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Preface

growth of per-enrollee health costs and the uprgmetiement of the large baby-
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Summary

he budget will be balanced this year for the first
I time since 1969. And if current policies remain
unchanged, the budget will show annual sur-
pluses that grow to rough$140 hllion in 2008. The
bright budgetary outlook will also provide economic
benefits: by increasing national saving, the surplus will
boost investment and spur economic growth.

However, the good budgetary news will not last
forever. The large baby-boom generation will begin to
retire in about 10 years, and as the demographic struc-
ture of the population changes, federal revenues will
grow more slowly and outlays for Social Security,
Medicare, and Medicaid will rise. Moreover, because
spending per enrollee in Medicare and Medicaid is ex-
pected to climb faster than the average wage, the share
of income spent on those programs will increase even
without any change in demography. Because of those
pressures, the Congressional Budget Offei8O) pro-
jects that deficits will @emerge and grow in the years
after 2008unless current policies are changed.

The long-term deficit problenoald be resolved by
many combinations of spending reductions and tax in-
creases. This report focuses on Social Security and
Medicare because those programs are so large and so
directly affected by the aging of the population. The
approaches discussed in Chapters 3 and 4 illustrate the
types of steps that could be taken to slow the growth in
spending on those programs. The analysis in Chapter 5
shows how combinations of those options would reduce
the size of the long-term fiscal imbalance. Although it
will be difficult to limit spending on entigments for the
elderly in the face of the projected increase in the num-
ber of people eligible for them, doing so will confer
substantial gains on theawmy.

Changing Demography

Some simple demographic facts lie behind concerns
about the long-run budgetary situation facing the

United States. This country's population is aging. The
Social Security Administration estimates that between
now and 2030, the number of people age 6b6lder

will double, while the number of people ages 20 to 64
will increase byonly about 15 percent (see Summary

Table 1).

Some of that demographic change reflects the wel-
come fact that people are living longer today. Thanks
to improved health care and healthier lifestyles, a grow-
ing proportion of the adult population now reaches age
65, and life expectancy at that age has increased by
about 15 percent since 1970. When Medicare was cre-
ated in 1965, the average person inltimted States
was expected at birth to live about 71 years.1890,
that expected life span had risen to 75 years; by 2010,
it is projected to increase to 78.

A second factor behind the demographic change is
the baby boom, the large generation of Americans born
between 1946 and 1964. In 2008, thdestmembers
of the baby boom will turn 62 and become eligible to
claim early retirement benefitender Social Security.
That date will mark the end of a period of favorable
demographics that began with the retirement of the gen-
eration born between World War | and World War I,
whose relatively small humbers are now providing a
respite to the spending growth of Social Security and
other entitlement programs for the elderly.
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Besides straining entiinent programs, the retire-
ment of the baby boomers will also significantly slow
the growth of the labor force. The effect of having such
a large group of workers leave the labor force will be
accentuated by the fact that thigh birth rate during
the baby boom was followed by a much lower rate (a
baby "bust"). As a result, the growth of the labor force
will slow to a crawl betweef010 and 2020 and almost
to a standstill betwee2020 and 2030. That projection
stands in stark contrast to the 2 percemual growth
that the labor force recorded from 1960 to 1989, and
even to the 1 percent average annual growth rate ex-
pected over the next 10 years.

With more retirees and little growth in the number
of workers, the share of elderly people in the adult pop-
ulation will increase significantly in coming decades.
One measure of that demographic pressure is the 65-
plus dependency ratiethe ratio of the number of peo-

ple age 65 or older to the number of people ages 20 to
64. In 1950, the 65-plus dependency ratio was a little
less than 15 percent. That ratio rose to about 20 per-
cent in 1990, and the Social Security Adistration
expects it to swell to about 35 percent in 2030 and to
more than 40 percent by 2070. Hdugh other fore-
casters have different estimates, they generally agree
on the basic story: the 65-plus dependency ratio will
increase substantially over the éoghdecades.

As a result, both the outlay and revenue sides of the
budget vill be increasingly strained aft@008. Reve-
nues will grow more slowly as the number of people
working—and the economygrows more slowly. At
the same time, outlays for government programs that
aid the elderly (Social Security, Medicare, and Medic-
aid) will rise as the number of people eligibledoaive
benefits from those programs expands.

Summary Table 1.

Population of the United States by Age, Calendar Years 1950-2070
Age Group 1950 1970 1990 2000 2010 2030 2050 2070
In Millions of People

Less Than 20 Years Old 53 81 75 81 81 83 84 85

20 to 64 Years Old 92 113 153 168 186 192 203 206

65 or Older 13 21 32 35 _40 _68 _75 _84
Total 158 215 260 285 307 344 362 376

As a Percentage of the Total Population

LessThan 20 Years Old 34 38 29 29 27 24 23 23

20 to 64 Years Old 58 53 59 59 61 56 56 55

65 or Older _8 _10 12 12 13 _20 21 22
Total 100 100 100 100 100 100 100 100

As a Percentage of the Population Ages 20 to 64

Less Than 20 Years Old 58 71 49 48 44 43 42 42

20 to 64 Years Old 100 100 100 100 100 100 100 100

65 or Older 14 18 21 21 21 36 37 41

SOURCE: Congressional Budget Office based on data from the Social Security Administration.

NOTE: Population as of July 1.
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Growing Health Costs
per Enrollee

The projected increase in Social Security spending as a
share of gross domestic product (GDP) results largely
from the surging number of people eligible for benefits,
but the growth in Medicare and Medicaid also reflects
an increase in spending per enrollee. The Social Secu-
rity benefit paid to each recipient is set legislatively by
a formula that depends on the recipient's history of
wages. By contrast, Medicare and Medicaid are open-
ended entitlement programs that placedobar limits

on the benefits provided to each enrollee. Over most of
the programs' histories, benefits per enrollee have risen
rapidly.

Indeed, the growth in per-enrollee costs is the main
reason that federal spending for Medicare and Medic-
aid, now more than three-quarters of that for Social
Security, is projected to overtake spending for Social
Security within 10 years. The persistent growth in
spending per enrollee reflects an increase in the volume
and intensity of services provided through Medicare
and Medicaid, and without a change in policy, those
factors will continue to increase the burden of federal
health costs in the years ahead. Thus, even if the 65-
plus dependency ratio did not climb with the eatient
of the baby boom, federal health spending would still
be projected to rise faster than GDP and would put in-
creasing pressure on the budget.

The Long-Term Budget
Outlook

What would happen to deficits and the economy if U.S.
budget policy did not change in the face of the impend-
ing retirement of the baby boomers? CBO has ad-
dressed that hypothetical question by projecting future
government revenues and expenditures under various
economic and demographic assuioms and examining
their impact on the federal deficit and the economy.

In the first decade (1998-2008), thag-term pro-
jections match the baseline in CBO's Jand®98 re-

port, The Economic and Budget Outlook: Fiscal Years
1999-2008 Through 2008, taxes and mandatory
spending reflect current law, and discretionary outlays
grow with inflation, subject to their statutory caps. In
the years beyond008, speding and revenues follow
rules that reflect the impact of demographic changes
and trends in costs. For Social Security and Medicare,
CBO uses the growth projections from the official re-
ports of the trustees of those programs, adjusting the
numbers for differences between CBO's economic as-
sumptions and those of the trustees. CBO also follows
the trustees in assuming that the growth of health care
costs per emilee will gradually slow from current
rates. In addition, tax revenues and discretionary
spending are assumed to increase at the same rate as
GDP after 2008, which keeps them at a constant share
of GDP in the long run.

CBO's long-term numbers were finalized before the
trustees released their 1998 pragmts for Social Secu-
rity and Medicare. However, if CBO had used those
new projections, its estimates would not have changed
appreciably. The trustees' 1998 prdmt for Social
Security are only slightly more optimistic than last
year's, and CBO's forecasts had anticipated tHmeec
in the trustee's projections of outlays for Medicare.

Because CBO's analysis focuses on macroeconomic
relationships, its long-term projections use the budget
categories defined by the national income and product
accounts (NIPAs), not the categories of the unified bud-
get, which CBO focuses on in its annual reports.

Although any long-term projection is inherently
uncertain, CBO's base scenario indicates that in the
absence of policies to reduce spending or increase
taxes, the deficit could rise to about 5 percent of GDP
in 2030 and to more than 20 percent in 2050. In that
year, the federal debt would reach alb2Q® percent of
GDP—an unprecedented level for tbaited States (see
Summary Table 2).

One way to assess the magnitude of the long-term
budgetary problem is to estimate the fiscal-gtpe
size of the tax increase or spending cut that would be
needed to keep the ratio of debt to GDP at or below
today's level througB070. CBO estimates that a per-
manent tax increase or spending cut of 1.6 percent of
GDP would put the budget on that sustainable path.
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The rosier budget outlook for the next decade has
substantially improved thdéong-term outlook. In
March 1997, CBO projected that the NIPA deficit
would reach 2.3 percent of GDP in 2007. Such an in-
crease in the deficit would have pushed the federal debt
abovel00 percent of GDP ding the2020s (see Sum-
mary Figure 1). Since then, unexpectedly strong
growth in the economy, a surge in tax collections, and
passage of the Balance Budget and Taxpayer Relief
Acts have produced a sharp turnaround in the budget
outlook. CBO now projects a surplus of about 1 per-
cent of GDP in 2008. As a result, the federal debt will
not exceed GDP until tH#040s, two decades later than
in the March1997 projedbns. The major factor be-
hind the improvedong-term outlook is the projection
of budget surpluses during the next 10 years, which
reduce federal debt as a share of GDP by half before

the baby boomers begin to retire. Another factor is that
the Balanced Budget Act df997 lowered projected
Medicare outlays in 2007 byightly more than 10 per-
cent. Because Medicare is one of the fast-growing pro-
grams, cutting its size would significantly improve the
long-run budget outlook.

The long-term budget outlook would be more pes-
simistic if, instead of running surpluses, the Congress
kept the budget balanced over the next decade (by in-
creasing spending or cutting taxes). In a "no surplus”
scenario, federal debt woulde@ed GDP in th2030s
rather than in the 2040s, and the size of the fiscal gap
would increase from 1.6 percent of GDP to 2.3 percent.

Those scenarios represent CBO's current view of
the long run, but the uncertainty about any long-term

Summary Table 2.

Projections of Federal Receipts and Expenditures Under CBO's Base Scenario, 1997-2050

(As a percentage of GDP )

1997 2000 2010 2020 2030 2040 2050
NIPA Receipts 21 21 20 20 20 20 20
NIPA Expenditures
Federal consumption expenditures 6 5 4 4 4 4 4
Federal transfers, grants, and subsidies
Social Security 4 4 5 6 6 7 7
Medicare 3 3 4 5 6 7 7
Medicaid 1 1 2 2 2 3 3
Other 5 5 4 4 4 4 4
Net interest 3 2 1 1 2 6 19
Total 22 21 20 22 25 30 43
NIPA Deficit (-) or Surplus 0 0 1 -1 -5 -10 -23
Debt Held by the Public 47 42 21 17 40 93 206
Memorandum:
Gross Domestic Product (Trillions of dollars) 8.1 9.2 14.6 224 33.1 48.5 67.7

SOURCE: Congressional Budget Office.

NOTES: The base scenario assumes that rising deficits affect interest rates and economic growth.

NIPA = national income and product accounts.




SUMMARY

XVii

Summary Figure 1.
Long-Term Projections of Federal Debt

50 Debt as a Percentage of GDP

1997 Base
Scenario ?

300

250

200 - 1998 Scenario
Without Surpluses b

150

100
1998 Base

50 [ Scenario ©

0
1990 2000 2010 2020 2030 2040 2050 2060

SOURCE: Congressional Budget Office.
a. The long-term projection that CBO made in March 1997.

b. A projection that assumes that the budget surpluses are reduced
to zero (that is, the budget is balanced) from 2001 to 2008.

c. CBO's current long-term projection.

projection is considerable. Moreover, because the
economy and budget noweam to beyoing through an
extraordinarily fortunate period, any long-term projec-
tion based onectent experience must be regarded with
more than the usual amount of caution.

CBO's projections may well be optimistic. For ex-
ample, CBO follows Medicare's trustees and assumes a
slowdown in the growth of health costs peradiee
between 2008 and 2020; if those cadith not slow,
CBO's long-term projections would be considerably
bleaker.

