it. And we
will mobilize all the necessary resources of our society to fight and to win.

Fortunately, our resources are great. Yet the challenge before us is great, as well. The terrorists
threaten us not with mighty armies or fleets, but with unpredictable attacks on our civilian
population and critical infrastructure. Therefore, we must protect our nation by defending our
homeland against new dangers from new sources. We will win the war at home and abroad by
destroying terrorist organizations and discrediting their ideology of terror.

Our new war will be costly. Some of those costs will not show up on the government’s books.
Terrorism has already inflicted considerable losses on the private economy, and now entrepreneurs
and employers will have to shoulder the expense of still-tighter security at points of vulnerability.
These are real and heavy burdens for our society. The Administration’s tax reductions adopted by
the Congress in the spring of 2001 will help lighten the load—but more compensatory tax relief will
be needed if our economy is to grow as rapidly as it could.

Government, too, will have new bills to pay. Since the end of the Cold War, defense has been a
dwindling priority in our national budget. By the end of the 1990s, the United States was spending
less of its national income on defense than at any time since the attack on Pearl Harbor. That
will have to change—and the 2003 Budget reflects the new reality. Future budgets will need to
do likewise.

We have new duties, and we will be judged by how we meet them. We are at war, and we must
pay the price to fight a war.

President Bush has called the war against terrorism a “new kind of war.” The lessons of history
are clear, and we are not immune to old mistakes. In the mid-1960s, the United States government
refused to adjust its spending to account for the costs of the war in Vietnam. It insisted on having both
“guns and butter” and got instead inflation that lasted through almost two decades and contributed
to four recessions, including two of the most severe in modern times.

President Franklin Roosevelt made wiser choices during World War II. As war approached, he
husbanded the resources of the nation—and concentrated them upon the nation’s supreme priority:
victory. In fact, President Roosevelt’s 1944 Budget noted that expenditures not related to the war
effort were reduced by more than 20 percent between 1939 and 1942.

President Roosevelt’s vision preserved freedom, and prepared the way for almost a
quarter-century of robust economic growth in the United States and throughout the world. We can
show ourselves worthy of that accomplishment by following that example.
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PROTECTING THE HOMELAND

Together, we will confront the threat of terrorism. We will take strong precautions aimed at preventing
terrorist attacks and prepare to respond effectively if they might come again. We will defend our country;
and while we do so, we will not sacrifice the freedoms that make our land unique.

President George W. Bush
October 8, 2001

Overview

Our nation learned a terrible lesson on September 11th—America has evil, cold-blooded enemies
capable of unprecedented acts of mass murder and terror. The characteristics of American
society that we cherish—our freedom, our openness, our great cities, our modern transportation
systems—make us vulnerable to terrorism of catastrophic proportions. This vulnerability will exist
even after we bring justice to those responsible for the events of September 11th. Indeed, the threat
of mass-destruction terrorism has become a reality of life in the 21st Century. It is a permanent
condition to which not just America, but the entire world must adjust.

The federal government has an absolute obligation to secure the homeland from future terrorist
attacks. This will involve major new programs and significant reforms by the federal government,
several of which are described in this budget. But it will also involve new or expanded efforts by state
and local governments, private industry, non-governmental organizations, and ordinary citizens. The
higher priority we all now attach to homeland security has already begun to ripple through the land.

Homeland security is a challenge of monumental scale and complexity. It will not be cheap, easy,
or quick. Achieving our homeland security objectives will require vast sums of money, strenuous
labor, and many years. Our work has already begun, and it will continue. The American people
should have no doubt that ultimately we will succeed in weaving a proper and permanent level of
security into the fabric of America.

This budget reflects not just our absolute commitment to achieving a much more secure homeland,
but also our determination to do so in a manner that preserves liberty and strengthens our economy.

September 11th and Our Response

The September 11th terrorist attacks on the World Trade Center and the Pentagon have presented
an unprecedented challenge to our nation. The response has been, and must continue to be, equal to
that challenge.

The President’s Budget devotes a total of $38 billion to a host of federal agencies that will develop a new level of security to protect
Americans at home. Throughout this volume, this Minuteman appears at the bottom of pages where a discussion on homeland
security begins.
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16 PROTECTING THE HOMELAND

In the immediate aftermath of the attacks, Congress swiftly appropriated $40 billion to aid
reconstruction, wage war against terrorism, and strengthen our defenses at home.

Aftermath of terrorist attack on the World Trade Center.

In the months since September 11th, the $10.6
billion of the $40 billion dedicated to homeland
security purposes has helped to:

• dramatically increase the number of sky
marshals riding on our airlines;

• support the largest criminal investigation in
U.S. history;

• acquire enough medicine to treat up to 10
million more people for anthrax or other
bacterial infections;

• investigate the sources of terrorist funding, and
then freeze the financial assets of more than
150 individuals and organizations connected to
international terrorism;

• deploy hundreds of Coast Guard cutters,
aircraft, and small boats to patrol the
approaches to our ports and protect them from
internal or external threats;

• acquire equipment for certain major mail
sorting facilities to find and destroy anthrax
bacteria and other biological agents of terror;
and

• station 8,000 National Guards troops at baggage-screening checkpoints at 420 major airports.

Now we will take the next step. When the President established a new Office of Homeland
Security, under the leadership of Governor Tom Ridge, he directed the Office “to develop and
coordinate the implementation of a comprehensive national strategy to secure the United States
from terrorist threats or attacks.”

This strategy will meet four key tests:

• The strategy for homeland security will be comprehensive and will integrate the full range of
homeland security activities into a single, mutually supporting plan.

• The strategy will be a national strategy, not a federal government strategy. The threat posed
by terrorism does not fall neatly within the jurisdiction of the federal government. To defeat
terrorism, the federal government must work with states and localities and the private sector.

• The strategy will commit the federal government to a long-term plan and a long-term budget
to improve homeland security.

• Finally, the strategy will include benchmarks and other performance measures by which we
can evaluate progress and allocate resources. These objectives will set the goals for federal
departments and agencies. They will also give guidance to state and local governments and
the private sector.
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At the same time as we craft our national strategy, we will begin work immediately on four urgent
and essential missions for the defense of our homeland:

• ensuring state and local first responders (firemen, police, and rescue workers) are prepared
for terrorism;

• enhancing our defenses against biological attacks;

• securing our borders; and

• sharing information and using information technology to secure the homeland.

The President’s Budget for 2003, including Department of Defense spending, provides $21 billion
to fulfill these four missions. Including other programs, total spending for homeland security would
rise to $38 billion in 2003—an $18 billion increase over 2002, a virtual doubling of the pre-September
11th levels.

