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Thank you, Chairman Nussle, and members of the Committee for the opportunity to speak on
the challenges in meeting the nation’ s future obligations in its domestic entitlement programs. While
these programs provide vital resources to many American households, these programs also face
enormous financial shortfalls during the next several decades.

The purpose of this testimony isthree fold. First, it documents the looming financial problems
in the nation’s entitlement programs. Second, it demonstrates how the current federal budget
framework encourages the U.S. Congress to promise more in the form of future entitlement spending
than can actually be afforded; conversely, the federal budget makesit difficult to reduce these
unfunded obligations. Third, this testimony shows how various budget frameworks and rules are
ineffective at controlling entitlement spending. A new framework is then recommended.

Entitlement Spending Dominates the Budget Landscape

Asyou can see from Figure 1 (also see Table 1 in Appendix) that is based on the President’s
2006 Budget, the nation’ s largest three entitlement programs — Medicare, Social Security, and
Medicaid —will grow rapidly over time and absorb almost all projected federal revenue within the
lifetime of young people alive today. Medicare represents the largest problem at the federal level,
followed by Social Security and then Medicaid. However, unlike the other two, Medicaid is shared
between the federal government and the states, and represents a growing problem at the state level.

Figure 1
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Source: The Presidents 2006 Budget, Analytical Perspectives, p. 209; also see Table 1 in Appendix

Figure 1is, infact, fairly optimistic for several reasons. First, it assumes no fix of the
Alternative Minimum Tax (AMT). The AMT will continue to tax an increasing number of households
over time since the AMT’ s thresholds are not indexed to prices. Second, consistent with the Medicare
Trustees assumptions, these cal culations assume that health care costsin the future grow at a much



slower rate than they have in the past. Third, these calculations don’t show the shortfalls after 2075;
these financial problems do not subside after the baby boomers generation passes on.

Table 2 in the Appendix presents an alternative perspective that shows the present value of al
future cash flow deficits for the government as awhole as well as specifically for the Socia Security
and Medicare programs. Future cash flow deficits are discounted -- that is, reduced -- by the
government’s borrowing rate in order to demonstrate the amount of money needed today (if invested
with interest) that would place government policy on a sustainable course. For 2005, the federal
government currently faces a present value imbalance equal to about $65 trillion, of which Medicare
alone contributes $63 trillion. The new prescription drug benefit alone costs about $17 trillion.

This $65 trillion imbalance is about $20 trillion more than the value of all U.S. corporations,
homes, and land in the United States. Thisimbalance could, in theory, be eliminated by increasing
uncapped (HI) payroll taxes immediately and per manently by an additional 22.4 percentage points,
thereby more than doubling the current employer and employee combined payroll tax of 15.4 percent.
Of course, such apolicy would first send the U.S. economy into atailspin and collect little revenue.
Instead, the growth of entitlement spending must be controlled in order to avoid economic collapse.

Delaying action will place an even larger burden on the economy. Table 2 shows that in 2010,
or just 5 years from now, the nation’s present value imbalance will increase to over $79 trillion if no
action istaken. Such an imbalance could, in theory, be eliminated by increasing uncapped (HI) payroll
taxesimmediately and permanently by an additional 23.9 percentage points. In other words, the
reguired payroll tax increase would increase by 1.5 percent pointsin just 5 yearsif no action is taken.
Clearly, quick action is needed to avoid a disintegration of the standard of living in the United States.

Budget Horizons

Why do we face such alarge shortfallstoday? The answer is very straightforward: The current
federal budget framework encourages policymakers to over-commit to future entitlement spending
because the true long-term costs are not properly tracked in the budget.

The standard five-year or 10-year projection window, in particular, substantially underestimates
the costs of entitlement programs. For example, before Medicare Part D (prescription drugs) was
passed by Congress toward the end of 2003, it was scored as having a 10-year cost of $400 billion
between 2004 and 2013. Controversy erupted when it was learned, after the bill was signed into law,
that the cost would be closer to $535 over this sametime period. Today, the cost of Part D is estimated
to equal $724 billion over the 10-year period between 2006 and 2015, assuming that the cost savings
assumed in the score actually materializes. Virtualy all of the increase in cost of Medicare Part D,
from $535B to $724B, comes from simply shifting the 10-year window to include 2014 and 2015.