Other assumptions may make the long-term projec-
tions too pessimistic. CBO's current base scenario as-
sumes that discretionary spending will grow as fast as
the economy afte2008 (refleding both real growth and
inflation) rather than remain constant in real dollars. By
contrast, if those outlays were held constant in real
terms, the long-term budget picture would be much
brighter. Discretionary spending would fall from 7 per-
cent of GDP in 1997 to less than 3 percent (the lowest
level since before World War Il) in 2050. But a de-
crease of that magnitude could be difficult to achieve.
Although discrdbnary spending as a share of GDP has
declined significantly since th&960s, much of that

decline has simmed from cutbacks in defens®i(-
defense discretionary spending has been a fairly stable
share of GDP). A decision to replace aging defense
equipment could forestall further reductions.

Slowing the Growth of
Spending on Social Security
and Medicare

In 1997, federal spending for Social Security and Medi-
care exceede®500 hllion, or about 7 percent of GDP.
By 2030, when most baby boomerdl Wwave retired,
those two programs will consume 12 percent of GDP
(see Summary Figure 2). Nearly all of the increase in
Social Security's share of GDP between now and 2030,
and two-thirds of the increase in Medicare's share, will
occur after 2010, as retired baby boomers become eligi-
ble for those programs. Those projections are based on
the intermediate assumptions from the programs' trust-
ees in their 1997 reual repais; CBO nodified the
projections for Medicare to reflect the changes enacted
in the Balanced Budget Act @B97.

Summary Figure 2.
Projected Growth in Spending for Social Security
and Medicare, Calendar Years 1995-2070

16 Spending as a Percentage of GDP

14 -

12 -

10

Social Security

2030 2050 2070

ol L
1995 2010

SOURCE: Congressional Budget Office based on intermediate as-
sumptions from the 1997 reports of the boards of trust-
ees of the Social Security and Medicare trust funds.

NOTES: Data are plotted at five-year intervals.

a. Medicare spending is shown net of premium receipts.
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Social Security

Three approaches illustrate the trade-offs that the Con-
gress would face in trying to reduce the growth in
spending for the Social Security program. First, the
initial benefits of future Social Security beneficiaries
could be reduced below the levels current law would
provide. Announcing across-the-board cuts in initial
benefits long before thepak effect could produce sub-
stantial savings while still preserving the basic benefit
structure of the Social Security system and giving peo-
ple time to adjust to the reduced benefits. In principle,

workers could offset the cut in their future Social Secu-
rity benefits by either working longer or saving more.
However, some people would not be able to make the
necessarydjustments and could therefore have lower
incomes when they stopped working.

Second, the age at which a workeyuld become
eligible for full retiement benefitsthe "normal retire-
ment age=could be raised to reflect increases in life
expectancy. Under legislation enacted @83, the nor-
mal retirement age is already sdhked to rise from 65
to 67 by 2022. Some proposalsuld speed up the

Summary Table 3.

Effects of lllustrative Options for Reducing Growth in Spending for Social Security

Option 2010 2030 2050 2070
Spending as a Percentage of GDP

Continue Current Law 4.9 6.6 6.5 6.7
Phase in a 16 Percent Reduction in

Initial Benefits® 4.8 5.9 5.5 5.6
Raise the Normal Retirement Age® 4.8 6.1 5.6 55
CPI Minus One° 4.5 5.9 5.7 5.9

Savings as a Percentage of Projected Spending Under Current Law

Phase in a 16 Percent Reduction in

Initial Benefits® 2 10 15 16
Raise the Normal Retirement Age® 1 8 14 18
CPI Minus One° 8 11 12 12

SOURCE: Congressional Budget Office based on estimates provided by the Social Security Administration, Office of the Actuary, March 3, 1998,
using the intermediate assumptions in the 1997 report of the Board of Trustees of the Federal Old-Age and Survivors Insurance and

Disability Insurance Trust Funds.

NOTE: CPI =consumer price index.

a. Starting in 1998 and ending in 2032, the benefits of each successive cohort of workers becoming eligible for Social Security disability or retired-
worker benefits would be reduced by 0.5 percent a year. Thus, workers becoming eligible in 2032 or later would receive about 84 percent of the

benefits that they would have received under current law.

b.  The normal retirement age of workers who turn 62 in 2011 would be 67; that age would increase by two months a year until it reached 70 in 2029
and then would increase by one month every other year for the remainder of the projection period.

c. Beginning in December 1998, the cost-of-living adjustment would be set to equal the increase in the consumer price index minus 1 percentage
point. As under current law, no adjustment would be made in years in which there was no increase. Any reductions would be accumulated until

a net increase was achieved in a future year.
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transition to age 67 and then further increase the age to
keep up with future gains in life expectancy. Raising
the age at which a worker would become eligible for
full benefits (without changing the earliest eligibility
age) is, for most purposes, equivalent to cutting initial
benefits, with similar advantages and disadvantages.

Third, future annual cost-of-living adjustments
(COLASs) could be reduced. Current law indexes the
basic Social Security benefit by the increase in the con-
sumer price indexCP1l), beginning when a worker be-
comes eligible for benefits. Many anstly feel that the
CPI overstates increases in the cost of living, although
the magnitude of the overstatent and whatwuld be
done about it are subject to much debate. Moreover,
the Bureau of Labor Statistics recently made changes in
how the CPI is calculated that address several of the
analysts' concerndJnlike across-the-board reductions
in benefits and increases in the normal retirement age,
substantial changes in COLAs would eventually reduce
benefits the most for the oldest beneficiaries and those
who initially became eligible for Social Security on the
basis of disability.

Each of these approaches could be used to achieve
considerable savings, with the amount depending on the
specific changes made. Estimates provided by the So-
cial Security Administration's Office of the Actuary
illustrate the magnitude of the changes thatilel result
from several specific options (see Summary Table 3).
Cutting the benefits of each@essive cohort of work-
ers who became eligible for Social Security disability or
retired-worker benefits by 0.5 percent per year, starting
in 1998 and eding in2032, would ultimately reduce
spending by about 16 percent. But thé $avings
would take a long time to achieve. B30, spading
would be about 10 percent below the projected amount
for that year under current law.

Speeding up the increase in the normal estent
age to 67 and then linking it to increases in longevity
would achieve similar savings. Under the specific op-
tion analyzed here, the age at which retireesldvre-
ceive full benefits would rise to 70 2029 (for workers
born in 1967) and then go up by one month every other
year. This option would reduce spending by less than
10 percent in 2030.

Savings ould accrue more rapidly by cutting
COLAs, because doing so wouddifect all beneficia-

ries, not just new ones. Reducing the COLA by 1 per-
centage point each year, starting with the next COLA,
would also reduce spding in2030 by about 10 per-
cent.

The Advisory Council on Social Security consid-
ered these and other approaches in its recent report.
The members of the council were unable to reach a con-
sensus about how to improve the financial status of
Social Security and, instead, presented three alternative
plans. Much of the public attention directed toward
those plans has focused on aspects that involve either
requiring workers to invest a certain percentage of their
earnings in retirement accounts or investing a portion of
the balance in the Social Security trust funds in equities
rather than Treasury securities. A number of other such
"privatization" proposals have been made étent
years.

Ultimately, the success of privatization proposals
in preparing the economy for the retinent of the baby
boomers rests on the extent to which the proposals
would increase nanal saving. Some of the specific
provisions in one or more of the plans would do that by
slowing the growth in spending for Social Securitgr
example, through reductions in initial benefits or in-
creases in the normal retirement age. Othavigions
could boost national saving if they required workers to
save more than would otherwise be the case or if they
raised taxes without increasing expenditures.

Medicare

Medicare has been highly gessful in achieving its
primary objective of ensing access to mainstream
medical care for the aged and the disabled, but the pro-
gram's costs have placed an inciegidurden on the
economy. IMl997, Medicare's spding net of premi-
ums paid by enrollees was 2.3 percent of GDP. If no
changes are made in current law, net spending is ex-
pected to reach 3.2 percent of GDP by 2010 and 6.8
percent by 2070.Underlying those projections is an
assumption (consistent with the trustees' report) that
growth in Medicare's spending per enrollee will gradu-
ally slow between 2008 and 2020 to be morénie

with growth in the average wage. That assumption is
optimistic, though, since policies designed to achieve
that result are not yet in place.
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Three fundamental approaches exist for slowing
the growth in federal spending for Medicare. The Con-
gress could reduce the number of people eligible for
benefits, collect more of the costs from beneficiaries, or
restructure Medicare to reduce total costs per benefi-
ciary. The estimated effects on net federal spending for
Medicare under illustrative options for each approach
are shown in Summary Table 4.

Reduce Eligilility . One way to reduce the number of
people eligible for benefits would be to increase the age
of eligibility from 65 to 70, using the schedule pre-
sented above for increasing the normal eetent age

for Social Security benefits. That approach would ulti-
mately reduce federal spending for Medicare by about
11 percent compared with current law. Net spending

would continue to grow relative to GDP but at a slower
rate, reaching 6.1 percent of GDP2§70. Increasing
the age of eligibility, however, would do little to reduce
total health care costs, and ibwd lengthen the period
during which people who opted for early retirement un-
der Saocial Security might have difficulty obtaining pri-
vate insurance coverage.

Raise Premiums The second approach would raise
the premiums collected from enrollees to cover 50 per-
cent of Medicare's costs for Supplentary Medical
Insurance (Part B). This aph would reduce net
Medicare spending by about 15 percent a year, but it
would simply shift cets to beneficiaries rather than
constrain the growth in total health care costs.hdit

any changes to improve the efficiency of the Medicare

Summary Table 4.

Effects of lllustrative Options for Reducing Growth in Net Spending for Medicare

Option 2010 2030 2050 2070
Net Federal Spending as a Percentage of GDP

Continue Current Law 3.2 55 6.2 6.8

Raise the Age of Eligibility to 70* 3.1 4.9 55 6.1

Collect 50 Percent of SMI Costs from Enrollees’ 2.7 4.6 53 5.8

Restructure the Medicare Market and Limit

Growth in Medicare's Defined Contribution to

4 Percent a Year® 2.6 3.9 4.0 4.3
Savings as a Percentage of Projected Spending Under Current Law

Raise the Age of Eligibility to 70* 2 11 11 11

Collect 50 Percent of SMI Costs from Enrollees® 15 15 14 14

Restructure the Medicare Market and Limit

Growth in Medicare's Defined Contribution to

4 Percent a Year® 18 29 35 37

SOURCE: Congressional Budget Office.
NOTE: SMI = Supplementary Medical Insurance.

a. The age of eligibility for Medicare would be increased to 70 by 2032.

b. Premiums for Medicare enrollees would be increased to cover 50 percent of SMI costs by 2000.

c. The growth of Medicare's per-enrollee contribution would be indexed to the average growth rate of GDP per capita (about 4 percent) after 2000.
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program, premiums would consume an ever larger
share of enrollees' income, rising from about 3 percent
currently to more than 12 percent by 2070.

Restructure Medicare. A third approach would be to
restructure the program, giving patients and providers
greater incentives to make cost-effective choices. One
way to do that would be to set up a system of compet-
ing health care plans and limit growth in thecamt
Medicare contributed toward the premiums charged by
the various plans. In such a restructured system, Medi-
care's fee-for-service sector could be one of the plans,
competing for enrollees on the same basis as all other
plans. Because enrollees would be responsible for any
premium amounts in excess of Medicare's contribution,
they would have financial incentives to be prudent pur-
chasers of health plans. Also, because plans would be
at risk for any costs above their predetermined premium
collections, they would have financial incentives to op-
erate efficiently. Control of federal Medicare spending
would be assured because the financial risks from
higher growth in health care st3 would be shifted to
health plans and enrollees. Although the federal sub-
sidy per enrollee would be smaller than it would be un-
der current law, competition among plans and providers
could spur efficiency and increase health benefits per
dollar spent.

For example, Medicare's defined contribution could
be set to equal net spending per enrolleed@0 and
indexed to the average growth rate of GDP per capita
thereafter. Under this option, federal savings would be
29 percent of currently projected spendingb@0 and
37 percent by 2070. However, the effects of this option
on total costs for a basic benefit packaged there

fore on the costs that beneficiariesuld bear-are un-
certain. If the incentives generated only enough cost-
conscious behavior to match the slowdown in the
growth of health care costs per@iee assumed in the
base scenario, enrollees’ premiums would steadily in-
crease, reaching 23 percent of their average income by
2070. If, instead, growth in sts per erullee slowed

to match the annual growth in the federal defined con-
tribution, premiums would increase little relative to the
average income of enrollees.

In practice, the effects of this restructuring would
probably differ among various enrollee groups. Some
basic plans would keep theirste low @ough to avoid
having to charge supplemental premiums, but access to
providers and quality of services available in those
plans might limit their appeal primarily to low-income
enrollees. Higher-income enrollees might gravitate in-
stead to plans that charged supplemental premiums and
provided betterecess and quality.