The task of homeland security, however, is extraordinarily broad. The national strategy, therefore,
will go well beyond these four initiatives. The nation’s response to the terrorist attacks, although
impressive in many respects, revealed substantial shortcomings in our ability to prevent, mitigate,
and investigate such events. The sheer size and wealth of America means that we present many
targets to terrorists. Similarly, our freedom and openness makes our society vulnerable. Terrorists
can strike at any place, at any time, with virtually any weapon. But America’s free and open society
has been challenged before and we can meet this new threat without abandoning these fundamental
American principles.

Mission One: Supporting First Responders

Local fire, police, and rescue workers are the first to arrive at

catastrophes, such as the September 11th attacks.

When disaster strikes, the first people
on the scene are our “first responders”—
firefighters, local law enforcement, rescue
squads, ambulances, and emergency medical
personnel. These brave and dedicated men
and women, many of them volunteers, are our
first line of defense when terrorists attack.
More than 300 first responders were killed
in the September 11th attacks on the World
Trade Center and the Pentagon. While others
ran out of burning, collapsing buildings, they
charged in, risking their own lives to save
others.

In this war on terrorism against our
homeland, first responders are the infantry,
protecting our lives and freedoms 24 hours a
day. What they do in the first minutes after an attack can mean the difference between life and
death for the terrorist’s victims. We ask much from them, and they always deliver. Now it’s time
to come through for them.

The President’s Budget provides $3.5 billion to support first responders, a more than twelvefold
increase over 2002. The funds would be used to buy personal protective equipment, emergency
medical equipment, biological and chemical detection equipment, communications, and other items
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18 PROTECTING THE HOMELAND

that local first responders tell us they need. It would help first responders acquire the latest
technology and training that can shave critical minutes or hours off of response time, but due to
the cost may have been out of reach for many localities. For example, this funding could be used to
acquire diagnostic test equipment that can reduce the time required to test for anthrax from 40
hours to a matter of minutes.

In the hours and days that followed the terrorist
attacks on September 11th, communications
between local police, fire, and rescue units
and federal agencies providing assistance
was extremely unpredictable, and in some
cases, virtually impossible. The collapse of
the two World Trade Center buildings knocked
out antennas used for cellular telephones,
threatened emergency communications
systems, and damaged landline switches in
nearby buildings. The limited interoperability
of emergency responders’ communications
equipment, and the inherent complications for
line-of-sight communications in densely built-up
Manhattan, caused further problems. If rescue
workers cannot talk to one another, they cannot
do their jobs.

The funds will also be used to conduct
more frequent regional terrorism drills and
rehearsals, enabling first responders to
work together and identify gaps in their
responses. The funds would be used to
upgrade emergency communications systems
throughout the nation, enabling more first
responders and their agencies to talk with one
another in “real time.” Finally, a portion of this
funding will be dedicated to a new Homeland
Security Corps that will be coordinated by
the Federal Emergency Management Agency
(FEMA) and be a key component of the USA
Freedom Corps.

The role of first responders, who are largely
under state or local control, is a reminder
that our war on terrorism is a national, not
a federal, effort. Under the budget, first
responders will have increased freedom to
determine their own needs and how best to

meet them. FEMA will work closely with state and local officials to ensure their planning, training,
and equipment needs are addressed. FEMA will also be charged with improving the federal
government’s coordination with state and local governments and reducing duplication within
federal agencies.

Mission Two: Enhancing Our Defense Against Biological Attacks

On October 4, 2001, a Florida man named Robert Stevens was diagnosed with inhalation anthrax.
The source of the anthrax attacks is still unknown. But the effects of the attacks are clear: five
people murdered; hundreds treated; thousands tested; and a new American vulnerability laid bare.
The consequences of new, larger, more sophisticated attacks could be much worse. We must have no
illusions about the threat of germ terror.

We learned that we must strengthen effective means to detect and react quickly to
bioterrorism—and that a failure to do so endangers our people and our nation. So the President’s
2003 Budget requests $5.9 billion to enhance our defenses against bioterrorism, principally in the
following four major areas:
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Disease has long been the deadliest enemy
of mankind. Infectious diseases make no
distinctions among people and recognize no
borders. We have fought the causes and
consequences of disease throughout history
and must continue to do so with every available
means. All civilized nations reject as intolerable
the use of disease and biological weapons as
instruments of war and terror.

President George W. Bush
November 1, 2001

• First, the President proposes spending
$1.2 billion in 2003 to increase the
capacity of state and local health delivery
systems to respond to bioterrorism
attacks. The largest share of this
funding, $591 million, would be
provided to hospitals for infrastructure
improvements such as communications
systems and decontamination facilities,
comprehensive planning on a regional
basis to maximize coordination and
mutual aid, and training exercises
that will help the public health and
emergency response communities work
together better. The budget also includes
$210 million for states to assess their existing ability to respond to such attacks, and then
strengthen their capacity to do so. An additional $200 million would be used to increase
state laboratory capacity and related systems to permit rapid collection and identification
of potential biological agents.

• Second, the President’s Budget includes an aggressive $2.4 billion research and development
program to develop technologies that will strengthen our bioterrorism response capabilities
in the mid- and long-term. Almost $1.7 billion would be provided to the National Institutes of
Health to perform fundamental research leading to the development of vaccines, therapeutics,
diagnostic tests, and reliable biological agent collection, rapid identification and monitoring
technologies, and to create a safe and reliable anthrax vaccine. Another $420 million
is proposed for the Department of Defense (DoD) to study the technology and tactics of
bioterrorists and devise countermeasures to the use of biological agents as weapons. The
budget also includes $100 million to improve security at the nation’s biological research
laboratories and $75 million for the Environmental Protection Agency to develop improved
techniques and procedures to cope with future biological or chemical incidents.

• Third, the President’s bioterrorism initiative includes $851 million to improve federal
capabilities to respond to bioterrorist events. The National Pharmaceutical Stockpile will
contain a sufficient amount of antibiotics to provide treatment for 20 million people by the
end of 2002. The budget includes $300 million to manage this stockpile, increase the supply
of chemical antidotes, and conduct the proper planning and training to ensure that states
can effectively receive and distribute stockpile allotments. It also includes $100 million to
improve our ability to distribute and effectively use the nation’s supply of smallpox vaccine
and $99 million for the Food and Drug Administration to enhance the safety of the nation’s
food supply.

