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GAO’s Long-Term Fiscal
Simulations

Since 1992, GAO has published long-
term fiscal simulations of what might
happen to federal deficits and debt
levels under varying policy assumptions.
GAO developed its long-term model in
response to a bipartisan request from
Members of Congress who were
concerned about the long-term effects
of fiscal policy.

GAO runs two simulations:

e Baseline Extended follows the
Congressional Budget Office’s
(CBO) baseline estimates for the
first 10 years and then holds
revenue and spending other than
large entitlement programs constant
as a share of gross domestic
product (GDP).

o The Alternative simulation is based
on historical trends and
preferences. Discretionary spending
grows with GDP rather than
inflation during the first 10 years,
Medicare physician payment rates
are not reduced as in CBO’s
baseline, and expiring tax
provisions, except for those enacted
in the American Recovery and
Reinvestment Act (Recovery Act),
are extended until 2019 and then
revenue is brought back to about its
historical level.

Recovery Act provisions are included in

both simulations but are assumed to be

temporary.

GAO updates its simulations as new
estimates become available from

CBO and the Social Security and
Medicare Trustees. This update
incorporates CBO’s March 2009 baseline
projections. Additional information can
be found at:
http://www.gao.gov/special.pubs/long
term/.

For more information, contact Susan J.
Irving at (202) 512-6806 or
irvings@gao.gov.

The new President, the new Congress, and the American people have been
understandably focused on addressing problems with financial markets
and responding to the economic downturn. However, the nation will need
to apply the same level of intensity to the nation’s long-term fiscal
challenge. As shown in the figure below and the attached charts, GAO’s
updated simulations continue to show escalating and persistent debt that
illustrates the long-term fiscal outlook is unsustainable. By 2025, debt held
by the public under the Alternative simulation exceeds the historical high
reached in the aftermath of World War II.
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Figure 1: Debt Held by the Public under Two Fiscal Policy Simulations
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Note: Data from GAO’s simulations based on the 2008 Trustees’ assumptions for Social Security and Medicare. We
also run simulations using CBO's Social Security and Medicare projections; the results are not materially different.

GAO’s updated simulations reflect the effects of policies undertaken to
stabilize the financial markets and stimulate the economy through mid-
March 2009. According to CBO’s March 2009 estimates, the actions taken
to date and the weakened economy will produce a surge in debt held by
the public in fiscal year 2009.

While the factors driving the near-term outlook can be and have been quite
volatile, the long-term fundamentals have not changed. Health care costs
are still growing faster than the economy and the nation’s population
continues to age. GAO’s long-term simulations show that absent policy
actions aimed at reforming the key drivers of our structural deficits—
health spending and Social Security—the federal government faces
unsustainable growth in debt. The longer that action to deal with the
federal government’s long-term fiscal outlook is delayed, the greater the
risk that the eventual changes will be disruptive and destabilizing.
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Alternative Fiscal Policy Simulations

¢ Baseline Extended follows CBO’s March 2009 10-year baseline projections that assume
discretionary spending authority, except that enacted in the Recovery Act, grows with inflation;
Recovery Act provisions are included but assumed to be temporary. Tax provisions scheduled
to expire will actually do so. After 2019, discretionary spending is assumed to grow with the
economy and revenue is held constant as a share of GDP at the 2019 level of 20.3 percent—
implicitly assuming that action is taken to offset increased revenue from real bracket creep, the
alternative minimum tax (AMT), and tax-deferred retirement accounts. Medicare spending is
based on projections assuming the continuation of current law under which fees for physicians
treating Medicare patients would be cut in future years.

¢ The Alternative simulation follows Baseline Extended except for changes to the assumptions
for three variables. Discretionary spending other than Recovery Act provisions grows with the
economy after 2009; Recovery Act provisions are included but assumed to be temporary.
Expiring tax provisions are extended, except for expiring provisions enacted in the Recovery
Act.! After 2019, revenue is brought back to its 40-year historical average level of 18.3 percent
of GDP plus expected revenues from deferred taxes (i.e., taxes on withdrawals from retirement
accounts). Throughout the simulation period, Medicare spending is based on projections
assuming that physician payments are not reduced as specified under current law.