Conclusion

As a result of dramatic improvements in the past year,
the current outlook for the budget is quite bright
through 2008. However, CBO #it projects that the
retirement of the baby-boom genérat together with
expected growth in per-enrollee costs for Medicare and
Medicaid, will eventually lead to rapidly growing defi-
cits if current policies are not changed. A major issue
facing the Congress and the President is how best to
begin preparing for the budgetary pressures that this
demographic phenomenon will generate.






Chapter One

Introduction

he budget outlook has improved significantly,

I but not enough to prevent an eventual rise in

the ratio of federal debt to gross domestic

product (GDP). Under current laws and policies, the
Congressional Budget Offig€BO) now projects an-
nual surpluses throug2008. If those projeins are
realized, the ratio of publicly held federal debt to GDP
will fall from its current level of about 47 percent to 24
percent by 2008 and to 15 percent by 2017. That pros-
pect is a considerable improvement over CBI(Y¥97
projection, in which the debt-to-GDP ratio reached 64
percent by 2017. About one-quarter of the improve-
ment arises from the combined effects of last year's
budget reconciliation packagthe Balanced Budget
and Taxpayer Relief Acts of 1997. The rest stems from
a brighter economic outlook, more revenue in relation
to income, and other factors.

Without further legislative action, however, funda-
mental long-term budgetary problems will remain.
Eventually, the federal debt and deficit will start to rise
as a result of pressures on the budget from Social Secu-
rity, Medicare, Medicaid, and other programs that serve
the elderly. Those pressures will stem from an aging
population, slower growth in the labor force, and rising
per-enrollee costs of health care. In 2008, the first
members of the large baby-boom generation will be-
come eligible for Social Security, and no policy in force
promises to check the growth of open-ended entitle-
ments for health care.

A direct solution to the budgetary problem will
probably have to include some combination of policies
that raise taxes or reduce the growth of outlays for So-
cial Security and health care. Because those entitlement
programs now make up almost half of all noninterest

federal spending, controlling the deficit will be difficult
without curbing their growth.

Budgetary Pressures

An older populabn and higher per-enrollee sts of
medical care spell trouble for the federal budget. The
problem arises largely because, on average, people in
their working years pay more in taxes than tleegive

in direct benefits. Once retired, however, they pay little
in taxes and receive much in benefits. The average per-
son between the ages of 20 and 64 pays about $8,100
in federal taxes and receives about $1,500 in direct fed-
eral benefits. By contrast, the average person between
the ages of 65 and 79 pays about $4,800 in taxes and
receives about $12,000 in benefits, mostly for Social
Security and health care. Moreover, the difference be-
tween benefits and taxes increases with—dge in-
stance, the average person age 80 or olgszives
about $16,500 more in benefits than he or she pays in
taxes. Although there is much individual variation,
people on average reach their peak earning and taxpay-
ing years in their mid-40s and start &zeive more in
benefits than they pay in taxes in their mid-60s.

As time progresses, members of the baby-boom
generatior-people born between 1946 and 1964l
start to reach and pass their mid-60s. At the same time,
people from the smaller baby-bust generation that fol-
lowed will take their places as peak earners. That de-
mographic transformation will lead to relatively many
receivers of net benefits and relatively few payers of net
taxes, squeezing the budget from both the outlay and
revenue sides.
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Another important source ofubdgetary pressure
stems from the rising per-enrolleest® of Medicare
and Medicaid, the major federal programs for health
care. Those programs differ from Social Security in a
crucial way—people's benefits for Social Security are
tied to their past wages, but their entitlements for Medi-
care and Medicaid are open-ended. Anyone who quali-
fies is served, and total cost is substantially driven by
the persistent growth in per-enrollee spending on health
care. Thus, mounting healthsts directly create bud-
getary pressures; an aging population only makes the
problems worse.

Left unchecked, such budgetary problems presage
economic problems because deficits crowd out private
investment, slowing the growth of capital and output.
High deficits wil retard long-term growth beyond the
slowing of the growth of labor and capital that will oc-
cur in any case as people retire and draw down their
savings. Persistent deficits will lead to less capital and

lower output and, hence, to less revenue and even
higher deficits. Thoskigher deficits will lead in turn

to higher interest rates, raising the cost of paying inter-

est on the federal debt and adding further to the deficit.

Thus, the interaction between the budget and the econ-
omy can start a spiral of ever-higher deficits and ever-

slower growth.

Such a spiral is likely if the budgetary problems
posed by an aging population and growing medical
costs are not reéved. That conclusion comes from an
economic model that CBO developed to study long-run
budgetary issues, a model thédwas for the chief feed-
backs between the budget and the economy. The model
indicates that under a wide range of assumptions, inac-
tion on underlying budgetary problems will eventually
lead to rising deficits and falling living standards.

The consequences of inaction appear lessddi-
ately ominous than those suggested by analyses that

Table 1-1.

Population of the United States by Age, Calendar Years 1950-2070

Age Group 1950 1970 1990 2000 2010 2030 2050 2070
In Millions of People
Less Than 20 Years Old 53 81 75 81 81 83 84 85
20 to 64 Years Old 92 113 153 168 186 192 203 206
65 or Older 13 21 32 35 40 _68 75 _84
Total 158 215 260 285 307 344 362 376
As a Percentage of the Total Population
LessThan 20 Years Old 34 38 29 29 27 24 23 23
20 to 64 Years Old 58 53 59 59 61 56 56 55
65 or Older _8 10 12 12 13 20 21 22
Total 100 100 100 100 100 100 100 100
As a Percentage of the Population Ages 20 to 64
Less Than 20 Years Old 58 71 49 48 44 43 42 42
20 to 64 Years Old 100 100 100 100 100 100 100 100
65 or Older 14 18 21 21 21 36 37 41

SOURCE: Congressional Budget Office based on data from the Social Security Administration.

NOTE: Population as of July 1.
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Figure 1-1.
The 65-Plus Dependency Ratio
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SOURCE: Congressional Budget Office using data from the Social Security Administration.

NOTE: The 65-plus dependency ratio is the population age 65 or older as a percentage of the population ages 20 to 64.

predated the recent improvement in theneenic and
budget outlook. With extraordinary luck, the budget
might weather the storms of rapid aging and mounting
health care costs. Most likely, however, tbeentgood
news simply postpones an inevitable rise in the deficit.

Moreover, optimistic long-term budget projections
made now must be regarded with more than the usual
amount of caution, because themamy and the budget
seem currently to be going through an unusually fortu-
nate period. Although CBO tries to allow for the tem-
porary effects of the business cycle, ihat perfectly
achieve that goal and, thus, its long-term projections
may not sufficiently discount current good fortune.

Of course, a rise in the deficit and its economic
consequences are not foreordained. Models do not pre-
dict what will happen, only what would happen given
particular policies and assumptions. The eventual re-
sult will depend on a host of uncertain economic, bud-
getary, and demographic events over many years. More
important, the Congress can choose a set of policies
that will avoid a high-defitislow-growth spiral.

1. Congressional Budget Offickpng-Term Budgetary Pressures and
Policy Optiong(March 1997)Budget of the United States Govern-
ment, Fiscal Year 1999: Analytical Perspectivgs 23-38; General
Accounting Office Budget Policy: Prompt Action Necessary to Avert
Long-Term Damage to the EcongmBAO/OCG-92-2 (June 1992),
andThe Deficit and the Economy: An Update of Long-Term Simula-
tions GAO/AIMD/OCE-95-119 (April 1995).

The Population Is Aging

As the population grays, the young and middle-aged
will have to support a growing number of elderly peo-
ple. The Social Security AdministratiofSSA's) in-
termediate projection assumes that between now and
2030, the retement-age popul@an (age 65 or older)

will double while the working-age population (ages 20
to 64) will grow by only about 15 percent (see Table
1-1).

The population has been growing older for some
time, as shown by the 65-plus dependency +&dtie
population age 65 or older as a percentage of the popu-
lation ages 20 to 64. The ratio has risen from about 12
percent in 1940 to 21 percent today, incregasy
three-quarters in less than 60 years (see Figure 1-1).

But after a lull, the country will age much faster
than that. SSA projects that the 65-plus dependency
ratio will dip to 20 percent i2007, then climb to about
36 percent by 2030. That is, the ratidl imcrease by
three-quarters again in less than 30 years and remain
permanently high (a demographic transition that will

2. Social Security AdministrationThe 1997 Annual Report of the
Board of Trustees of the Federal Old-Age and Survivors Insurance
and Disability Insurance Trustunds (1997). The demographic
assumptions in SSA's 1997 report are virtually identical to those in its
1998 report, which appeared after CBO had prepared its long-term
budget projections.
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also occur in other industrial countries, as discussed in
Box 1-1). Moreover, SSA projects that from now until
2070, the number of people who are very-edge 85

or olde—will nearly triple as a proportion of the
working-age population.

Past and prospective increases in the 65-plus de-
pendency ratio coincide in part with past and prospec-
tive decreases in the youth dependency+&tie popu-
lation under the age of 20 as a percentage of the popu-
lation ages 20 to 64. The youth dependency ratio has

Box 1-1.
How Will Aging Populations Affect Government Budgets in Other hdustrial Countries?

The rest of the developed world is expected to age at
least as markedly as the United States. In the seven in-
dustrial nations with the largest economies, the popula-
tion age 65 or older is projected to climb as a ratio of the
population ages 20 to 64 (see the table below). By
2030, that projected ratio rises by more than 25 percent-
age points in Japan, Germany, and ltaly. Only in the
United States and in the United Kingdom, a nation al-
ready relatively old, does the ratio rise by much less than
20 percentage points. After 2030, the projected ratio
edges up slightly in most nations but continues to climb
by more than 10 percentage points in Japan and Italy,
rising in those countries to more than 60 percent.

Aging will afflict some national budgets more than
others, depending in each country on the initial value of
public debt, the nature of demographic change, and the
policy toward the elderly. In particular, the results de-

1. See Deborah Roseveare and othggsjng Populations, Pension
Systems, and Government Budgets: Simulations for 20 OECD
Countries OECD Economics Department Working Paper No.
168 (Paris: Organization for Economic Cooperation and Devel-
opment, 1996).

Ratio of People Age 65 or Older to People Ages 20 to 64 (In percent)

pend on the implicit liabilities that governments have
incurred through public pension systems and policies fq
health care. According to long-term estimates published
two years ago, the ratio of net public debt to output i
Japan and Germany was likely to rise especially steeply
—by more than 50 percentage points in 20 years.
contrast, less pronounced aging and a better-funded
public pension system suggested a more favorable bugd-
get outcome in Canada, whose net public debt was eix-
pected to fall as a share of output.

=

If they were made today, those projections of ne
public debt probably would differ as a result of curren
economic and budgetary events. In particular, France,
Germany, and Italy recently went through a round of de
icit cutting to meet the requirement of the Europeal
Monetary Union that member states maintain deficit-to
output ratios of 3 percent or less. In doing so, howevef
most countries reportedly failed to fully address the
long-term issues posed by welfare systems and publ
pensions. Thus, most other large industrial countriels
face many of the same hard problems and difficult
choices as the United States.

(9]

1990 2010 2030 2050
Canada 18.6 22.9 43.6 46.5
France 234 27.2 431 48.4
Germany 23.6 32.9 53.8 57.5
Italy 24.3 33.8 52.4 66.7
Japan 19.3 35.8 48.7 60.1
United Kingdom 26.7 28.6 42.8 45.8
United States 20.9 21.4 35.5 37.2

SOURCE:

Congressional Budget Office based on data from the Social Security Administration and from EditéeddBspulation Projec-
tions, 1994-95 Etion (Washington, D.C.: World Bank, 1994).
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Figure 1-2.
Growth in Work-Hours
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SOURCE: Congressional Budget Office based on data from the Bureau of Labor Statistics and the Social Security Administration.

NOTE: Annual growth in work-hours in the nonfarm, nonhousing business sector over the previous 10 years.

declined sincd 970, and SSA's projected ratio contin-
ues to decline throug?050 to aoughly stable value of

42 percent (see Table 1-1). To some extent, that de-
cline may ease part of the overall pressure that the ris-
ing 65-plus dependency ratio imposes on thdget.

For instance, lower spending for education may counter
some of the higher spending for Social Security. But
most of the easing will occur at the state and local level.
Moreover, combined government spenditfigderal,
state, and locatis much higher on programs for the

average old person than for the average young person.

Thus, a lower youth dependency ratio can offset only a
small part of the total burden that the surge in the 65-
plus dependency ratio imposes on thddet (see Box
1-2 on page 6).

Three main reasons underlie that surge: people will
live longer, women will have fewer children in their
lifetime, and-most significant-the members of the
large baby-boom generation will retire.