• Fourth, the budget proposes spending $392 million to strengthen our ability to detect and
react quickly through improved communications to a biological attack. A key component of
this ability is information management and exchange. The budget includes $202 million to
create a national information management system that links emergency medical responders
with public health officials, enables early warning information to be distributed quickly, and
permits emergency medical care and public health care providers to share diagnostic and
treatment information and facilities. The budget also includes $175 million to assist state
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20 PROTECTING THE HOMELAND

and local public health providers begin to acquire the necessary hardware and assistance to
access this information.

Mission Three: Securing Our Borders

America’s borders must be made secure—and they must remain open. To achieve both these goals,
the border system of the future must gain a new ability to identify low- and high-risk traffic, speeding
low-risk traffic on its way, while focusing the attention of border security personnel on high-risk
traffic. Accomplishing this separation in a quick and reliable manner is an enormously difficult task.
It will require more sophisticated use of data and close cooperation with private industry and other
governments, especially Canada, Mexico, and our other large trading partners.

As it is, nearly a dozen federal agencies are charged with patrolling or inspecting along
the border. The State Department issues visas. The Justice Department’s Immigration and
Naturalization Service (INS) inspects them. The Treasury Department’s Customs Service checks
any bags the visa-holder may bring with him. DoD and the National Guard patrol our skies. The
Coast Guard, which reports to the Secretary of Transportation, patrols our seas. The Department of
Agriculture regulates imports of food, the Commerce Department monitors imports of manufactured
goods, the Food and Drug Administration polices imports of legal drugs, and the Drug Enforcement
Administration tries to halt imports of illegal ones. The intelligence agencies and the new
Transportation Security Administration have important roles as well.

This complex arrangement has evolved over many years, but thanks to the dedicated professionals
who staff it, often produces superb results—including the thwarting of al Qaeda’s Millennium plot
against American targets in 2000.

All of the 19 September 11th hijackers had
entered the United States legally but three
had overstayed legal visas. The Immigration
and Naturalization Service estimates that
approximately 40 percent of persons currently
in the United States illegally have overstayed
legally obtained visas.

Although border security has been
strengthened as a result of the terrorist
attacks, the INS must do a better job of
targeting illegal traffic while welcoming
legitimate travelers. Therefore, the
President’s Budget includes $380 million
to establish a reliable system to track the
entry and exit of immigrants, particularly
those who might pose a security threat to the
United States. The new system will leverage

advanced technology and construction funding to ensure timely and secure flow of traffic. The
Administration’s goal is to complete implementation of this new, comprehensive initiative by the
end of 2004.

Additional funds will be spent to make passports and other documents of North American nations
more compatible with one another and more easily read by one another’s computers—and to develop
other identification techniques to halt illegal entrants and speed and smooth the way for lawful
travelers and cargoes.
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A car waits at an unattended northern border point of entry,

blocked only by orange traffic cones in the middle of the road.

The northern border, in particular, has
become an attractive route for potential
terrorists. Until very recently, many northern
entry points into the United States were not
staffed around the clock; entry into the United
States was sometimes controlled by no more
than orange cones in the middle of the road.
Such measures stop only honest people.

Ending this vulnerability is an urgent
priority that must build on the long history
of cooperative border management between
the United States and Canada, partners in
the largest trading relationship in the world.
In December 2001, the United States and
Canada declared a mutual commitment to
create a “smart border” that could safeguard
against terrorist activity while ensuring the free flow of people and goods. The President’s Budget
provides funds to implement this agreement.

The President’s Budget would more than double the number of Border Patrol agents and
inspectors across the northern border. It supports deployment of force-multiplying equipment,
including remote operated infrared cameras, to monitor isolated areas where illegal entry may have
once occurred. The budget also provides resources to integrate once-separate information systems
to ensure timely, accurate, and complete enforcement data is available in the field.

Mission Four: Sharing Information and Using Technology to Secure the
Homeland

After September 11th, it became evident that important information about the hijackers’ activities
was available through a variety of federal, state, and local databases. It also became clear that there
is no comprehensive system for sharing information relevant to our security across jurisdictional
lines.

The President’s Budget proposes $722 million for improvements to information-sharing within
the federal government and between the federal government and other jurisdictions.

These improvements are often highly technical—and yet are crucial to the successful protection of
our society from terrorist attack. Technology investments will improve the performance of agencies
in preparing for, detecting and responding to homeland security threats. So we will:

• ensure that federal agencies with homeland security responsibilities have needed access to
threat information throughout the federal government;

• establish a process to provide for appropriately secure communications with state and local
officials so they may receive homeland security information in a timely manner;

• ensure that crisis communications for federal, state, and local officials is reliable and secure;
and
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22 PROTECTING THE HOMELAND

• unify federal government security and critical infrastructure protection initiatives, and make
strong security a condition of funding for all federal investments in information-technology
systems.

Sheikh Omar Abdel Rahman, the “blind sheikh” involved in the 1993 car bombing of the World
Trade Center, not only entered the United States legally but was granted permanent resident alien
status despite a terrorist past that dated to the assassination of Egyptian President Anwar Sadat.
Improved information-sharing could make a repeat of such tragic mistakes unlikely.

Other Initiatives

These four missions lead our homeland security agenda—but they are not the whole of it. We must
also finish the job of securing our airways. In 2003, the new Transportation Security Administration
(TSA) will strive to meet the tight deadlines and rigorous aviation security requirements set by
Congress. The TSA is responsible for screening passengers and baggage at each U.S. airport with
commercial air service. The budget requests $4.8 billion for TSA, a 210 percent increase on aviation
security over 2002. It includes funds to:

• complete the hiring of approximately 30,000 new federal airport security workers to check
passenger identities and inspect carry-on and checked baggage;

• accelerate the installation of explosive detection technology so that all baggage loaded in
aircraft is safe; and

• implement other measures to enhance passenger safety and facilitate air travel.

We also propose a robust expansion in domestic law-enforcement work. The Attorney General has
instructed all department bureaus to shift their primary focus from investigating and prosecuting
past crimes to identifying threats of future terrorist acts, preventing them from happening, and
punishing would-be perpetrators for their plan of terror. The 2003 Budget requests enhancements
to the capabilities of the FBI and other law enforcement/intelligence agencies. These enhancements
will:

• enable the FBI to add more than 300 agents and other investigative staff to the surveillance
of terrorists and collection of information about their activities;

• add more than 15 investigators to the Foreign Terrorist Asset Tracking Center (FTAT), to
identify and close down the sources of money that supports the terrorist cells. FTAT and the
Office of Foreign Assets Control work together to seize the terrorists’ assets; and

• add approximately 150 FBI special agents and investigative staff to the task of protecting
our banking, finance, energy, transportation, and other critical systems from disruption by
terrorists, including by cyber attack.