In their annual reports, the Social Security and Medicare Trustees have traditionally focused on
the “actuarial deficit” that includes the present value of the program’s shortfall over the subsequent 75
years. While 75 years might seem like along projection window, it is aso inadequate:

“Doing the calculations for a 75-year horizon understates the deficiencies, because the 75-
year actuarial calculations omit the large deficits that continue to occur beyond the 75"



year. The understatement is significant, even though valuesin the distant future are
discounted by alarge amount.” (President’s 2006 Budget, Analytical Perspectives, p. 217)

For example, the 1983 Social Security reforms were designed to eliminate Social Security's
shortfall over the subsequent 75 years, that is, until 2057. Today, only 22 years |ater, Social Security
faces another multi-trillion dollar deficit calculated over 75 years, that is, until 2079. Over 60% of the
Social Security shortfall we see today consists simply of moving the 75-year window to include the
new cash flow deficitsin the years between 2057 and 2079. The *moving-window problem” iseven
worsetoday. If areform today balanced Social Security for just 75 years, then in just two decades, the
new 75-year imbalance would equal the 75-year shortfall that we face today. In other words,
attempting to balance Socia Security for 75 years only provides about 20 years of actual progress.

In response to this problem, Social Security’s chief actuary, when scoring a proposed piece of
legidation, will often determine whether it will allow the Social Security program to become
“sustainably solvent.” In particular, he determines whether a proposed |egislation eliminates the 75-
year imbalance and produces time path of values for the Social Security trust fund that isincreasing
toward the end of the 75-year window. The critical assumption isthat the trust fund will continue to
increase in value after the 75" year. Thisjoint criterion, though, has two problems. First, it cannot be
used for programs like Medicare that are not self-financing. Second, thejoint criterionis easy to
“game” with avast array of different policy reforms that produce additional revenue inside of the 75-
year window but require larger outlays after the 75" year, e.g., increasing Social Security’s maximum
taxable earnings. In other words, the assumption that the trust fund continues to increase after year 75
simply because it isincreasing before year 75 is often incorrect.

Reforming the Budget Framework

A new federal budget framework, therefore, is needed that includes the present value of all
future federal sources of revenues and outlays, and not just over alimited time horizon. Table 2
provides a summary of a new federal budget framework that accurately includes the present value of
all of the federal government’ s sources of revenues and outlays into the indefinite future, thereby
removing any incentive to over-commit.! Table 2 is decomposed into the major spending categories,
including Medicare, Social Security, and the Rest of Government. Additional details could also be
provided within this framework. For example, the present value of Medicaid’ s shortfalls and defense
spending could be listed under “Fiscal Imbalance in the Rest of Federal Government.”

For the major entitlement programs, Table 2 also decomposes the present value shortfalsin
Medicare and Social Security into the present value of overspending on past and living generations
(those age 15 and over as well as the deceased) and the present value of overspending on current and
future generations (those age 14 and younger as well as the unborn). This generational decomposition
isimportant because major entitlement programs are mostly financed on a pay-as-you-go basis where
taxes on workers are distributed almost immediately as benefitsto retirees. Currently, Medicare and
Social Security face shortfalls because future tax revenue doesn’t equal outlaysin present value.

1See Jagadeesh Gokhale and Kent Smetters (2003), Generational and Fiscal Imbalances, AEI, 2003, updated in Gokhale
and Smetters (2005), “Measuring Socia Security’s Financial Problems,” NBER Working Paper #11060. These
calculations are based on the President’ s 2005 FY Budget assumptions and are currently being updating for the 2006 FY .