People Will Live Longer. Increased life spans will
allow more people to reach age 65 and will allow those
who do to live for a longer time. Sindé®70, average
remaining life expectancy at age 65 has risen by at least
two years—from 13 years to 16 years for men, and from
17 years to 19 years for women. According to the So-
cial Security Administration, b2050 the average re-
maining life expectancy at age 6%llwave risen fur-

ther, reaching nearly 18 years for men and over 21
years for women.

Women Will Have Fewer Children. SSA projects
that the number of children that the average woman
eventually bears in her lifetime will fall slightly, from
2.0 children today to 1.9 children B920 and thereaf-
ter? By itself, that average lifetime fertility rate is too
low to keep the total population from eventually falling
without an influx of net immigration.

Because people enter the workforce at about age
20, the decline in the lifetime fertility rate foretells
small cohorts of workers in future decades. The growth
of total nonfarm workaours will slow to a crawl be-
tween 2010 and 2020, nearly reeg a standstill from
2020 t02030 (see igure 1-2). Total ndiarm hours
rose at an average annual rate of 2 percent 1260
to 1989 but is expected to averagy 1 percent from
1989 to 2010 andnly 0.3 percent fror@010 to 2020.
Part of that decline will stem from slower growth in
women's work-hours, as the percentage of women in the
workforce approaches that of men. But most of the
decline in the growth of total hours will come from
slower growth in the number of people of working age.

3. lbid., p. 63.

4. Ibid.
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Box 1-2.
Could a Reduction in Children's Share of the Population
Substantially Ease the Pressure on Government Budgets?

The impending retirement of the baby-boom generation, Social Security and Medicare. The lion's share of
coupled with increased longevity, will boost federal spending on children in state and local budgets was d
spending on programs for the elderly. But as the share voted to elementary and secondary educdtion.

of Americans over the age of 65 climbs, some projec-

19
1

tions also show that the share of Americans under age The federal government spent seven times as mug¢h
20 will fall. If that happens, could a shrinking propor- on the elderly as it did on young people, in per capita
tion of children offset some of the increased fiscal bur-  terms. The possible relative decline in the population gf
den associated with the surging elderly population? children would not make up for the costs associated with

the projected surge in the elderly population. In conf

The Congressional Budget Office's long-term bud-  trast, state and local governments might well benefit

get outlook reflects the federally financed benefits for ~ from a relative decline in the number of children. But

both children and the elderly. But focusing exclusively ~ any reduction in the budgetary pressure on state and lp-

on federal programs does not fully capture the effects cal governments is likely to be small compared with the

that the demographic transition will have on the public  increased pressure the federal government will face.
sector. Does allowing for potential savings to state and

174

local governments from a reduced demand for the fund- The potential savings for state and local governt
ing of children's services alleviate the anticipated burden  ments resulting from a relatively smaller number of chil-
on public resources? dren are not automatic consequences of changing demo-

graphics. In the past, increases in per-pupil educatign
The projected costs to the federal government expenditures have occurred during times of riging
caused by the expected increase in the elderly share of falling numbers of school-age children. Likewise, state
the total population are tremendous. They are likelyto  and local governments might face new budgetary pres-
swamp any reductions in costs, relatively speaking, for  sures, such as repairs to school buildings, that could
the federal government that might result from a smaller  more than offset any savings from a shrinking proportion
share of children and a decrease in the demand on fed- of children. In addition, expenditures for state and local
eral funds for children's services. Moreover, because governments would also increase with the size of the
government programs for childrereducation being by elderly population. State and local spending on medical
far the largestare disproportionately funded by state care and related services for the elderly (largely funded
and local governments, any reduction in the overall bur- by Medicaid) could skyrocket with growth in demand
den on taxpayers would have to come from potential  for long-term care services. Such increased costs could
savings at the state and local level. offset any possible reduction a decreasing proportion ¢f
children might bring.

Exploring patterns of per capita expenditures of

federal, state, and local governments on children and the Furthermore, outcomes of future decisiessich as
elderly sheds some light on the total potential fiscal im-  how much to spend on children and the elderly, how
pact of rising shares of elderly and falling shares of chil-  many children are born, and how many immigrants tg
dren. In fiscal year 1995, the fedegalvernment spent admit into the United Statesare highly uncertain.

roughly $14000 per person on programs for the elderly, Those public and private choices will be influenced by
compared with only about $2,000 per child. In contrast, individuals' future income; fiscal conditions facing fed-
state and local governments spent considerably more per eral, state, and local legislators; and other factors.

child than the federal government and considerably less
per capita on the elderly. State and local spending per
person age 65 or older was rougbR00 in 1995 com- 1. T_hese estimates are preliminary and are sensi_tive to the tech-
pared with over $4,000 per child. The fedgavern- niques and assumptions used to determine which programs fo

) . include in the calculations and how expenditures for certain prof
ment's largest expenditures for the elderly were for grams that serve multiple age groups should be allocated.
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Baby Boomers Will Retire. The oldest boomers will
be eligible for reduced Social Security benefits at age
62 in 2008, for Medicare at age 652011, and for full
Social Security benefits at age 66 in 2012. Massive
numbers of retirementsilwthen continue for about two

decades, as successive cohorts of baby boomers reach

the end of their working years.

That transition is the inevitable result of the pattern
of births since World War Il (see Figure 1-3). After a
wartime dip, annual births soared by nearly 1 million
between 1945 and 1944rom 2.9 million births in
1945 to 3.8 million il947. After another dip in 1949
and 1950, births began tcoomt in1951, reaking 4.3
million a year in1958 and not droppg below 4 mil-
lion until 1965. The baby boom wasllbwed by a
baby bust, with the trend in births falling throuti7 3,
then rising again but never quite regaining 1961
level of 4.3 million.

An earlier baby bust that occurred between the two
world wars is how easing the current pressure on fed-
eral programs for health and retirement. Uh€K3,
births had not regained their 1921 peak of 3illiam,
having fallen as low as 2.3 million birthsi833. The
oldestmembers of the interwar baby-bust generation

reached age 62 about a decade ago, and the youngest
will do so over the next decade. As a result, the next 10

years will mark the end of a demographic respite for the
Social Security and health care systems. After that,
relatively large cohorts will pass from being net taxpay-
ers to being net benefitceivers, while relatively small
cohorts will be in or near their peak taxpaying years.

Population Projections Differ
Quantitatively But Agree Qualitatively

Although population projections are uncertain and dif-
fer among forecasters, all projections agree that the 65-
plus dependency ratio will rise lsstantially over the
next 30 years (see Table 1-2, which compares projec-
tions of the Social Security Administration, the Bureau
of the Census, and private forecasters). The forecast-
ers' intermediate paths or median projections suggest
that the ratio will increase from about 21 percent in
2000 to about 36 percent in 2030. Similarly, all fore-
casters expect a significant rise in the proportion of the
very old, as evidenced by the 85-plus dependency ra-
tio—the number of people age 85 or older as a percent-
age of the population ages 20 to 64. The private de-
mographers, Lee and Tuljapurkar, expect higher depen-
dency ratios than the SSA after 2030. But the differ-
ences among forests are not particularly large, espe-
cially in light of the growth of the dependency ratios
and the uncertainty of the projections themselves.

Figure 1-3.
Births in the United States, 1909-1994
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SOURCE: Congressional Budget Office based on data from the National Center for Health Statistics and from Bureau of the Census, Historical
Statistics of the United States: Colonial Times to 1970, Part 1 (1975), p. 49.
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Table 1-2.
Comparision of Projected Dependency Ratios
2000 2010 2020 2030 2040 2050 2060 2070
65-Plus Dependency Ratio (Percent) ?
Social Security Administration
High cost” 21.2 22.2 29.0 38.9 42.6 45.6 52.0 56.9
Intermediate cost 21.0 214 275 355 36.8 37.0 39.8 41.0
Low cost” 20.9 20.6 25.8 32.3 31.9 30.6 31.2 30.7
Bureau of the Census
High growth® 216 22.7 29.8 38.3 39.8 39.9 n.a. n.a.
Intermediate growth 215 223 29.0 37.6 38.4 37.9 n.a. n.a.
Low growth® 21.5 21.8 28.0 36.3 36.3 35.2 n.a. n.a.
Lee and Tuljapurkar®
Upper two-thirds bound® 21.0 214 27.6 375 41.6 46.0 53.5 59.0
Median 20.9 211 27.0 35.6 37.8 39.0 42.3 44.4
Lower two-thirds bound® 20.8 20.7 26.3 33.7 34.2 33.3 33.8 34.1
85-Plus Dependency Ratio (Percent) °
Social Security Administration
High cost” 3.1 3.7 4.1 5.5 8.8 11.8 12.6 14.8
Intermediate cost 3.0 3.4 35 45 6.6 8.1 7.9 8.6
Low cost” 3.0 3.1 2.9 35 4.9 5.5 4.8 5.0
Bureau of the Census
High growth® 2.7 3.6 4.3 5.9 9.0 12.0 n.a. n.a.
Intermediate growth 2.6 3.2 35 4.6 6.9 8.7 n.a. n.a.
Low growth® 2.6 29 29 3.6 5.1 6.1 n.a. n.a.
Lee and Tuljapurkar®
Upper two-thirds bound® 2.6 3.2 3.5 4.7 7.6 10.6 11.8 13.8
Median 2.6 3.0 3.3 4.3 6.7 8.9 9.1 10.1
Lower two-thirds bound® 25 2.9 3.1 3.9 5.8 7.4 7.1 7.4

SOURCE: Congressional Budget Office based on population projections from the Social Security Administration, the Bureau of the Census, and
Ronald D. Lee and Shripad Tuljapurkar, "Stochastic Population Forecasts for the United States: Beyond High, Medium, and Low,"

Journal of the American Statistical Association, vol. 89, no. 428 (December 1994), pp. 1175-1189.

NOTE: n.a. =not available.

a. The 65-plus dependency ratio is the population age 65 or older as a percentage of the population ages 20 to 64.

The high/low bands for the 65-plus dependency ratio made by the Social Security Administration (SSA) and the Census Bureau differ so much
because the two agencies focus on different end results. The Social Security Administration focuses on the actuarial balance of its trust fund,
which depends on the 65-plus dependency ratio. Thus, SSA creates a high-cost path by combining assumptions that lead to a high 65-plus
dependency ratio—that is, low rates of mortality, fertility, and net immigration. The opposite assumptions are made for a low-cost path. By
contrast, the Census Bureau focuses on population totals. Thus, it creates a high path by combining assumptions that lead to a high popula-
tion—that is, low mortality rates and high rates of fertility and net immigration. The opposite assumptions are made for a low population path. The

combinations of assumptions that the Census Bureau uses lead to a narrow high/low band for the 65-plus dependency ratio.
b. High and low alternative populations are determined by sensitivity analysis.

c. Lee and Tuljapurkar's populations are based on 750 stochastic projections that depend on a statistical model of population dynamics.

d. Upper and lower two-thirds bounds are determined by statistical analysis. The bounds bracket two-thirds of the stochastic outcomes so that one-

sixth of outcomes lie above the upper bound and one-sixth lie below the lower bound.

e. The 85-plus dependency ratio is the population age 85 or older as a percentage of the population ages 20 to 64.
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Figure 1-4.
High and Low Projections of the 65-Plus Dependency Ratio
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Congressional Budget Office based on population projections from the Social Security Administration, the Bureau of the Census, and

Ronald D. Lee and Shripad Tuljapurkar, "Stochastic Population Forecasts for the United States: Beyond High, Medium, and Low,"
Journal of the American Statistical Association, vol. 89, no. 428 (December 1994), pp. 1175-1189.

NOTES: The 65-plus dependency ratio is the population age 65 or older as a percentage of the population ages 20 to 64.

The high and low alternatives of the Social Security Administration and the Bureau of the Census are determined by sensitivity analysis.

The high and low alternatives of Lee and Tuljapurkar's stochastic populations are determined by statistical analysis so that there are an
estimated two chances in three that the actual 65-plus dependency ratio in any year will be within the range shown above.

To address uncertainty, all of the forecasters also
prepare alternative projections, although they use dif-
ferent methods. The Social Security Administration
and the Census Bureau prepare their alternative projec-
tions simply by mking different assumptions about
fertility, mortality, and net immigrain. In 2050, the
65-plus dependency ratio rises to 46 peroadier the
SSA's high path and to about 40 percent under the Cen-
sus Bureau's high path. By contrast, the ratio is 31 per-
cent under the SSA's low path and 35 percent under the
Census Bureau's low path. Lee and Tuljapurkar use
statistical methods to develop alternative projections

5. The high/low bands for the 65-plus dependency ratio made by SSA
and the Census Bureau differ so much because the two agencies focus
on different end results. The Social Security Administration focuses
on the actuarial balance of its trust fund, which depends on the 65-plus
dependency ratio. Thus, SSA creates a high-cost path by combining
assumptions that lead to a high 65-plus dependency-tatiois, low
rates of mortality, fertility, and net immigration. The opposite assump-
tions are made for a low-cost path. By contrast, the Census Bureau
focuses on population totals. Thus, it creates a high path by combining
assumptions that lead to a high populatitimat is, low mortality rates
and high rates of fertility and net immigration. The opposite assump-
tions are made for a low population path. The combinations of as-
sumptions that the Census Bureau uses lead to a narrow high/low band
for the 65-plus dependency ratio.

and thus can explicitly estimate the chance of érror.
For instance, they calculate that there are about two
chances in three that the 65-plus dependency ratio in
2050 will lie between 33 percent and 46 percent.