We face new kinds of threats from new kinds of enemies. Defeating those threats will be the great
challenge and the great achievement of this generation of Americans.
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The Homeland Security Budget

To develop the homeland security budget, the Office of Homeland Security and the Office of
Management and Budget (OMB) identified those activities that are focused on combating and protecting
against terrorism and occur within the United States and its territories. Such activities include efforts to
detect, deter, protect against and, if needed, respond to terrorist attacks.

As a starting point, funding estimates for these activities are based on data that has been reported
since 1998 in OMB’s Annual Report to Congress on Combating Terrorism, and include combating
terrorism and weapons of mass destruction (WMD), critical infrastructure protection (CIP), and
continuity of operations (COOP).

In addition, homeland security includes funding for border security (i.e., Immigration and
Naturalization Service’s enforcement and detention activities, Customs’ enforcement activities, Coast
Guard’s enforcement activities, the Agricultural Quarantine Inspection Program, and State’s visa
program) and aviation security.

Since homeland security focuses on activities within the United States, estimates do not include
costs associated with fighting terrorism overseas; those costs are captured within the war on terrorism
abroad category.

The budget uses the Combating Terrorism Report’s definitions for combating terrorism and WMD
preparedness, CIP, and COOP. Combating terrorism includes both antiterrorism (defensive measures
used to combat terrorism) and counterterrorism (offensive measures used to combat terrorism), and
includes the following five categories of activities as they directly relate to such efforts:

• law enforcement and investigative activities;

• preparing for and responding to terrorist acts;

• physical security of government facilities and employees;

• physical protection of national populace and national infrastructure; and

• research and development activities.

CIP is defined as efforts associated with enhancing the physical and cybersecurity of public
and private sector infrastructures, especially cyber systems that are so vital to the nation that their
incapacitation or destruction would have a debilitating impact on national security, national economic
security, and/or national public health and safety.

COOP refers to the capability of federal agencies to perform essential functions during any
emergency or situation that may disrupt normal operations.

As the Office of Homeland Security develops a comprehensive national strategy to secure the United
States from terrorist threats or attacks, it may refine the definition used to establish the boundaries
of this category.
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WINNING THE WAR ON TERRORISM ABROAD

Terrorism is a direct threat to our homeland, but in most cases it is a threat that originates
overseas. U.S. efforts must assure there are no safe havens for terrorists anywhere in the world.
The 2003 Budget provides the resources for that effort.

Fortunately, we do not undertake this struggle alone. As President Bush has said, “[t]he vast
majority of countries are now on the same side of a moral and ideological divide. We’re making
common cause with every nation that chooses lawful change over chaotic violence—every nation
that values peace and safety and innocent life.” The United States is working with traditional allies
and new partners to achieve the goal of eliminating global terrorism. Many of these willing partners
are only beginning to strengthen counter-terrorism capabilities to assure our common success. This
budget requests assistance to support friends who join this global cause.

Terrorism has many faces and takes many forms around the world. The war on terrorism will not
end with the capture of Osama Bin Laden or the destruction of the al Qaeda network in Afghanistan.
Al Qaeda has many widely distributed cells that will not cease their efforts against the United States
simply because we capture or kill Bin Laden. Nor will the destruction of the al Qaeda network
eliminate the threat of international terrorism against the United States. Other terrorist groups
who wish to harm or intimidate the United States will remain. Therefore, even after the combat
operations in Afghanistan wind down, we will still have a great deal more work to do. And this work
will differ in important ways from the wars the United States has waged in the past.

• The war will not be short. The Administration is committed to supporting this effort over the
long-term—we do not expect a quick victory.

• It will follow a different pace. This war will not follow a steady, predictable course. There
are likely to be intense bursts of activity, like the recent action in Afghanistan, followed by
intervals of seeming quiet, though our efforts will not cease until the threat is eliminated.
Americans will be asked for their patience—and their trust as the war proceeds from phase to
phase.

• It will take more than the military to defeat terrorists. We must employ every element of
national power—diplomatic, economic, intelligence, law enforcement, public information, and
the military—to defeat terrorism.

Element One: Diplomatic Power

Following the strong leadership of the President, the State Department created and strengthened
a broad-based international coalition to combat terrorism, not just in Afghanistan, but around the
world. The NATO nations and other allies such as Japan and Australia swiftly offered their help.
We revitalized long-standing relationships with countries such as Pakistan and India, and found
common ground with newer partners like Russia, Uzbekistan, and Tajikistan. The United States is
also leading the international community’s efforts to assist the people of Afghanistan to create a new,
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better future for their nation and region. At the same time, we have begun to work with our partners
globally, regionally, and on a bilateral basis to forge new mechanisms and capabilities to fight the
scourge of terrorism not just today, but in the years to come.

Many of our friends need our help to contribute to the war on terrorism. And the 2003 Budget
makes that help available. It asks for:

• Approximately $3.5 billion for economic assistance, military equipment, and training for states
on the front line in the war against terrorism.

• $121 million for anti-terrorism assistance, training, and equipment to help other countries
fight global terror. As part of this commitment, the President is requesting $52 million to
establish a Center for Anti-terrorism and Security Training (CAST) to provide a consolidated
tactical training capability. Once it is fully operational, the CAST will train 7,500 American
and coalition partners’ law enforcement personnel annually in advanced anti-terrorism and
security measures, thereby enhancing the security of U.S. interests abroad.

• $4 million for the Treasury Department’s Office of Technical Assistance to provide training
and other needed expertise to foreign governments’ finance ministries and offices to combat
terrorist financing.

Another critical step in reducing the potential capability of terrorists is to reduce the likelihood
that they can acquire weapons of mass destruction. The United States continues to support and
strengthen multilateral arrangements that work to prevent sensitive technologies and knowledge
from falling into the wrong hands. An important element of this policy is helping Russia and the other
states of the former Soviet Union to control and dispose of the massive quantities of weapons of mass
destruction and missile materials inherited from the Cold War era. Specifically, the Departments of
Defense (DoD), Energy (DoE), and State manage a set of integrated programs with a combined 2003
funding request of nearly $1.5 billion for Russia and the other states of the former Soviet Union,
including:

• $549 million for ongoing programs to secure, dismantle, and destroy nuclear, chemical, and
biological weapons and their components so that we can avoid the potentially catastrophic
results of these weapons falling into the wrong hands;

• $235 million, an increase of $62 million over 2002, for DoE’s program to secure and better
control dangerous fissile materials to reduce the risk of them falling into the hands of
terrorists;

• $101 million for ongoing programs to engage weapons scientists in peaceful research and help
prevent the spread of the expertise required to build these weapons; and

• $55 million, an increase of $38 million over 2002, for DoD’s biological weapons proliferation
prevention program.