An entitlement program that is financed on a strict pay-as-you-go basis would not produce cash
flow deficits and, hence, would not lead to present value imbalances. Nonetheless, it would transfer
considerable wealth between generations. The reason is that retirees and near-retirees dlive at the time
that this policy is enacted are given resources for which they paid little or nothing during their working
years. These resources are paid for by younger workers and future generations who must pay
additional taxesinstead of investing their money and earning investment income. The generational
decomposition shown in Table 2 would indicate this transfer.

These types of new measures have been recently included in their annual reports by the Social
Security and Medicare Trustees for those specific programs. The Social Security Trustees began
reporting Social Security’s present value imbalance, along with its breakdown between generations, in
its 2003 Report, and continued with its 2004 Report. A technical panel composed of leading
economists and actuaries who were appointed by the independent, bipartisan Social Security Advisory
Board “strongly endorsed” the inclusion of these newer measures.* The Medicare Trustees began
including these measuresin their 2004 Report.

Present value projections of the type shown in Table 2 have sometimes been criticized as being
“sengitive” to the underlying demographic and economic assumptions. While it is true that the dollar
value of these imbalances are sensitive to different assumptions, the values of the imbalances relative
to the present value of tax receipts or outlays is generally not that sensitive, since both the numerator
and denominator move in similar directions.* In other words, the size of the policy reformthat is
needed to balance entitlement programsis not very sensitive to the key underlying assumptions.

Current Reform Proposals

The President’s 2006 Budget proposes the reenactment of various pay-as-you-go rules on
mandatory spending that were formerly in the Budget Enforcement Act, “except that it does not apply
to tax legidation. It also does not permit mandatory spending increases to be offset by tax increases.”
(President’s 2006 Budget, Analytical Perspectives, p. 238). It isunclear whether Congress will impose
this set of asymmetric constraints on future budget authority. Without these asymmetric constraints,
however, the pay-as-you-go requirement would still alow pay-as-you-go entitlement programs to
transfer large sums of resources from workers and future generations toward retirees. The pay-as-you-
go rule would also prevent positive reforms to entitlement programs that required an upfront
investment but produced long-run reductions in unfunded obligations in present val ue.

The President’ s 2006 Budget also proposes * new measures to prevent enactment of legislation
that worsens the long-term unfunded obligations of Federal entitlement programs.” (President’s 2006
Budget, Analytical Perspectives, p. 240). The Budget does not explicitly define these measures but its
own analysis suggests something close to Table 2. However, the Budget’ s focus on just entitlement

2 Similarly, atax cut in the short term that is financed by an equal present value tax increase in the long term would also
change the generational decomposition.

8 2003 Technical Panel on Assumptions and Methods, Social Security Advisory Board [available at:
http://www.ssab.gov/NEW/documents/2003T echni cal Panel Rept. pdf, check on 2/13/05]

* See Gokhale and Smetters (2003), op cited. One exception is the assumed growth rate in health care spending relative to
GDP. Following the Medicare Trustees, we used very optimistic projections over the first 75 years (1% over GDP); after
year 75, we made the even more optimistic assumption of identical growth with GDP. Despite these optimistic
assumptions, Medicare still faces avery large present value imbalance.



http://www.ssab.gov/NEW/documents/2003TechnicalPanelRept.pdf

programs could allow for some “gaming” vis-a-vis genera revenue transfers unless those transfers are
explicitly excluded when calculating the entitlement program’s present value imbalance, asin Table 2.
Senator Joe Lieberman introduced the Honest Government Accounting Act of 2003 (S. 1915) into the
108™ Congress (1% Session) that would help ensure that the government fully accounts for its explicit
debt and implicit unfunded obligations. It deserves careful study.