What leads to such ranges? Obviously, uncertainty
about the future population stems from uncertainty
about the rates of fertility, mortality, and immigration.
Statistical analysis sugsgs that uncertainty about fer-
tility accounts for roughly two-thirds of the long-term
uncertainty about 65-plus dependency ratios.

Fertility . Uncertainty about future fertility makes the
high/low band of the 65-plus dependency ratio start to
fan out about 20 years from now as children not yet
born enter the labor force (see Figure 1-4). Fertility has
historically varied widely, agdicated by the total fer-
tility rate, which in a given year is equal to the number
of children a hypothetical woman would bear in her
lifetime if she survived her childbearing years and expe-
rienced the birth rates at each age that are observed in

6. Ronald D. Lee and Shripad Tuljapurkar, "Stochastic Population Fore-
casts for the United States: Beyond High, Medium, and Léeytnal
of the American Statistical Associatjorl. 89, no. 428 (Bcember
1994), pp. 1175-1189.
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the given year. The total fertility rate fell from 3.3 chil- a year. But that rate of decline has been quite uneven
dren per woman after World War | to 2.1 during the  over time and among males and females of different
Great Depression, rose to 3.71857, fell to 1.7 in ages (see Table 1-4). From 1968otlgh 1982, the

1976, then rose to the current rate of zhildeen per combined mortality rate declined at a rate of 1.9 percent

woman. That rate is almost equal to the 2.1 percent a year; from 1982 tlough1994, it fell by 0.7 percent a
rate that will hold the population roughly constant if  year. Lee and Tuljapurkar project a more rapid rate of
mortality rates are constant and net immigration is zero. decline in the combined mortality rate than does either
The various forecasters project that the total fertility = the Social Security Administration or the Census Bu-
rate will stabilize at roughly 2 children per woman (see reau, but relatively more of that faster decline occurs
Table 1-3). among younger people, whose mortality rates are al-
ready low (see Table 1-5).
Mortality . Mortality rates vary by age and sex but can
be summarized by an overall mortality rate (the death Immigration. Although net immigration also involves
rate adjusted for age and sex). That rate in a given year uncertainty, some things are clear: more people are
is equal to the crude death rate that would occur if peo- likely to enter than leave theuntry, and a dispropor-
ple of each age and sex experienced the respective tionate number of immigrants will be of prime working
death rates that are observed or estimated for that year. age. The Immigration Act df990 sets future limits for
From 1900 though1994, the combined male and fe- most categories of immigrants, so much of the uncer-
male mortality rate fell at an average rate of 1.1 percent tainty involves the rates of emigration and of other-

Table 1-3.
Fertility Rates by Age (Number of children per woman)

Age 2000 2010 2020 2030 2040 2050 2060 2070

Social Security Administration

15t0 24 0.9 0.8 0.8 0.8 0.8 0.8 0.8 0.8
25t0 34 1.0 0.9 0.9 0.9 0.9 0.9 0.9 0.9
35 or Older 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2

Total 21 20 20 1.9 1.9 1.9 1.9 1.9

Bureau of the Census

15t0 24 0.9 0.9 0.9 1.0 1.0 1.0 n.a. n.a.
2510 34 1.0 1.0 1.0 1.0 1.0 1.0 n.a. n.a.
35 or Older 0.2 0.2 0.2 0.2 0.2 0.2 n.a. n.a.

Total 2.1 2.1 2.1 2.2 2.2 2.2 n.a. n.a.

Lee and Tuljapurkar

15t0 24 0.8 0.8 0.8 0.8 0.8 0.8 0.8 0.8
25t0 34 0.9 0.9 0.9 0.9 0.9 0.9 0.9 0.9
35 or Older 0.2 0.2 0.2 0.2 0.2 0.2 0.2 0.2

Total 1.9 1.9 1.9 1.9 1.9 1.9 1.9 1.9

SOURCE: Congressional Budget Office based on data from the Social Security Administration, the Bureau of the Census, and Ronald D. Lee and
Shripad Tuljapurkar, "Stochastic Population Forecasts for the United States: Beyond High, Medium, and Low," Journal of the American
Statistical Association, vol. 89, no. 428 (December 1994), pp. 1175-1189.
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Table 1-4.

Past Average Annual Changes in Age-Specific Death Rates (In percent)

1900- 1936- 1954- 1968- 1982- 1900-
Age 1936 1954 1968 1982 1994 1994
Male
Oto 14 -2.9 -4.7 -1.7 -4.4 -2.6 -3.3
15to 24 -1.8 -3.1 0.3 -15 0.2 -15
25 to 64 -0.9 -1.8 0.2 2.3 -0.7 -1.1
65 or Older -0.2 -1.2 0.3 -15 -0.8 -0.6
Overall -0.8 -1.6 0.2 -1.8 -0.8 -0.9
Female
Oto 14 -3.1 -5.0 -1.7 -4.2 -2.5 -3.4
15to 24 -1.9 -6.8 -0.3 -1.9 -0.5 -2.5
25 to 64 -1.1 -3.4 -0.6 2.2 -0.7 -1.6
65 or Older -0.3 -1.8 -0.8 -2.0 -0.4 -1.0
Overall -0.9 -25 -0.8 2.2 -0.5 -1.3

SOURCE: Congressional Budget Office based on data from the Social Security Administration.

than-legal immigration. (The act, however, sets no lim-
its on immigration to reunite families.) For its interme-
diate projection, the Social Security Administration es-
timates that net immigration will settle 0,000 peo-
ple a year; for its low and high projectior 50,000
and 1,150,000 people a year.

Medical Spending per Enrollee
Is Growing Rapidly

Federal outlays for health care have grown rapidly for
many years, rising from 1.5 percent of GDRL&VY5 to
3.8 percent in 1997Higher enrollment accounted for
some of that growth, but most of it stemmed from
higher spending per enrollee (see Table 1-6).

Continued rapid growth in spending per enrollee is
expected to further strain the budget. Even in the ab-
sence of an aging population, federal outlays for health
care would rise as a share of GDP if spending per
enrollee grew faster than nominal GDP per work-hour.
Over the next two decades, spending per enrollee is
projected to grow an average of almost 2 percentage
points a year faster than GDP per work-hour.

Like the Medicare trustees, however, CBO assumes
that spending per enrollee will not outpace GDP per
work-hour forever. Both agencies assume that the

growth rate of Medicare spending per enrollee will
gradually fall to roughly that of the average wage (or to
about that of GDP per work-hour) by 2020 and thereaf-
ter” CBO makes a similar assumption for Medicaid.
Without a change in the ratio of efiees to workers,
those assumptions would then make federal health
spending grow at about the same rate as GDP.

On the basis of history and in the absence of policy
action, those assumphs appear optimistic. Even so,
CBO projects that federal spending for Medicare and
Medicaid will consume a growing share of GBffom
4 percent today to 10 percent by 2050.

Policy Options

Addreséng the budgetary problems posed by an aging
population and rising medical 3 will involve diffi-

cult policy choices. To keep the deficit from eventually
rising in relation to GDP, the Congress will have to re-
duce spending or raise taxes. Spending cuts might
come from either of two major categories of outlays:
discretonary spending, which is controlled by annual

7. Health Care Financing Administratiofhe 1997 Annual Report of
the Board of Trustees of the Federal Hospital Insurance Trust Fund
(1997).
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Table 1-5.
Projected Average Annual Changes in Age-Specific Death Rates (In percent)

Age 1995-2020 2020-2070 1995-2070

Social Security Administration

Male
Oto 14 2.4 -1.1 -1.6
15to 24 -1.1 -0.5 -0.7
25 to 64 -1.3 -0.5 -0.8
65 or older -0.5 -0.5 -0.5
Overall -0.7 -0.5 -0.6
Female
Oto 14 2.4 -1.2 -1.6
15to 24 -1.1 -0.5 -0.7
25 to 64 -1.0 -0.5 -0.7
65 or older -04 -0.5 -0.5
Overall -0.6 -0.5 -0.5
Bureau of the Census 2
Male
Oto 14 -1.8 -1.4 -1.6
15to 24 -0.5 -0.3 -0.4
25 to 64 -0.7 -0.9 -0.8
65 or Older -1.2 -0.9 -1.0
Overall -1.0 -0.9 -0.9
Female
Oto 14 -1.6 -1.3 -1.4
15to 24 -1.0 -0.7 -0.8
25 to 64 -0.8 -0.8 -0.8
65 or Older -0.7 -0.6 -0.6
Overall -0.8 -0.6 -0.7
Lee and Tuljapurkar
Male
Oto 14 -3.5 -3.5 -3.5
15to 24 -1.4 -1.4 -1.4
25 to 64 -1.2 -1.2 -1.2
65 or Older -0.8 -0.8 -0.8
Overall -1.0 -0.9 -0.9
Female
Oto 14 -3.3 -3.1 -3.2
15to 24 -2.9 -2.8 -2.8
25 to 64 -1.8 -1.7 -1.8
65 or Older -1.3 -1.2 -1.2
Overall -1.4 -1.3 -1.3

SOURCE: Congressional Budget Office based on data from the Social Security Administration, the Bureau of the Census, and Ronald D. Lee and
Shripad Tuljapurkar, "Stochastic Population Forecasts for the United States: Beyond High, Medium, and Low," Journal of the American
Statistical Association, vol. 89, no. 428 (December 1994), pp. 1175-1189.

a. Projections by the Census Bureau extend only through 2050.
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appropriations; or mandatory spending, which com-
prises entitlements (ihading Social Security, Medi-
care, and Medicaid) and spending under budget author-
ity provided by laws other than appropriation acts.
Most discretionary spending goes toward the purchase
of goods and services from businesses and government
workers. Those purchases are used to provide public
goods, such as defense or roads. By contrast, most
mandatory spending represents benefit payments made
directly to or on behalf of individuals. Because Social
Security and medical care already make up such a large
part of current spending and represent the main source
of future pressure on the deficit, resolving long-term

imbalances is likely to be difficult without changing
those programs.

Federal spending and revenues have changed in
relation to each other and to the economy since World
War Il. Discretionary spending as a share of GDP has
fallen significantly, but most of that decrease has taken
place in the share for defense, which now constitutes
about half of discretionary spending (see Table 1-7).
Nondefense discretionary spending has remained a
fairly stable fradon of GDP. The rise in the share of
GDP devoted to mandatory outlays has resulted from
an increase in Social Security and health care, which

Table 1-6.