The 1-year extension of the increased exemption amount for the AMT that is part of the Recovery Act was not extended because updated

estimates were not available. While extending the AMT could reduce revenue by over $600 billion over the first 10 years, it would not affect
the long-term outlook in our simulation because we assume that revenue/GDP returns to its historical average over the long term.

Note: CBO’s projections are from A Preliminary Analysis of the President’s Budget and an Update of CBO’s Budget and Economic Outlook
(March 2009).
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Unified Deficits as a Share of GDP

Under the Two Fiscal Policy Simulations
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Source: GAO.

Notes: Based on simulations using the Trustees’ Assumptions for Social Security and Medicare. We also run simulations using CBO’s
projections for Social Security and Medicare; as shown on page 5, the results are not materially different.
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Budget Assumptions after the First 10 Years

e GAO uses two different sources for long-term projections for Social Security,
Medicare, and Medicaid:

* In the first set of simulations, Social Security and Medicare are based on the
Trustees’ 2008 estimates. Medicaid spending is based on CBO’s projections
but adjusted to reflect excess cost growth consistent with the Trustees.

* In the second set of simulations, Social Security, Medicare, and Medicaid are
based on CBO’s most recent long-term projections.

* In both sets of simulations, we assume the following:

* Social Security and Medicare benefits are paid in full after the trust funds are
exhausted through borrowing from the general fund to meet any payroll tax
shortfall.

* Other mandatory spending is held constant as a share of GDP at the 2019
level.

Notes: The Trustees’ 2008 estimates are from The 2008 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors
Insurance and Federal Disability Insurance Trust Funds and 2008 Annual Report of the Boards of Trustees of the Federal Hospital
Insurance and Federal Supplementary Medical Insurance Trust Funds that were both issued on March 25, 2008. CBO’s estimates are from
Updated Long-Term Projections for Social Security (August 2008) and The Long-Term Budget Outlook (December 2007).
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Unified Surpluses and Deficits as a Share of GDP
Under the Two Fiscal Policy Simulations Using Different
Social Security, Medicare and Medicaid Assumptions
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Source: GAO.
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Debt Held by the Public as a Share of GDP

Under the Two Fiscal Policy Simulations Using Different
Social Security, Medicare and Medicaid Assumptions
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Source: GAO.
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Revenues and Composition of Spending as a Share of GDP
under Baseline Extended Simulation Based on the Trustees’ Assumptions
for Social Security and Medicare
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Source: GAO.

Notes: Simulation results using CBO’s projections for Social Security and Medicare are not materially different.
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Revenues and Composition of Spending as a Share of GDP
under Alternative Simulation Based on the Trustees’ Assumptions for
Social Security and Medicare
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Notes: Simulation results using CBO’s projections for Social Security and Medicare are not materially different.
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Federal Fiscal Gap (2009-2083)

Under GAO’s Simulations Based on the Trustees’ Assumptions

for Social Security and Medicare

Change required

Fiscal gap to close gap

Trillions of Percent Percent decrpezrscee Inr:

present value increase in noninterest

2009 dollars of GDP revenue spending

Baseline 33.7 4.3 215 18.0
Extended

Alternative 62.9 8.1 43.6 309
Source: GAO

Notes: The fiscal gap is the amount of spending reduction or tax increases that would be needed to keep debt as a share
of GDP at or below today’s ratio over a certain time period, such as 75 years as shown above. Results from simulations
using CBO'’s projections for Social Security and Medicare are not materially different.
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Key Budget Assumptions
for Simulations Based on the Trustees’ Assumptions for
Social Security and Medicare

Model inputs

Baseline Extended

Alternative

Revenue

CBO’s March 2009 baseline through 2019;
thereafter remains constant at 20.3 percent of GDP
(CBO’s projection in 2019)

CBO'’s estimates assuming expiring tax provisions other than
those enacted in the Recovery Act are extended through 2019;
thereafter equal to 40-year historical average of 18.3 percent of
GDP plus revenue from tax-deferred retirement plans