Federal Programswith Contingent Liabilities

Although my invitation letter asked me to testify before the Committee on my views “on our
challenges in meeting the obligations of domestic entitlement programs,” let me close with afew
words about the budgetary treatment of several federal programs with contingent liabilities that
represent a non-trivial risk to the budget, including the Pension Benefit Guarantee Corporation (PBGC)
and the Terrorism and Risk Insurance Act of 2002 (TRIA). Currently, the PBGC has about $39 billion
in assets and so it can meet its obligations for several years. But the PBGC also has about $62 billion
in liabilities and so it will face large funding shortfallsin the future.®> The Administration has proposed
a set of new reforms that will reduce the PBGC's likely shortfall, but risks still remain. TRIA exposes
the federal government to $100 billion in possible |osses after aterrorist act. The fair market values of
neither of these contingent liabilities appear in the President’s budget.® Instead, these programs, along
with other federal programs such asthe FDIC, are treated on a cash flow basis. Infact, quite
perversely, premium income collected by the PBGC and FDIC often appears to provide revenue.

Under The 1990 Credit Reform Act, the cost of direct loans and loan guarantees must be
recorded in the Budget. Thiscost is calculated as the present value of all cash flows over the life of the
loan, discounted using the interest rates on Treasury securities of the same maturity. This Act, for
example, coversthe federal government’s student loan program but does not cover the contingent
liabilities noted above. While Credit Reform was a step in the right direction, it still falls short because
the true economic costs of the loans and |oan quarantees, as reflected in the values that the market
would place on the underlying risks, are not incorporated.

Options pricing and other pricing techniques should be used to determine the market value for
the contingent liabilitiesin the PBGC, TRIA, and FDIC program as well as for the programs covered
under Credit Reform. A “zero” cost (or, in some cases, a negative cost) -- which is currently assumed
in the Budget for many of these program — currently encourages policymakers to create seemingly
“free” contingent liabilities.” Requiring that the market values of these programs be included in the
budget would remove this bias.

Mr. Chairman, thank you again for the opportunity to share my views with you and the
Committee.

® President’ s 2006 Budget, Analytical Perspectives, p. 104.
6 Currently, the CBO includes an estimate for TRIA in its baseline but OMB does not.
7 See, for example, CBO, “Estimating the Value of Subsidies for Federal Loans and Loan Guarantees,” August 2004.



607 "d ‘saanoadsioJ [eonAreuy 103png 9007 SIUAPISAL] Y, :90IN0S

v'81- 9'€l- o0or- vL- Le 6'0- g€ (=) moya( Jo snpdang

€€l L6 69 8t 0T 6l N | JsaIauy PN

01 't 1 | L1 07c 87 BRO

e 0¢ 87 9T |4 61 Sl PIBOIpN

0l I'e 6'L 0L 9Y e v SIBOIPIN

'O 79 o 09 183 8% (4% Amoog [e10og

C'1C <6l 0'81 691 8¢l 911 601 Arojepuey

6'S 6'S 6'S 6'S 6'S 6'S 6'L Areuonaaasiq

Ll 1's€ 8'0¢ 9'LT 8'1¢ ol €'0¢ s&epInQ

0°CC €'Ie 6'0¢ (4114 16l €81 891 s1d1eaoy
€LOT €907 €507 $+0T €20T €107 €007 LAV LaLIN |

(ddD JO IUNIJ © SY) SIS ISURY J93png [B1PI,] uny-3uo| : qeL



L

‘suondumsse o1mou09? A Iopun paje[no[ed pue 123png pue JUSWaSeurN JO 991JJO SU) WOIJ paure)qo UOHRWIONI }93png S00Z A UO paseq

"600T “09011# 1odeq Juryio py YHAN SWOIGOL] [BIOULUIL] §, NS [BI00§ SULMSEIAL, “(S00T) SIONOWS PUE S[EUNOL) 990§
11 90NPAI SISqUINU dAT}BZU pUB SOUR[RqUI 3} O} PPE SI2qUINU dANISOJ .