Average Annual Rates of Growth in Federal Payments for Medicare and Medicaid

(By fiscal year, in percent)

1997-2008
1970-1975 1975-1980% 1980-1985 1985-1990 1990-1997 (Projected)
Medicare
Outlays® 16 18 15 9 10 7
Enrollees® 4 3 2 2 2 1
Outlays per Enrollee 12 15 13 7 8 6
Extra Growth® 3 7 6 3 5 2
Medicaid
Outlays® 20 15 10 13 13 7
Enrollees 9 0 0 3 6 2
Outlays per Enrollee 11 15 10 9 7 6
Extra Growth® 2 7 3 5 4 2
Memorandum:
Growth in Nominal GDP
per Work-Hour' 9 8 7 4 3 4
SOURCE: Congressional Budget Office based on data from the Health Care Financing Administration; the Department of Commerce, Bureau of

Economic Analysis; and the Bureau of Labor Statistics.

a. Growth rates account for the change in the fiscal year that occurred in 1976.

b. Excludes Medicare premium receipts.

c. Based on enrollees in Medicare's Hospital Insurance program.

d. Extra growth denotes the difference between the growth rate of outlays per enrollee and the growth rate of nominal GDP per work-hour.

e. Includes administrative costs and payments to disproportionate share hospitals.

f.  Work-hours are assumed to grow at the same rate as hours in the nonfarm, nonhousing business sector.
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Table 1-7.
Federal Outlays and Receipts (By fiscal year)
1965 1975 1985 1995 1997
In Billions of Dollars
Outlays
Discretionary
Defense 51 88 253 274 272
Other 27 _10 163 272 277
Subtotal 78 158 416 545 549
Mandatory
Social Security 17 64 186 333 362
Health 0 21 92 266 304
Other 23 85 170 219 229
Subtotal 40 170 448 818 895
Offsetting Receipts -8 -18 -47 -80 -86
Net Interest _9 _23 130 232 244
Total Outlays 118 332 946 1,516 1,601
Receipts
Individual income taxes 49 122 335 590 738
Corporate income taxes 26 41 61 157 182
Social insurance taxes 22 85 265 485 539
Other _20 _32 _73 120 120
Total Receipts 117 279 734 1,352 1,579
Deficit (-) or Surplus -1 -53 -212 -164 -22
Debt Held by the Public 261 395 1,500 3,603 3,771
As a Percentage of GDP
Outlays
Discretionary
Defense 7.4 5.6 6.2 3.8 3.4
Other 3.9 4.5 3.9 3.8 3.4
Subtotal 11.3 10.2 10.1 7.6 6.9
Mandatory
Social Security 2.5 4.1 4.5 4.6 4.5
Health 0 1.3 2.2 3.7 3.8
Other 3.3 5.5 4.2 3.1 2.9
Subtotal 5.8 10.9 10.9 11.4 11.2
Offsetting Receipts -1.1 -1.2 -1.1 -1.1 -1.1
Net Interest 1.3 1.5 3.2 3.2 3.1
Total Outlays 17.2 21.4 23.0 21.1 20.1
Receipts
Individual income taxes 7.1 7.9 8.1 8.2 9.3
Corporate income taxes 3.7 2.6 15 2.2 2.3
Social insurance taxes 3.2 5.4 6.5 6.7 6.8
Other 3.0 2.0 1.8 17 15
Total Receipts 17.0 18.0 17.9 18.8 19.8
Deficit (-) or Surplus -0.2 -3.4 -5.2 -2.3 -0.3
Debt Held by the Public 38.0 25.4 36.5 50.1 47.3
MEMORANDUM:
Gross Domestic Product 687 1,554 4,108 7,194 7,972

SOURCE: Congressional Budget Office based on data from the Office of Management and Budget and the Department of Commerce, Bureau of

Economic Analysis.
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now collectively constitute about three-quarters of all
mandatory spending and one-half of all noninterest
spending. Taxes have grown slowly as a share of GDP
for most of the postwar period.

Although an increase in taxes could forestall a spi-
ral of higher deficits and slower growth, the increase
would have further effects on the economy, depending
on the type of tax. Those effects determine how vari-
ous taxes affect not only specific groups but the overall
economy as well. Adverse economic effects are more
likely to occur if the tax hikes raise marginal income
tax rates-that is, the tax collected on an extra dollar
earned. Higher marginal income tax rates distort pri-
vate choices by reducing the incentive for people to
work and save, thereby reducing the long-term level of
GDP. For that reason, many analysts propose that if
taxes are raised to control future deficits, they be raised
by broadening the tax base or by using a tax base that
entails less distortion than the current system.

Cutting spending would initially reduce some peo-
ple's income, although such cuts may lead to more out-

put in the long run. Cost-effective cuts in spending
would boost efficiency but would initially reduce in-
comes—for instance, those of health care providers or
government workers and suppliers. Other cuislgy
reduce either the public goods provided by the govern-
ment or the direct benefits that now go largely to the
poor, sick, or elderly. Cuts in benefits could, however,
increase private saving and work effort. For instance,
lower promised benefits for Social Security would lead
some people to save more and work longer to provide
for their retirement. The increase in capital and labor
would improve the economy, but people whose prom-
ised benefits were reduced would be made worse off by
having to work more and consume less.

Any way of resolving the budgetary issues posed
by an aging population and risingste of health care
per enrollee involves ets to someone. Albugh such
costs can be ptponed, they cannot be avoided. The
longer an a@bn is delayed, the larger the problem will
grow. Acting now to reduce future deficits will give
people time to adjust their plans and will avert the later
need for a larger change in a shorter time.






Chapter Two

The Long-Term Budget Outlook

Ithough the Congressional Budget Office pro-
A jects that the budget will be in surplus for most

of the next decade, new pressures for higher
spending will begin to build after that. A growing seg-
ment of the population will become eligible for federal
health and retirement programs as the large baby-boom
generation starts to retire arouB@10. And federal
health programs will face additional pressure as spend-
ing per enrollee continues to rise faster than the average
wage.

However, under the assumptions of CBO's base
scenario, severe budgetary problems willeraerge for
some time. The federal debt as a share of income is not
projected to exceed today's level for more than three
decades (seeidure 2-1). Debt is projected to rise
sharply thereafter, driven mainly by spending on Social
Security, Medicare, Medicaid, and federal interest pay-
ments.

The projected imbalance between spending and
revenues will almost certainly have to be addressed
eventually. Early action offers distinct advantages.
Federal health and retirement prograaffect people's
life plans, and announcing any potential changes to
those programs well in advanceowld allow people
more time to adjust. In addition, if action was delayed
significantly, more-dramatic policy changes would be
needed to correct the imbalance.

The respite from long-term problems depends in
part on maintaining budget surpluses throRg88 and
beyond. If those surpluses were eliminated by raising
spending or cutting taxes, the long-term budget outlook
would worsen significantly.

Although a considerable imbalance remains, the
long-term picture has improvedtsiantially over the
past year. In March 1997, CBO estimated that the bud-
get would deteriorate much more quickly than it now

Figure 2-1.
Long-Term Projections of Federal Debt
Compared with Historical Levels

Debt as a Percentage of GNP
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SOURCE: Congressional Budget Office.

NOTES: The area between the dotted lines reflects statistical uncer-
tainty about population and productivity. The dotted lines
were calculated from 750 different paths for population and
productivity so that two-thirds of the projections of the debt-
to-GNP ratio lie between them. The different paths for
population and productivity were developed from statistical
models.

This figure uses gross national product (GNP) rather than
gross domestic product (GDP) in order to match historical
economic data. GNP differs from GDP in that it includes
the income that U.S. residents earn abroad and excludes
the income that nonresidents earn in the United States.
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projects. The change results entirely from revisions in
CBO's 10-year budget projections. (Those projections
are based on a detailed, program-by-program examina-
tion of the budget; the long-term projections extend the
10-year estimates according to relatively simple rules.)
Altered economic and technical assumptions for the
19982008 peiod and ecent plicy changes (including
the Balanced Budget Act df997) prompted CBO to
revise its 10-year projections.

Uncertainty plagues all budget forets, andong-

term projections are especially vulnerable. CBO inves-
tigated the degree of uncertainty in its long-term esti-
mates by using a broad range of alternative assump-
tions. It concluded that the budget outcomes could be
either brighter or more severe than those projected un-
der the base scenario. Whatever the exact figures, how-
ever, some degree of pressure on the budget is almost
certain.

Budgetary Assunptions

CBO's long-term projections cannot be based solely on
extending current laws. For example, the part of the
budgetknown as discretionary spending is subject to
yearly appropriation decisions by the Congress rather
than permanent laws. The Balanced Budget Act of
1997 capped disciehary spending througl2002;
thereafter, such spending is subject to annual appropri-
ations that can be more or less than current levels. In
addition, many programs governed by permanent laws
have been periodically adjusted by the Congress for
various reasons, such as population growth, inflation,
real (inflation-adjusted) growth in wages, and changes
in demand for government programs. Extending cur-
rent law over decades would make little sense in those
cases. Inits analysis, CBO therefore takes a more ab-
stract view of what it means to maintain current policy
over the long term.

For the years throug?008, CBO'dong-term bud-
get model follows the agency's 10-year baseline projec-
tions, published iThe Economic and Budget Outlook:
Fiscal Years 1999-200@anuary 1998). In those pro-
jections, taxes and mandatory spending reflect current
laws, and discretionary spending grows with inflation,
subject to the statutory caps.

In the years beyond008, spading and revenues
follow rules that appear reasonable over the long term:

o0 In the base scenario, discretionary spending is as-
sumed to remain constant as a share of the nation's
income. In an alternative scenario, discretionary
spending growsnly at the rate of inflation and
therefore declines relative to gross domestic prod-
uct (which increases with both economic growth
and inflation).

0 Revenues are assumed to remain constant as a
share of GDP.

o Outlays for Social Security are assumed to grow at
the rate projected by the trustees of the Old-Age
and Survivors Insurance and Disability Insurance
Trust Funds under the intermediate assumptions in
their 1997 annual report, adjusted for differences in
economic assumiains® For example, because real
wage growth is higher in the early years of the
CBO projection than the trustees assume, real
growth in Social Security outlays is also higher,
since benefits depend on past wages. In some al-
ternative scenarios, CBO also adjusted the trustees’
projected growth rates for different assumptions
about demographic trends.

Medicare outlays are assumed to grow at the rates
projected by the program's trustees in 1997, ad-
justed for different economic assumptidns. (Their
projections assume that the rates of growth of
spending per Medicare enrollee gradually slow over
the next two decades to be roughly in line with the
growth of the average wage.) In some alternative
scenarios, the trustees' projected growth rates are
adjusted for different assumptions about demo-
graphic trends. In another scenario, the growth
rates are adjusted by assuming that the slowdown
in growth of spending per enrollee is delayed.

1. The Social Security trustees released their 1998 report after CBO fin-
ished its analysis. Their 1998 projections are only slightly more opti-
mistic than last year’s; using them would not have changed CBO'’s
analysis by much.

The Medicare trustees released their 1998 report after CBO finished
its analysis. However, if CBO had used the new projections, its esti-
mates would not have changed appreciably. CBO's forecasts antici-
pated the decline in the trustees’ projections of Medicare outlays.
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0 Medicaid outlays are assumed to increase with de-
mographic demands and the growth of expendi-
tures per enrollee. In the base case, the growth rate
of expenditures per enrollee is assumed to slow
gradually to match that of average wages by 2020,
roughly consistent with the Medicare trustees' as-
sumption. In an alternative scenario, the slowdown
in growth is delayed. Other alternatives incorpo-
rate different demographic assumptions.

o Civilian and military retiement benefits are as-
sumed to match the growth rates projected by the
Office of Personnel Managnent and the Depart-
ment of Defense, respectively. As in the case of
Social Security and Medicare, those growth rates
are adjusted for differing economic assumptions.

0 Other benefit payments grow with demographic
demands and the growth of productivity plus infla-
tion.

0 Aid to states and localities (other than for Medic-
aid) is assumed to stay constant as a share of in-
come. In an alternative, the discretionary part of
that aid is assumed to grow only with inflation.

Those assumptions do not represent a prediction of
what will actually happen, since policymakers will al-
most certainly alter current policies as circumstances
change, particularly if the fiscal situation begins to de-
teriorate significantly. Rather, estimates using those
assumptions illustrate the possible effect of continuing
historical patterns of spending and revenues in the face
of growing pressure on the budget from demographics
and health expenditures.

Economic Assunptions

The federal budget caaffect the economy, and the
economy can in turaffect the budget. Budget deficits
can "crowd out" private investment and reduce eco-
nomic output by diverting saving from investment in
productive capital to the purchase gbvernment
bonds. In ddition, increased government debt can
raise interest rates by increasing the demand for sav-
ings. At the same time, the econoafiects the budget

in that lower output reduces tax revenues, and higher
interest rates raise payments on the federal debt.

CBO takes account of the interactions between the
budget and the economy by embedding the budgetary
assumptions in its model of the economy. In that
model, economic output depends on hours of labor, the
size of the capital stock, and total factor productivity.
(TFP determines the amount of output that can be pro-
duced with given quantities of labor and capital; it can
be thought of as a measure of production technology.)
For simplicity, the model assumes that unemployment
stays constant at a level consistent with stable inflation
over the long run; therefore, the model does not include
any short-term cyclical interactions between the budget
and the economy. Irddition, in the model, tax rates do
not affect labor supply or private saving, and real gov-
ernment investment does radtect private output.

The base economic assumptions used in the model
follow CBO's 10-year projections througb08. After
that, economic developments are also governed by
rules:

0 Hours of labor supplied by each person ghaen
age and sex are assumed to remain constant.
Therefore, as growth of the population ages 20 to
64 slows down and growth of the elderly rises, the
growth in total hours slows, because the elderly
supply fewer hours of labor on average than the
middle-aged do.

0 The private capital stock grows as net investment is
added. Budget surpluses increase national saving
and investment. Conversely, budget deficits lead to
lower national saving and investment.

0 Total factor productivity grows consistent with its
postwar average of about 1 percent per year in the
base scenario; in alternatives, it grows faster or
more slowly.