This funding is in addition to over $1 billion in already-appropriated funds currently available for
these programs.

Aggressive public diplomacy is key to eliminating support and safe haven for terrorists and
maintaining the political will to sustain the broad international coalition to fight terrorism over
the long haul. The Voice of America and Radio Free Europe/Radio Liberty are increasing media
broadcasts in and around Afghanistan and throughout the Middle East to help inform local public
opinion about the true nature of terrorist organizations and the purposes of the United States’
war on terrorism. This effort combined with the establishment of civil society and an elected,
representative, post-Taliban government in Afghanistan will encourage support for our efforts to
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end an era of terror. To help make these initiatives a reality, the budget includes $60 million for
continued international broadcasting efforts in this critical region.

Relief workers deliver food aid by raft.

We must provide economic and
humanitarian aid as well. President Bush has
made clear that our concern for innocent life
extends to the nations in which the terrorists
base themselves. The President stated that we
were "at war with the Taliban regime, not with
the good, innocent people of Afghanistan,"
and he committed $320 million of emergency
funds in 2002 for humanitarian assistance
for vulnerable Afghans. The UN World Food
Programme identified 7.5 million vulnerable
Afghans. The United States has now provided
50 percent of the resources required to meet
their needs through the end of March. We will
continue to provide food and other aid to the
people of Afghanistan, as they build a stable,
post-Taliban government.

By assisting democratic aspirations or by
funding education programs to create economic opportunity, the United States can broaden efforts
to discredit terrorism’s appeal.

Element Two: Disrupting The Financing Of Terrorism

On September 23, 2001, the President signed Executive Order 13224, which expanded the
Treasury Department’s power to freeze the assets of terrorist financiers. Since then, the Treasury
has worked assiduously to detect and disrupt terrorist fundraising activities. Between September
11, 2001, and the end of the year, the U.S. government froze $33 million in assets belonging to
supporters of al Qaeda, the Taliban, Hamas, and other well known Middle Eastern terrorist
organizations.

More than 140 countries worldwide are helping to track and block terrorists’ access to money,
and as a result, millions more of al Qaeda and bin Laden assets have been seized. And with U.S.
support, twenty leading industrial nations have adopted a comprehensive action plan to deny
terrorists and their associates access to, or use of, financial systems, both formal and informal. This
budget supports these efforts and will provide the means to promote new international standards to
shut down terrorist financing and stop terrorist money laundering.

Element Three: Intelligence and Law Enforcement Power

Improving our Intelligence Collection, Sharing, and Analysis. Our intelligence agencies
collect vital information on terrorist groups and their activities. The information they gather provides
indications and warnings to law enforcement and military authorities of potential terrorist attacks
against U.S. interests, either at home or abroad. The 2003 Budget provides funding for several
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initiatives now underway to enhance intelligence sharing among federal, state, and local entities.
These include:

• The establishment of a center that will strengthen cooperation between the law enforcement
and intelligence communities; and

• Improved sharing through the Interagency Intelligence Committee on Terrorism, an
organization comprised of more than 60 diverse members, including the CIA, FBI, FEMA,
and the Coast Guard. A key example of the Committee’s efforts is its new relationship with
the State Department to access the Department’s existing databases, which will allow certain
classified intelligence information to be de-classified and released in a timely, useful manner
to a wider audience.

U.S. Marines raise the flag as they set up

a base in Afghanistan. The U.S. military

established a substantial presence in

Afghanistan in an extremely short period

of time.

Improving Law Enforcement Cooperation Overseas.
The Department of Justice, through the FBI, is responsible
for the criminal investigation into terrorist acts overseas
involving U.S. citizens or interests. The FBI objective is
to develop sufficient evidence to support criminal charges
against the terrorists. The FBI also maintains offices in key
overseas locations. In these locations, FBI agents work with
their police counterparts to exchange information that may be
helpful in preventing criminal acts affecting the United States,
including acts of terrorism. In addition, the State Department
maintains a presence of Diplomatic Security agents at every
embassy worldwide. Their established liaison with foreign law
enforcement officials provides a proven platform to further
efforts to prevent and respond to terrorist attacks.

Protecting U.S. Personnel Overseas. Good intelligence
and police work safeguards not only Americans at home, but also
Americans abroad. More than 210,000 U.S. military personnel
and DoD civilian employees are stationed overseas at any one
point in time, and we have embassies and consulates in all but
a few countries around the world. The attacks on the Khobar
towers in Saudi Arabia, on the USS Cole in port in Yemen,
and on U.S. embassies in Kenya and Tanzania have heightened
our awareness of our vulnerabilities abroad. The President’s
Budget, therefore, includes $2.4 billion for physical security
measures to protect our military and diplomatic personnel
overseas, an increase of over $300 million from 2002.

Element Four: Military Power

Winning the War in Afghanistan. On less than a month’s notice, American and British
forces joined with local anti-Taliban troops in an assault on the al Qaeda network and the Taliban
regime that gave it safe harbor. The United States committed several hundred aircraft to Operation
Enduring Freedom. Initially, we inserted small numbers of lightly armed British and American
Special Forces into Afghanistan to support air operations and conduct reconnaissance missions.
They were followed and supported by a Marine Expeditionary Unit and elements of the Army’s 10th

Mountain Division. Relatively small numbers of light troops were able to prevail in Afghanistan. We
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could achieve decisive victories by integrating real time intelligence with sophisticated technologies
in cooperation with indigenous forces.

U.S. military forces were well organized and ready for the initial phase of the war on terrorism.
They are superbly trained, equipped with advanced military technology, and armed with new
tactical and operational approaches. While it would be a mistake to conclude that all future military
operations will look like Afghanistan, it is clear that the President’s ambition to transform our
armed forces has been validated by new missions and requirements defined in Afghanistan.

A U.S. Marine hunkers down as Marines prepare to conduct a cordon and

search raid at a suspected al Qaeda hideout in the Helmand Province of

Afghanistan on January 1, 2002.