Social Security

CBO’s March 2009 baseline through 2019;

Same as Baseline Extended

spending thereafter based on 2008 Social Security Trustees’
intermediate projections
Medicare CBO’s March 2009 baseline through 2019; 2008 Trustees intermediate projections adjusted for the
spending thereafter 2008 Medicare Trustees’ intermediate Centers for Medicare & Medicaid Services’ alternative
projections that assume per enrollee Medicare assumption of 0 percent physician payment
spending grows on average 1 percent faster than updates in the first 10 years
GDP per capita over the long term
Medicaid CBO’s March 2009 baseline through 2019; Same as Baseline Extended
spending thereafter CBO’s December 2007 long-term
projections adjusted to reflect excess cost growth
consistent with the 2008 Medicare Trustees’
intermediate projections
Other mandatory CBO’s March 2009 baseline through 2019; Baseline Extended adjusted for extension of certain tax credits
spending thereafter remains constant as a share of GDP at through 2019; thereafter remains constant at 2.2 percent of GDP
2.1 percent of GDP
Discretionary CBO’s March 2009 baseline through 2019; Discretionary spending other than Recovery Act provisions
spending thereafter remains constant at 6.4 percent of GDP increases at the rate of economic growth after 2009 (i.e., remains
constant at 8.5 percent of GDP); Recovery Act provisions are
Source: GAQ included but assumed to be temporary

Note: CBO’s March 2009 projections are from A Preliminary Analysis of the President’s Budget and an Update of CBO’s Budget and
Economic Outlook and the Trustees’ projections are from The 2008 Annual Report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Federal Disability Insurance Trust Funds and 2008 Annual Report of the Boards of Trustees of the Federal
Hospital Insurance and Federal Supplementary Medical Insurance Trust Funds, which were both issued on March 25, 2008.
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Key Budget Assumptions That Change in
Simulations Using CBO’s Entitlement Spending
Projections

Model inputs Baseline Extended Alternative
Social Security  CBO’s March 2009 baseline through 2019; Same as Baseline Extended
spending thereafter CBO’s August 2008 projections that assume

full benefits as calculated under current law are paid
regardless of the amounts available in the trust funds.
These projections are based on the 2008 Social Security
Trustees’ demographic projections and CBO’s own
economic assumptions.
Medicare CBO’s March 2009 baseline through 2019; Based on CBO'’s projections that assume physician payment rates
spending thereafter CBO’s December 2007 projections based on  grow with inflation (using the Medicare Economic Index)?
current law. Per enrollee Medicare spending grows on
average 1.7 percentage points faster than GDP per
capita over the long term.
Medicaid CBO’s March 2009 baseline through 2019; Same as Baseline Extended
spending thereafter CBO’s December 2007 long-term projections
based on current law. Per enrollee Medicaid spending
grows on average 0.9 percentage points faster than GDP
per capita over the long term.

Source: GAO.

Notes: CBO’s projections are from Updated Long-Term Projections for Social Security (August 2008) and The Long-Term Budget Outlook
(December 2007).

aThis is slightly higher than the assumption used in GAO’s alternative using the 2008 Trustees’ assumptions. In the Trustees’ analysis,
expenditures under the Medicare Economic Index are 22.5 percent higher than current law by 2017, whereas expenditures under the 0 percent
update are only 16.8 percent higher.

Page 11 GAO-09-405SP Long-Term Fiscal Outlook March 2009



Federal Revenue and Discretionary Spending as
Shares of GDP: Historical Averages and Assumptions
after 2019 in Both Sets of GAO’s Simulations

Percent of GDP

20-year

historical historical Baseline

average average Extended Alternative
Total revenue 18.4 20.3 18.72
Discretionary
spending 7.6 6.4 8.5

aAverage over the period from 2020 to 2083 represents a return to the 40-year historical revenue average of 18.3 percent of GDP plus
expected revenues from deferred taxes (i.e., taxes on withdrawals from retirement accounts).

Sources: CBO and GAO.