0 Interest rates move one for one with the return on
capital (that is, the return earned on real investment
such as plant and equipment after corporate taxes).
If the capital stock falls relative to output, the re-
turn on capital rises, boosting interest rates.

o Inflation, as measured by the GDP deflator, re-
mains constant at a rate of 2.5 percent per year af-
ter 2008.
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In the model, deficits also affect both net borrowing
from foreigners and private saving in ways that offset
part of their impact on private investment. Net borrow-
ing from foragners is assumed to increase as deficits
rise and national saving falls. In essence, some of the
government's borrowyg is financed by foreigners. To
the extent that foreigners finance a deficit, domestic
investment and output decline less. However, increased
foreign borrowing implies that a greater share of future
debt payments will flow to foreigners, reducing the por-
tion of domestic output available for consumption.

In addition, for a variety of reasons, private saving
is assumed to rise with increased deficits. To the extent
that larger deficits are caused by higher benefit pay-
ments or lower taxes, they represent greater disposable
income relative to GDP and thus more saving (as long
as not all of the increased income is consumed). Higher

deficits can also raise interest rates, which may increase
saving. Finally, some people fag increased deficits
may save more in anticipation of the fact that taxes
could rise in the future to finant¢egher interest pay-
ments or retire the additional debt. CBO's model as-
sumes that all of those effects combine to raise private
saving by 50 cents for each $1 increase in the deficit.
(If deficits do not change, private saving is assumed to
remain constant as a share of income.)

The Base Scenario for the
Long-Term Budget Outlook

Using its base assumptions, CBO projects that the fis-
cal situation will improve over the next decade and then

Table 2-1.

Projections of Federal Receipts and Expenditures Under CBO's Base Scenario, 1997-2050

(As a percentage of GDP )

1997 2000 2010 2020 2030 2040 2050
NIPA Receipts 21 21 20 20 20 20 20
NIPA Expenditures
Federal consumption expenditures 6 5 4 4 4 4 4
Federal transfers, grants, and subsidies
Social Security 4 4 5 6 6 7 7
Medicare 3 3 4 5 6 7 7
Medicaid 1 1 2 2 2 3 3
Other 5 5 4 4 4 4 4
Net interest 3 2 1 1 2 6 19
Total 22 21 20 22 25 30 43
NIPA Deficit (-) or Surplus 0 0 1 -1 -5 -10 -23
Debt Held by the Public 47 42 21 17 40 93 206
Memorandum:
Gross Domestic Product (Trillions of dollars) 8.1 9.2 14.6 22.4 33.1 48.5 67.7

SOURCE: Congressional Budget Office.

NOTES: The base scenario assumes that rising deficits affect interest rates and economic growth.

NIPA = national income and product accounts.
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progressively deteriorate because of demographics,
health costs, and incréag interest payments. The
budget, as measured in theioaal income and product
accounts (NIPASs), is projected to remain in surplus
—and the ratio of debt to GDP to decknentil about
2015 (see Table 2-%). Thereafter, the budget will move
into deficit, and the debt will begin to grow. By the
early 2040s, CBO projects, federal debll wxceed
100 percent of GDP. That is about twice as high as the
current ratio and is a level previously reached only at
the end of World War II.

The primary forces acting on the budget in the long
run come from Social Security, Medicare, Medicaid,
and, ultimately, interest payments. In the base scenario,
Social Security benefits rise from 4 percent of GDP in
1997 to 7 percent in 2050; Medicare and Medicaid to-
gether rise from 4 percent of GDP in 1997 to 10 per-
cent in 2050. Increased sukng on those health and
retirement programs leads to increased deficits, rising
debt, and higher interest payments on that debt. As a
result, net interest payments climb from 3 percent of
GDP in 1997 to 19 percent in 2050.

The gap between projected spending and revenues
can be illustrated with a single measure. That measure,
the "fiscal gap,” represents the size (as a percentage of
GDP) of the immediate and permanent tax increase or
spending cut required to keep the ratio of debt to GDP
below its current level of about 50 percent through
2070. In CBO's base scenario, the fiscal gap is 1.6 per-
cent of GDRP-about 8 percent of total federal tax reve-
nues or spending.

The fiscal gap is intended to be only an illustrative
device for measuring the magnitude of the long-term
budgetary imbalance, not a prescription for policy. A
sudden tax increase or spending cut as large as the fis-
cal gap could push the economy ingxeassion and
greatly disrupt people's plans.

3. NIPA spending and revenue measures differ from the more commonly
cited unified budget because of a variety of accounting and timing
differences. The NIPA measures are used in CBO's long-term budget
model to match the economic variables in the model. One important
budget rule is defined in terms of discretionary spending, a category of
the unified budget. For the purposes of that rule, discretionary spend-
ing is estimated by assuming that the shares of the NIPA categories
that represent discretionary spending remain consistent with recent
shares. The bulk of discretionary spending is included in the NIPAs as
federal consumption expenditures.

The fiscal gap provides a convenient way to com-
pare projections made at different times or under differ-
ent assumptions. Comparisons using projections of the
deficit or total debt are more difficult because small
differences in the primary deficit (noninterest outlays
minus revenues) can compound over time into very
large differences in the overall deficit and debt. The
fiscal gap is not subject to that problem.

Improvements in the Past Year

The long-term outlook has brightened considerably
over the past year. In Mard®97, CBO estimated a
fiscal gap of 4.1 percent of GDP (see Table 2-2). That
estimate is now 1.6 percent because of the improvement
in CBO's 10-year projections. A better-than-expected
economy, policy actions such as the Balanced Budget
Act of 1997, and tdmical revisions in estimates have
swung the projected fiscal position #2007 from a
NIPA deficit of 2.3 percent of GDP in last year's pro-
jections to a surplus of 1.1 percent in the current projec-
tions.

In other words, the improved 10-year outlook has
eliminated roughly 60 percent of the long-term fiscal
gap. (Minor changes in long-term assumptions since
last year have not affected that gap.) That improve-

Table 2-2.
Changes in the Fiscal Gap Since 1997

Fiscal Gap
(Percentage
of GDP)
March 1997 Estimate 4.1
Changes Since March 1997
Changes in the 10-year projections -2.5
Changes in the long-term assumptions 0
May 1998 Estimate 1.6

SOURCE: Congressional Budget Office.

NOTE: The fiscal gap is the size of the permanent tax increase or
spending cut that would be needed to keep the ratio of fed-
eral debt to GDP at or below its current level from 1997
through 2070.
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ment is also reflected in the fact that, relative to the
March 1997 estimate, the debt-to-GDP ratio is now
projected to take longer before it begins to rise sharply
(see Figure 2-2).

CBO's budget model uses simple rules to extend
budget estimates beyd the last year of the 10-year
projections, so the level of deficit or surplus forecast for
2008 has an important influence on the long-term pro-
jections. In the absence of other changes, differences in
the primary budget surplus (revenues minus noninterest
outlays) in the last year of the 10-year projections tend
to be carried on througk070. By implicabn, when
that primary NIPA surplus changes as a share of GDP,
the estimated fiscal gap changes by about the same
amount. For example, betwektarch 1997 and now,
the forecast for the primary surplus in 2007 went from
0.5 percent to 2.7 percent of GDP, an increase of 2.2
percentage points. Correspondingly, the fiscal gap fell
from 4.1 percent to 1.6 percent, a drop of 2.5 percent-
age points.

The large change from last year's estimated fiscal
gap to this year's underscores the uncertainty of long-
term forecasts. A large part of the rémisin the 10-
year projections resulted not from policy but from un-
expected budgetary and economic developments (espe-
cially higher-than-expected revenues and GDP) that led
to altered views about expected revenues and spending.
In the same way, other unforeseen events could lead to

Figure 2-2.
The Ratio of Debt to GDP Under CBO's
1997 and 1998 Base Scenarios

Debt as a Percentage of GDP
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SOURCE: Congressional Budget Office.
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Figure 2-3.
The Ratio of Debt to GDP With and Without
Budget Surpluses Through 2008
Debt as a Percentage of GDP
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SOURCE: Congressional Budget Office.
NOTE: The base scenario matches CBO's 10-year baseline projec-
tions, which show budget surpluses from 2001 through
2008. The scenario without surpluses assumes that the

surpluses are reduced to zero (that is, the budget is bal-
anced) for those years.

either a significant worsening or a further impgment
in the 10-year outlook, which woulaffect the long-
term outlook accordingly.

The positive change in the long-term outlook is not
unexpected given the imprement in the 10-year pro-
jections sinceMarch1997. In an alternative projection
made last year, CBO estimated that balancing the bud-
get from 2002 tlough 2007 would lead to a much
better long-term outlook, but that lomg®in pressures
would nonetheless eventually push debt to unsustain-
able levels. That remains the case today, although the
projected surpluses make the long-term outlook even
more positive than that 1997 "balancedipet” projec-
tion indicated.

The Cost of Spending Budget Surpluses

Spending the surpluses projected over the next decade
would significantly worsen the long-term outlook.
CBO's base scenario assumes that surpluses will be
maintained from 2001 tbugh2008. If, instead, tax
cuts or spending increases left the budget exactly bal-
anced througt2008, pressures on theidget would
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build somewhat more quickly (seégkre 2-3). The
fiscal gap would rise to 2.3 percént. That estimate is Table 2-3.

consistent with previous CBO projections: in the  The Fiscal Gap Under Various Assumptions
March1997 balanceduzlget scenario, CBO estimated
that the fiscal gap would be 2.3 percent if the budget

Fiscal Gap

was balanced from 2002 tugh2007. (Percentage
Assumption of GDP)

The Cost of Inaction CBO's Base Assumptions 1.6
Although pressures on thediget do not begin building Budget Surpluses
fora number qf years un'der the base scenario, any sub- \, surpluses Through 2008 23
stantial delay in addressing those pressures could make
the actions needed to deal with them more severe. For Delayed Policy Action
example, if no action was taken urzD20, the fiscal No Action Until 2020 3.0

gap would increase to 3.0 percent of GDP, almost dou-
ble the current estimate (see Table 2-3). Waiting until  No Action Until 2030 4.4
2030 would widen the gap to 4.4 percent.
Discretionary Spending
Furthermore, beneficiaries and taxpayers would be Discretionary Spending Grows with Inflation

better off if they had more time to adjust to policy  After 2008 0.4
changes. Many people may plan for their retirement _
with a certain amount of public benefits in mind. If Population
program changes were announced well in advance or .. Security Trustees' Low-Cost
phased in slowly, current workers could compensate for  population Assumptions 0.6
reduced benefits by saving more or working longer.
The strategy of advance annoament was used in the ~ Social Security Trustees' High-Cost
last major adjustment to Social Security, in 1983. The Population Assumptions 3.0
retirement age was raised, but via a slow phase-in that Productivity
began to take effect only for people turning 62000.
Such a strategy, however, requires that the future pres- Total Factor Productivity Grows by

1.5 Percent a Year After 2008 0.4
sures on programs be addressed before they become
severe. Changes in spending made in response to a Cri- Total Factor Productivity Grows by
sis would have to barimediate, leaving no time for 0.5 Percent a Year After 2008 2.9
people to adjust. Federal Health Spending

Slowdown in Growth of Spending per

Enrollee Is Delayed by 10 Years 3.7
Alternative Long-Term Economic Variables
Scenarlos Interest Rate on Government Debt Equals

Growth Rate of GDP After 2008 1.6
Although CBO's base scenario incorporates reasonable _

No Economic Feedbacks 13

assumptions, many alternative scenarios are possible.
Altering some key assumptions produces a range of

SOURCE: Congressional Budget Office.

. . NOTE: The fiscal gap is the size of the permanent tax increase or
4.  That scenario assumes that half the projected surpluses are spent on spending cut that would be needed to keep the ratio of fed-

increased discretionary spending and half on reduced taxes. The fiscal eral debt to GDP at or below its current level from 1997
gap would be higher if spending was increased in a fast-growing cate- through 2070.
gory such as Medicare.
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results, which illustrate the uncertainty inherent in long-
term estimates.

Discretionary Spending

Discretionary spending is provided by the Congress in
13 annual appropriation bills and includes most spend-
ing on defense, foreign aid, science, space, transporta-
tion, environmental protection, and law emfment,
among other programs. Because such spending is sub-
ject to yearly appropriations, it is difficult to project on

a long-term basis.

Discretionary spending has declined from a high of
13.6 percent of GDP in fiscal year 1968 to 6.9 percent
in 1997. (Discrabnary spending has been calculated
as a separate spding category only since the early
1960s.) CBO's 10-year projemts estimate a further
drop, to 5.0 percent of GDP, by 2008ho8Id a long-
term projection of current policy continue that decline,
keep the ratio of discretionary spending to income con-
stant, or raise the ratio to its historical average level?

CBO's base scenario assumes that the ratio of dis-
cretionary spending to income will remain constant at
its 2008 level. One alternative would be to assume that
discretionary spending will grow only at the rate of in-
flation. That assumption implies a much slower rise in
the ratio of debt to GDP (see Figure 2-4). In addition,
the estimated fiscal gap under that assumption is only
0.4 percent.