Securing the Future. The rapid
success of our forces in Afghanistan
validates America’s strategy of forward
deployment. However, we may not
always be able to rely on local allies
to contribute to our operations. We
also need the capability to conduct
operations on our own. To support
this capability, the U.S. has as many
as 250,000 troops forward-deployed
around the globe at any given time.
These troops conduct important
missions year-round, such as providing
a stabilizing influence on the Korean
peninsula and in the Balkans and
carrying out air operations over Iraq.
At the same time, they stand ready to
serve on the frontline of the current
war against terror.

Another 1.1 million troops on active duty are back in U.S. territory engaged in critical support
missions and maintaining a high state of readiness. The forces at home are frequently rotated
overseas. In addition, forces at home provide critical support functions to make rapid deployment
for combat possible. The U.S. Transportation Command, for example, fields fleets of tanker and
heavy lift aircraft, in many cases operated by National Guard personnel, which give the United
States the flexibility to respond to attacks anywhere around the globe. Logistics units make sure
that we can move weapons, ammunition, equipment, and food rapidly where it is needed—including
humanitarian rations for local populations in cases like Afghanistan.

We must protect our current readiness and operations. Therefore, the President’s Budget provides
a 12 percent increase to bring defense spending to $369 billion, reflecting the President’s commitment
to a sustained, long-term investment in the nation’s security. The budget provides an additional $10
billion, if necessary, for the operational costs of the war against terrorism.

We must also transform our military to meet the new challenges of the 21st Century. This
transformation effort involves not just new technology, but also a new doctrine, new ways of
organizing forces, and new ways of doing business. In order to transform the way our armed forces
fight, this budget sustains funding for operational training activities, upgrades to training facilities,
and other transformational efforts that will make the armed forces more flexible and responsive
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to unanticipated missions. The 2003 Budget includes a number of transformation initiatives,
including:

• unmanned combat aerial vehicles;

• a substantial increase of precision munitions; and

• additional funding to strengthen our ability to collect and disseminate information to
warfighters in a useful and timely way.

The Department of Defense chapter provides more details regarding the military’s
transformational activities.

The U.S. flag, bearing the signatures of rescue workers, friends

and family of victims of the terrorist attacks in New York,

Washington, D.C., Pennsylvania, and the USS Cole, waves in

the breeze.

Conclusion

Again and again throughout this century, the world’s tyrants have made the same error:
underestimating America’s character, resolve, and strength. They have sought war with the United
States to enhance their own power, but they have instead caused their own destruction. This budget
provides the United States with the resources to fight terrorism with diplomacy—with economic
and humanitarian assistance—with police and intelligence work—and with military power. The
challenge is great. With the necessary resolve and resources, the result is certain.
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RETURNING TO ECONOMIC VITALITY

America’s power rests on our economic strength. And it is precisely this strength that the
terrorists targeted on September 11th.

The attacks on the World Trade Center and the Pentagon inflicted serious short-term harm on
the U.S. economy. The terrorists’ hopes of doing more lasting damage, however, will be disappointed.
The American economy is the most productive and most innovative on earth. Free market domestic
policies, free trade, sound monetary policy, moderate regulatory burdens, and declining tax rates will
soon restore growth and employment.

We can achieve an even speedier recovery by adopting the economic-recovery and job-creation
principles proposed by President Bush on October 4th, nearly one million lost jobs ago.

Signs of Economic Slowdown

The economic impact of the terrorist attacks was magnified by the fact that growth had already
begun to slow in the middle of 2000. In March 2000, stock market indices peaked. Over the following
year, household equity wealth fell by over $4 trillion. After expanding at a double digit pace for
eight years, business equipment investment slowed markedly in the third quarter of 2000 and turned
negative in the fourth quarter. At about the same time, energy prices jumped to painful new levels.
Manufacturing was hit particularly hard: in the five quarters starting in the summer of 2000, the
manufacturing sector lost some 1.4 million jobs.

1998 1999 2000 2001

-2

-1

0

1

2

3

4

5

6
1st half 2nd half

Q2

Q3

Economy Slowed Beginning in Mid-2000

Recession
began in

March

Real GDP growth, percent annual rate

Q1

The Administration addressed the looming
recession as soon as it took office, and the
Congress quickly passed a bipartisan tax
relief package. The June tax package reduced
marginal tax rates across a wide spectrum,
including for lower income citizens earning
their way out of poverty. It also doubled the
per-child tax credit, lightened the marriage
penalty, and put $36 billion directly in
consumers’ hands through immediate rebates.
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Chronology of the Recession

The economy weakened beginning in 2000:

• The stock market fell after March 2000.

• Manufacturing output decreased after June 2000 and manufacturing jobs after July 2000.

• Real GDP growth slowed sharply from the second half of 2000 onward.

• Consumers became less confident after September 2000.

• The unemployment rate rose after October 2000.

• Overall jobs fell after March 2001, the official start of the recession.

September 11th deepened the contraction:

• The stock market dropped 12 percent by September 21st.

• Consumer confidence plummeted 26 percent by October.

• Overall jobs fell by 943,000 in the last three months of 2001, and the unemployment rate jumped by
0.8 percentage points.

• Real GDP growth fell at a 1.3 percent rate in the third quarter.

Besides allowing Americans to keep a greater portion of what they have earned, these policies
deliver both short-term and long-term benefits. Tax relief allows taxpayers to keep more of their
own money, supporting consumption in the near-term. Meanwhile, the nation’s long-term outlook is
brightened by improved incentives for work, entrepreneurship, and investment.

Before September 11th, there were signs that the economic slide had begun to slow. Retail sales
picked up in July and August. Steep declines in nondefense capital goods orders appeared to have
ended in August, and the National Association of Purchasing Managers Index of manufacturing
activity improved sharply.

The terrorist attacks cut short these promising developments. Business and consumer confidence
plunged after September 11th. Airlines were grounded. Travel and tourism were devastated. The
finances of the world’s insurance industry were damaged. And firms and individuals throughout
the economy were forced to make heavy new investments in security. These events drove the
economy into a recession. Indeed, The National Bureau of Economic Research—the designator of
recessions—said, “Before the attacks, it is possible that the decline in the economy would have been
too mild to qualify as a recession. The attacks clearly deepened the contraction and may have been
an important factor in turning the episode into a recession.”1

The terrorist attacks imposed heavy new costs on government as well. The economic shock
combined with unexpected new expenditures for defense, homeland security, and domestic
reconstruction pushed the federal government back into deficit. However, if we make the right
choices by stimulating growth and controlling spending, deficits will be small and temporary.