Note: Simulation values represent GAO’s assumptions for year 10 and beyond and are the same regardless of whether we use the Trustees’ or

CBO’s projections for Social Security and Medicare.
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Key Economic Assumptions
Used in Both Sets of Simulations

Model inputs

All simulations

Labor: growth in hours
worked

2008 Social Security Trustees’ intermediate projections

Nonfederal saving: gross
saving of the private
sector and state and local
government sector

Increases gradually over the first 10 years to 18.5 percent of GDP (the average nonfederal saving rate from
1950 to 2008)

Current account balance
(percent of GDP)

From 2009 to 2019, 2008 share of GDP plus one-third of any change in gross national saving from 2008;
thereafter equal to 2019 nominal level plus one-third of any change in gross national saving from 2008

Total factor productivity
growth

1.4 percent through 2019 (CBO’s March 2009 short-term assumption); 1.4 percent thereafter (long-term
average from 1950 to 2008)

Inflation (percent change
in GDP price index)

CBO March 2009 baseline through 2019; 1.6 percent thereafter (CBO’s projection in 2019)

Interest rate (on publicly
held debt)

Rate implied by CBO’s March 2009 baseline net interest payment projections through 2019; 5.0 percent
thereafter (the rate implied in 2019)

Source: GAO.

Note: GDP in GAQ’s simulations does not incorporate the negative effect of long-term deficits on the economy. GDP is derived using a
textbook growth model in which national saving remains stable over the long term. The same GDP is used in each budget simulation.

We conducted this work from January to April 2009 in accordance with
generally accepted government auditing standards. Those standards
require that we plan and perform the audit to obtain sufficient, appropriate
evidence to provide a reasonable basis for our findings and conclusions
based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our
audit objectives.

This product is part of a body of work on the long-term fiscal challenge.
Related products and additional information about the GAO model and
data can be found at: http:/www.gao.gov/special.pubs/longterm/.

(450732)
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This is a work of the U.S. government and is not subject to copyright protection in the
United States. The published product may be reproduced and distributed in its entirety
without further permission from GAO. However, because this work may contain
copyrighted images or other material, permission from the copyright holder may be
necessary if you wish to reproduce this material separately.




GAQO’s Mission

Obtaining Copies of
GAO Reports and
Testimony

The Government Accountability Office, the audit, evaluation, and
investigative arm of Congress, exists to support Congress in meeting its
constitutional responsibilities and to help improve the performance and
accountability of the federal government for the American people. GAO
examines the use of public funds; evaluates federal programs and policies;
and provides analyses, recommendations, and other assistance to help
Congress make informed oversight, policy, and funding decisions. GAO’s
commitment to good government is reflected in its core values of
accountability, integrity, and reliability.

The fastest and easiest way to obtain copies of GAO documents at no cost
is through GAQO’s Web site (www.gao.gov). Each weekday afternoon, GAO
posts on its Web site newly released reports, testimony, and
correspondence. To have GAO e-mail you a list of newly posted products,
go to www.gao.gov and select “E-mail Updates.”

Order by Phone

To Report Fraud,
Waste, and Abuse in
Federal Programs

Congressional
Relations

Public Affairs

The price of each GAO publication reflects GAO’s actual cost of
production and distribution and depends on the number of pages in the
publication and whether the publication is printed in color or black and
white. Pricing and ordering information is posted on GAO’s Web site,
http://www.gao.gov/ordering.htm.

Place orders by calling (202) 512-6000, toll free (866) 801-7077, or
TDD (202) 512-2537.

Orders may be paid for using American Express, Discover Card,
MasterCard, Visa, check, or money order. Call for additional information.

Contact:

Web site: www.gao.gov/fraudnet/fraudnet.htm
E-mail: fraudnet@gao.gov
Automated answering system: (800) 424-5454 or (202) 512-7470

Ralph Dawn, Managing Director, dawnr@gao.gov, (202) 512-4400
U.S. Government Accountability Office, 441 G Street NW, Room 7125
Washington, DC 20548

Chuck Young, Managing Director, youngcl@gao.gov, (202) 512-4800
U.S. Government Accountability Office, 441 G Street NW, Room 7149
Washington, DC 20548
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