LLS'TEE  TEF'STE  €8L'LIE  0€£9°60€  PSETOE  9€H'H6T  €90°16T l[014eq paddesun jo anjeA jussard

STS'PL8  OFT'SS8  9S9'PE8  GISTI8  €EL06L 09TTLL  1T6°T9L d@D J0 onJeA JUIsaId
Sw ONWHIA

89¢‘S r6T'S 061°S 990°S 816t rPIL'y 1Hy ANqnd 243 Aq PIPH 199

3 4IXY 8T 8r9°C PSHT 69T 780°C SI6°1 spuny JsnA AILIPIAL pue KIS [B10S 03 SAI[Iqul]

ISLPT-  S6EFI-  800¢4I-  16S€l-  SEI'€l-  TI9°TI-  €F6TI- SINUIANY JIAQ SAE(INQ dININY $SIIXY

169°99-  S9€°¢9- 69079~  1SLTO-  0SE19-  LS86S-  LTE'SS- SUOREISULL) a1,

POE b= SOVOb-  1EF'6€-  LIP'8E-  STELE-  9S1°9¢-  6E6'bE- suoneIdUL L) SUIAI']

€S0°801- OLL'SOT- 00S°€01- 89I°101- SL986-  €10°96-  99T°€6- SONUIADY 21,

POE°€6 SLE'T6 61°68 9LS'LS LES'CS [ €T€°18 s&epnQ amyn, |

6£€'9- 8ST‘9- 1L19- 1L0°9- 1S6°c- S08‘s- 809°c- JUIWIUIDAGD) [BIIPI JO IS9Y 243 Ul dUB[RqU] [BIST]]

1€Ter F8I‘TH 8ST'IH SITOF 870°6€ $88°LE 8TL9E (wroqun +) - 93¢ ‘SWNIWAIJ PUB SIXB, $SI] S)yjouag danny

18¢- 99¢- 0%¢- cee- 0ce- c6C- (414 pun,{ isniy,

899°T€ 9TT'1€ 7€8°67 SOP'8T L60°LT STLST SLEPT SUONBIOUAL) SUIAI'T JO S)JOUAE JON 2Imn{

L8TTE 098°0€ £8+°6C 0SI'8T  LLL'9T 0€H'ST +60+T (Pas®aIap +) +GT 93¢E ‘SWNIWAI PUE SIXE, $SI[ $JJoUdg danjnyg

8IS'SL PrO‘EL 1+9°0L 6+T‘89 $08‘S9 SIE'ey 7809 SIBJIPIIAL Ul due[equ] (8IS

8IS‘I- LTS T- Sec'T- £re'1- LPST- LFST- €bS'T-  (uroqun pue) MopPq pue ] 95e d50Y) ‘SIXE, $SI[ sJoudg daninyg

99°C- LY T~ L6T°C- 0zl 616 1- L8LT- r€9'1- pun{isniy,

SEEY1 L8LET YA 6TLTI S0TTl 989°11 81°11 SUONBIOUAL) SUIAI'T JO S)JOUAE JON 2Imn{

9L9'T1 TIETT 85601 01901 98z 01 6686 6rs'6 (pasea39p pue) 1940 pue T ATE IS0 ‘SIXE, $SI[ SHoUIg danny

8SI01 F8L6 £€TH'6 L90°6 0IL'8 7se’8 900'8 A)ndoag [e120g Ul dduB[Eq ] [BISI]

6€€°9- 85T°9- IL1°9- 1L0°9- 166°G- S08°s- 809°G- JUSUILLIDAOL) TBIOPI JO 159

81S°GL PrOEL 1#9°0L 6¥7°89 S08°S9 SIE€9 7T8°09 SIBIPIN

8S1°01 78L%6 €Tr°6 L90°6 01L°8 75€°8 900°8 Amoog [eroog

LEE 6L 0LS9L €68°€L SKTIL 9589 198°¢9 07T'€9 JUIWUIIA0CY) [BIIPI] "S'()--ddUB[eqU] [BISI] [BI0],
0102 6007 8007 L00T 900C €007 r00T LAV LaLIN |

_(SIR[IOP $00T JULISUOD JO SUOH[I]) UMOYS IBIX ) JO PUT JE SDUL[EqUI] [CUOPEIIUID Puk [LISL] 1T AqEL