The Administration and the Congressional Leadership agreed in principle that further fiscal
stimulus was needed to prevent a worsening of the recession. The House passed a stimulus plan

1 National Bureau of Economic Research, “The NBER’s Business-Cycle Dating Procedure”, December 13, 2001, page 7.
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and a bipartisan majority for a similar plan coalesced in the Senate. Regrettably, the Senate chose
not to act.

Need for Economic Security Plan

There have been some encouraging trends in the latest economic releases. Yet the number of
unemployed workers continues to rise, incomes are stagnating, business investment remains soft,
and the global economy is weak. The Administration therefore believes that additional measures
must be taken to promote economic growth, create jobs, and avert future economic weakness. The
Administration urges quick passage of an economic security plan modeled along the lines of the recent
bipartisan compromise and has set aside resources for that purpose in this budget.

The Dignity of a Paycheck

It’s important to help workers who’ve lost their jobs.
It’s even more important to help workers find new
jobs. In tough times, people need an unemployment
check; but what they want is a paycheck. Americans
want the independence of a job, and the satisfaction
of providing for their families themselves. A job is
more than a source of income; it is a source of dignity.

President George W. Bush
January 5, 2002

To both create new jobs and assist
dislocated workers, this package should
include:

• Speeding up the tax reductions the
Congress passed last year. The faster
tax rates come down, the faster the
economy will grow.

• Giving tax refunds to lower- and
moderate-income individuals and
families. This will put money in
the hands of people with children to
support and bills to pay.

• Providing immediate assistance to laid-off workers, both by extending their unemployment
benefits, increasing resources available for job training, and by helping them retain their
health insurance coverage.

• Reforming prospectively the alternative minimum tax on businesses. This will ensure
that employers no longer see their tax rates rise as their profits shrink. In tough times,
entrepreneurship should be encouraged, not punished.

• Offering better tax treatment for employers and entrepreneurs who invest in new equipment.
This will help both the people who use the equipment and those who manufacture it.

The Council of Economic Advisers has estimated that the Administration’s economic security plan
could boost 2002 GDP growth by 0.5 percent and lead to the creation of 300,000 more jobs.

The Administration has built its economic forecasts around the assumption that an economic
stimulus package will be enacted. If this does not occur, our growth estimates would be overstated
by the above amount. Unless economic growth can be restored, it will mean fewer jobs, smaller
growth in incomes, and smaller budget surpluses.

Quick action on an economic security plan makes sense. It will speed up the economic recovery
and will help bring laid-off workers back into the job market more quickly.

While the primary emphasis of this budget is the quick recovery from the terrorist attacks
on the United States, the President’s Budget outlines a plan that also provides the fundamental
underpinnings for long-term economic growth. The federal government does not create economic
growth. However, it should foster an environment to allow entrepreneurs, small business, and
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others in the private sector to generate economic growth. Such economic opportunity comes through
promoting free trade, restraining costly regulatory burdens, maintaining low tax rates, simplifying
the tax code, promoting a sound energy policy, controlling federal spending and increasing the
efficiency of government operation. By taking action to reinvigorate growth in both the short- and
long-term, we can thwart the terrorists’ efforts to undermine our economy and our well being.
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BUDGET IMPLICATIONS OF THE WAR

The nation faces significant challenges in the near-term in prosecuting the war on terror abroad
and defending our homeland from attack, in addition to rejuvenating economic growth. These efforts
will require substantial budgetary resources. Fortunately, the United States has abundant resources
to tap. However, in order to ensure that the fiscal outlook remains positive over the longer-term,
tough fiscal choices must be made to direct funds toward priority endeavors and away from poorly
performing government programs. New budget process reforms are needed to expedite this process.

Overview

1970 1974 1978 1982 1986 1990 1994 1998 2002 2006

-7

-6

-5

-4

-3

-2

-1

0

1

2

3

Budget Position as Share of GDP

Budget
Surpluses

as a
percent
of GDP

Budget
Deficits

as a
percent of

GDP

Shaded areas show fiscal years with recession troughs.

The response to the terrorist attacks, both
at home and abroad, and the onset of recession
have caused a notable shift in the near-term
fiscal outlook. Deficits now look likely over at
least the next two years. However, assuming
the government pursues pro-growth policies
and controls spending, the budget should be
back in surplus by 2004 or 2005.

The overall fiscal position remains strong
even with this temporary move into deficits.
The 2003 deficit is projected to be less than
one percent of GDP—this compares with a
4.5 percent deficit during the last recession.
Indeed, despite simultaneous war, recession,

and emergency spending, 2002’s fiscal position will be better than that recorded in any year between
1975 and 1996.

Impact of Recession

One would expect the fiscal picture to deteriorate as the economy goes into recession, even absent
the multi-front war on terror. Tax receipts decline as activity slows, while expenditures rise for
cyclically sensitive programs like unemployment insurance. Furthermore, it is good economic policy
to reduce tax burdens explicitly during a recession, in order to limit the economic slide and hasten
recovery. While such policy actions may worsen the deficit in the near-term, they will improve the
fiscal outlook in the long run since it is growth that ultimately generates any surpluses.
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Evolution of the 2002 Fiscal Projection
(In billions of dollars)

2002

2002 Budget Baseline Projection ................. 283

Weaker Economy........................................... −197

Enacted Spending ......................................... −54

June Bipartisan Tax Relief Package............ −40

2003 Budget Baseline Projection ................ –9

Economic weakness has been the
largest source of erosion in the current
year’s fiscal projection, followed
next by spending stemming from the
September 11th attacks. Economic
changes accounted for two thirds of the
deterioration in the projected baseline
fiscal position since the last year.
Spending accounted for an additional
20 percent of the decline.

Debt and Interest Savings

The combined effects of recession
and war have interrupted progress in paying down our publicly held debt. Nonetheless, debt will
continue to diminish as a factor in our fiscal affairs. The ratio of publicly held debt to GDP will
decline steadily from 2002 onward. After hitting 50 percent in the mid-1990s, the debt/GDP ratio
will be 33 percent in 2003 and is projected to fall to 25 percent by 2007. Further evidence of this
constructive backdrop can be seen in the Treasury Department’s decision last fall to discontinue
issuance of the 30 year Treasury bond.
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Interest Costs Continue to Fall
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As the share of publicly held debt to GDP declines, interest costs will continue to fall as a share of
total outlays. After totaling 15 percent of federal outlays in the mid-1990s, this burden will be only
nine percent in 2002, dropping to eight percent by 2007.

Debt Limit

The federal government issues debt to the public in order to finance its budget deficits. As noted,
this debt is expected to be broadly stable in dollar terms over the next five years, while declining
as a share of GDP. However, the government also issues special Treasury debt to the federal trust
funds that generate surpluses, including Social Security. While debt held by the public is a more
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meaningful measure of the government’s effect on private financial markets, Congress tracks the
sum of publicly held and governmentally held debt, and imposes a limit on the amount of total debt
outstanding. Since governmentally held debt rises steadily over time, the debt limit must be raised
periodically even if debt actually owed to the public is not growing. In fact, debt subject to limit
continued to rise during 1998–2001 even as the publicly held debt decreased.

The current limit on total debt is set at $5.95 trillion. In the Mid-Session Review for 2002, total
debt was expected to breach this limit by 2004, due to ongoing trust fund purchases of Treasury
securities. Given the deterioration in the near-term fiscal picture due to the war and recession,
however, the debt limit now looks likely to be hit in early 2002.

The Need for a Realistic Budget Window

The events of last year underscore the difficulty of making reliable budget estimates even one year
ahead. No one expected the economic and fiscal fall-out that resulted from last September’s terrorist
attacks and the onset of recession. Similarly, no one knows what types of economic or political shocks
will arise in the future. The uncertainty surrounding such events should make us cautious as we
attempt to formulate our budget projections.

Indeed, over the last six years, the 10 year fiscal projections have varied to a stunning degree.
In the 1997 Budget, rising deficits were forecast totaling $1.4 trillion over a 10 year horizon. By the
2002 Budget steadily rising surpluses were projected over a 10 year period, totaling $5.6 trillion. Due
to the events of last year, the latest projections are in between these wildly divergent estimates. Such
enormous swings over a short period of time raise doubts about the usefulness of 10 year projections
and lead one to conclude that the recent experiment with 10 year budget projections has been a
failure. Consequently, the Administration intends to phase out the use of 10 year budget projections
completely by the 2004 Budget. This year’s budget will still provide aggregate 10 year projections
for those who follow and still find value in such numbers (see Summary Tables). However, agency
totals and supporting detail will be limited to five year projections.

Recent Experience

It is easy to forget that 10 year budget forecasts are a relatively new phenomenon. The 1996
Mid-Session Review was the first budget document to use 10 year projections. In the prior 25 years,
five year budget windows were the norm. (In fact, prior to 1971, three year budget windows were
used.)

Indeed, even five year estimates are fraught with uncertainty. The average absolute errors in
projecting the surplus or deficit since 1982 have been large, and they increase in each year of the five
year budget window. There has been a $75 billion average absolute forecasting error for the budget
year alone (i.e., 2003 for this budget). This rises steadily to $205 billion by the fourth year following
the budget year (i.e., 2007 for this budget). Since the experiment with 10 year budget projections
has been brief, data are not yet available to assess the average miss beyond five years. However,
the rising average absolute errors over the first five years point to steadily rising errors over the
subsequent five years as well. (For more information on the historical record of differences between
estimated and actual surpluses, see Chapter 18 of the Analytical Perspectives volume, Comparison
of Actual to Estimated Totals.)
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Average Absolute Miss in Budget Projections: 1982 to 2001
(In billions of dollars)

Budget Year
Budget Year Plus

One
Budget Year Plus

Two
Budget Year Plus

Three
Budget Year Plus

Four

75 109 147 179 205

History suggests that the current projections could be off by an enormous margin. A 90 percent
confidence range around the current projections stretches from plus $480 billion to –$480 billion
around the 2007 surplus estimate. Based on the trend seen in the first five years, this confidence
range would be expected to widen further beyond 2007.

The Congressional Budget Office (CBO) has made similar calculations and has estimated even
larger uncertainty bands.

Responses to Uncertainty
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There is widespread recognition of the
difficulties involved in making multi-year
projections. For instance, the Administration
and CBO only attempt to forecast the economic
cycle for the 18–24 month period following
the budget submission. Thereafter, both
simply assume that the economy returns to
its long-run sustainable rate of growth. Most
private economic forecasters do not project the
economy beyond a one to two year horizon.

In light of the remarkable swings over the
last several years, it is time to acknowledge the
limitations of 10 year budget forecasts. Rather
than continue to assign false confidence to
these numbers, the Administration will begin
shifting back to a maximum time horizon of five years.

Budget Reforms

It is critical that the increased funding for the war on terrorism and restoring economic growth be
matched with restraint in other areas. This is necessary in order to avoid a worsening of the nation’s
long-term fiscal and economic outlook. Budget reforms are needed to enforce such restraint.
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Recent Experience

The current budget process is flawed. Instead of coming to agreement on the broad outlines of
the budget at the beginning of the year, there is often lengthy debate on spending levels that often
culminates in an explosion of spending in a disorderly process of stop-gap funding measures and
enormous omnibus bills, late and over budget.

Last year was an extraordinary year, and the Congress moved swiftly to send the President a $40
billion emergency appropriations bill within three days of the terrorist attacks. Thereafter, spending
threatened to spin out of control until the President stated he would veto any appropriations bill
that exceeded the funding levels he had worked out with the Congress. Ultimately, the President
succeeded in keeping spending within the agreed-upon levels.

However, this achievement came at the cost of an extended delay in the enactment of the 13
regular appropriations bills that fund the government, with the last three bills being signed into
law on January 10, 2002, over three months past the October 1, 2001 deadline. Two of the nation’s
departments with the highest priorities, the Departments of Defense and Education, had to wait
over three months to get their budgets. Such delays are unfortunate during ordinary times, but are
intolerable when the nation is fighting a war both at home and abroad.

Need for Legally Enforceable Mechanisms

Last year’s success in staying within preset budget limits should be institutionalized through the
use of legally enforceable mechanisms. These mechanisms include making the budget resolution a
law and extending statutory limits on spending. Such action is necessary if we are to maintain overall
spending discipline, while allocating resources to our defense, homeland, and economic priorities in
a timely fashion.

Conclusion

Despite the simultaneous impact of the war on terror and a recession, the nation’s fiscal outlook
remains positive. The 2003 deficit is expected to be less than one percent of GDP. Furthermore, if
growth-promoting policies are pursued and spending restraint is exercised, deficits will be both small
and temporary.

As the nation addresses its defense, homeland, and economic priorities, however, growth in the
rest of government must be restrained to prevent an explosion in spending. To achieve this goal,
budget process reforms are needed. Greater efficiencies must also be demanded from government.
This is a good idea at any stage, but is imperative in the current environment. By highlighting good
and poor performers, this budget attempts to set such a process in motion.
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