Holding the growth of discretionary spending to the
rate of inflation might be difficult, however. Such a
policy would imply that the share of income devoted to
discretonary spending would shrink from 6.9 percent
of GDP in fiscal year 1997 tmughly 2.5 percent in
2050. Historically, the share of income spent on do-
mestic (that is, nondefense) discretionary spending has
been quite stableeven in recent years, when steep def-
icits led to serious efforts to curb spending. That sta-
bility suggests that substantially redag domestic dis-
cretionary spending relative to income over the long
term could be difficult.

By contrast, defense discretionary spending has
fallen significantly as a share of income over the past
decade, from 6.1 percent of GDP in fiscal year 1987 to
3.4 percent in 1997. That drop partly reflects digkec
in the size of the U.S. armed forces since the end of the

Cold War and has come largely from a decrease in pro-
curement of new equipment. That procurement will
need to pick up if the Department of Defense (DoD) is
to maintain the forces it now plans and avoid large in-
creases in the average age of some types of military
equipment. Cuts in spending on operations could pos-
sibly finance some portion of the increased procure-
ment. However, it may be hard to cut operating funds
enough to finance all of the increased procurement
needs, given that DoD has already made significant cuts
in that area.

Population

Future fertility and mortality rates will largely deter-
mine the size of the working population relative to that
of the elderly. Those rates cannot be predicted with
certainty, however. (See Chapter 1 for a discussion of
demographic uncertainty.) To account for that uncer-
tainty, the Social Security trustees project high- and
low-cost population paths in addition to the intermedi-
ate population assumptions that CBO used in its base
scenario.

The low-cost path has relatively high mortality
among the elderly as well as high fertility rates. That
combination implies fewer beneficiaries for old-age
programs such as Social Security, Medicare, and Med-
icaid (which finances long-term care for poor elderly
people) and more working-age taxpayers to pay for the
programs. The high-cost path has low mortality and
fertility rates, with the opposite effects.

Replacing the intermediate assumptions in the base
scenario with either the low- or high-cost population
assumptions slows down or speeds up, respectively, the
growth of federal debt as a share of GDP (see Figure
2-4)¢ In addition, using the low-cost population pro-
jection lowers the estimated fiscal gap to 0.6 percent of

5. Other benefit programs, such as unemployment insurance and Food
Stamps, are also affected by the alternative population assumptions,
but to a lesser extent. Because the working-age population differs
among the alternatives, economic output will differ as well.

6. The trustees' high-cost and low-cost projections for Social Security
outlays and receipts include both different population paths and differ-
ent economic assumptions. CBO's two alternative projections use the
different population paths from Social Security but follow the eco-
nomic assumptions from CBO's long-term budget model.
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Figure 2-4.
The Ratio of Debt to GDP Under Various Assumptions
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GDP; using the high-cost projection raises it to 3.0 per-
cent.

Productivity

Producivity growth is a key component of economic
growth.  Although total factor productivity grew
quickly in the first two decades after World War I, its
average growth slowed significantly in tH®70s.
Since the 1980s, TFP has been gngwby about 0.6

the growth rate of TFP will rise to 1 percent per year
after 2008, consistent with its postwar average.

Growth of productivityaffects the projected budget
balance. Higher growth is assumed to raise both reve-
nues and most outlays, although it does not directly af-
fect interest costs, and Social Security costs respond
only with a substantial lag. (That delay occurs because
real growth affects retirement subng only as new
retirees, with a higher wage history, enter the program;
benefits for current retirees grow only at the rate of in-

percent each year. CBO's base scenario assumes that flation.) As a result, higher productivity and economic

To analyze how uncertainty about productivity and de-
mographics affects the long-term projections, the Con-
gressional Budget Office used a wide range of assump-
tions generated from statistical models based on the his-
torical behavior of those two variabfes. Those assump-
tions, randomly combined, led b0 different projec-
tions.

1. The alternative population assumptions were provided by Ronald
D. Lee and Shripad Tuljapurkar. See Lee and Tuljapurkar,
"Stochastic Population Forecasts for the United States: Beyond
the High, Medium, and LowJournal of the American Statisti-
cal Associationvol. 89, no. 248 (Bcemberl994), pp. 1175-
1189.

Box 2-1.
A Statistical Analysis of the Long-Term Outlook Using
Alternative Assumptions About Productivity and Demographics

Estimated Probabilities of Adverse Outcomes Using the Assumptions
of the Base Scenario, Calendar Years 2000-2070 (lengent)

As an illustration of how uncertainty about produc-
tivity and population affects the long-term estimates
Figure 2-1 shows high- and low-debt paths selected g0
that the ratio of debt to income in two-thirds of the 750
projections falls between the two paths. Debt ultimately
rises above sustainable levels even on the low-debt path.

A different perspective on the degree of uncertainty
in the long-term estimates can be gained from exami
ing the percentage of the 750 projections in which cel
tain conditions are met. For example, by 2070, dek
exceeds 200 percent of gross domestadpct in 86
percent of the projections (see the table below). In addi
tion, by 2070, real gross nationabpuct per capita has
declined for three successive years in 83 percent of the
projections.

—

2000 2010 2020

2030 2040 2050 2060 2070

Federal Debt Rises
Above200 Percent
of Gross Domestic
Product 0

Real Gross National

Product per Capita

Declines for Three

Consecutive Years 0 1 2

SOURCE: Congressional Budget Office.
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growth reduce the projected budget deficit and delay the
point at which budgetary problems become unmanage-
able.

If total factor productivity grew 0.5 percentage
points faster each year than the 1 percent rate in the
base scenario, the estimated fiscal gap would fall to 0.4
percent. Conversely, if TFP grew 0.5 percentagetp
slower, the estimated gap would rise to 2.9 percent.

Because productivity and demographics are so im-
portant to the long-term projections, CBO took a more
detailed look at the combined impact of uncertainty in
those two variables (see Box 2-1). That analysis con-
firms that alternative assumptions about productivity
and population would not alter CBO'’s qualitative con-
clusions.

Medical Expenditures per Enrollee

During the postwar period, spending per enrollee on
federal health programs has tended to rise faster than
the average wage (see Chapter 1 for more details).
That growth in expenditures stems from increases in
the number and quality of services provided per
enrollee, including the expanded use of expensive medi-
cal technology. CBO's base scenario follows the Medi-
care trustees in assuming that the growth of expendi-
tures per enrollee will slow to roughly the growth of the
average wage by 2020. That assuamptould be seen

as optimistic, given that no explicit policy to restrain
the growth of medical spending is specified. If one as-
sumed instead that the slowdown in the growth of ex-
penditures per enrollee was delayed by a decade, the
estimated fiscal gap would rise to 3.7 percent of GDP.
That increase highlights how important the assumption
about medical costs is to projects of the long-term
budget outlook.

Interest Rates

During the 1980s and 1990s, the interest ratgan
ernment debt has averaged 8.3 percent, whereas eco-
nomic output (measured in current year dollars) has
grown at an average rate of 6.5 percent. The relative
levels of those rates are important because when the
interest rate is greater than the growth rate of output,
the ratio of debt to GDP will tend to rise even when the
primary budget is balanced.

In CBO's 10-year projections, the interest rate on
debt continues to ered the growth rate of output, as it
has for the past two decades. The base scenario as-
sumes that that difference eventually expands as inter-
est rates rise and economic growth rates fall.

During some periods in the nation's history, how-
ever, the interest rate on federal debt has been at or be-
low the growth rate. An alternative assumption would
set the interest rate on federal debt equal to the nominal
growth rate of the economy aft2008. In that case, the
long-term oubok would be much brighter, although
pressures on the budget would still build eventually.
The fiscal gap, however, would be little changed.

Comparison with Other
Agencies' Lorg-Term
Projections

The projections under CBO's base assumptions are
very similar to ones presented in February 1998 by the
General Accounting Office (GAJ). That similarity is
not surpritng given that GAO's estimates match
CBO's 10-year projections througb08, and itéong-

term assumptions do not differ greatly from CBO's.

Long-term projections by the Office of Manage-
ment and Budget (&B) are much more optimistic
than those of CBO or GA®. OMB's projections differ
from CBO's base projections in that they do not allow
the budget taffect the economy. For purposes of com-
parison with OMB's projections (and with others in
which the economy is independent of the budget), CBO
also produced estimates that do not allow for feedbacks
between the deficit and the economy. In projections

7.  Thefiscal gap would not shrink because under the assumptions used to
estimate the gap, the government would be a net holder of assets for
much of the next century. With lower interest rates, the government
pays less interest when it is a debtor, but earns less interest when it is a
lender.

8.  Seethe statement of Paul L. Posner, Director, Budget Issues, Account-
ing and Information Management Division, General Accounting Of-
fice, before the Senate Committee on the Budget, published as General
Accounting Officel.ong-Term Fiscal OutlogkKGAO/T-AIMD/OCE-

98-83 (February 25, 1998).

9. Budget of the United States Government, Fiscal Y887: Analyti-
cal Perspectives
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Table 2-4.
Projections of Federal Receipts and Expenditures Without Economic Feedbacks, 1997-2050
(As a percentage of GDP)
1997 2000 2010 2020 2030 2040 2050
NIPA Receipts 21 21 20 20 20 20 20
NIPA Expenditures
Federal consumption expenditures 6 5 4 4 4 4 4
Federal transfers, grants, and subsidies
Social Security 4 4 5 5 6 6 6
Medicare 3 3 4 5 6 7 7
Medicaid 1 1 2 2 2 3 3
Other 5 5 4 4 4 4 4
Net interest 3 2 1 1 1 2 _4
Total 22 21 19 21 24 26 27
NIPA Deficit (-) or Surplus 0 0 1 -1 -3 -5 -7
Debt Held by the Pubic 47 42 21 15 32 61 94
Memorandum:
Gross Domestic Product (Trillions of dollars) 8.1 9.2 14.6 22.9 35.1 54.0 82.1

SOURCE: Congressional Budget Office.

NOTES: Projections without economic feedbacks assume that rising deficits do not affect either interest rates or economic growth. Other assump-

tions are the same as those of the base scenario.

NIPA = national income and product accounts.

without economic feedbacks, unlike in the base sce-
nario, deficits do not reduce investment and thus eco-
nomic growtht® In addition, the capital stock does not

shrink relative to output; therefore, interest rates do not
rise, as they ultimately do under the base assumptions.

Ignoring those negative effects on the economy
(which in turn worsen the deficit) results in a more opti-
mistic long-term outlook than under the base assump-
tions (see Table 2-4). The fiscal gap, however, narrows
only a little, to 1.3 percent of GDP. (That change is
small because, by definition, the fiscal gap requires the
ratio of debt to GDP to be about the same in 2070 as

10. This scenario eliminates the effect of the deficit on investment by hold-
ing the ratio of investment to output constant at its 2008 level for all
succeeding years.

today, implying little net effect of fiscal policy on in-
vestment or interest rates by the end of that period.)

CBO's projections without economic feedbacks are
a good deal more pessimistic than OMB's because of
differences both over the first 10 years and in the long-
term assumptions. OMB foresta aunified-budget
surplus of 2 percent of GDP in fiscal year 2008, com-
pared with CBO's estimate for the unified surplus of
1 percent of GDP.

Over the long run, OMB assumes that disoretry
spending will grow more slowly, and revenues more
quickly, than CBO does. In addition, it has mandatory
spending (other than for Social Security, Medicare, and
Medicaid) increasing more slowly than under CBO's
base assumptions. Nevertheless, OMB projects that
deficits will eventually eemerge in the next century
but much later, and less strongly, than CBO projects.
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pressures on the budget may be relatively light; under
Conc|usions pessimistic assumptions, those pressures could be quite

severe. Under almost any reasonable assumptions,
The long-term outlook for the budget has improved however, spending on programs for the elderly will rise
substantially over the past year. Nevertheless, although Wwith the retirement of the baby-boom generation. Some
there is a great deal of uncertainty in long-term projec- type of fiscal actior-either cuts in spending or in-
tions, CBO estimates that a long-term fiscal imbalance creases in revenuesvill most likely be recessary to
remains. Under some optimistic assumptions, future deal with that development.






Chapter Three

Slowing the Growth in Social Security

eration will turn 62 and become eligible for early

retirement benefitaunder Social Security. For
about two decades thereafter, spending on Social Secu-
rity benefits will rise steeply as workers born between
1946 andl964 bgin to collect benefits. Meanwhile,
the growth of the labor force will slow significantly as
the baby boomers retire. As a result of that demo-
graphic shift, the number of Social Security beneficia-
ries will be increaismg much more rapidly than the num-
ber of workers paying Social Security taxes.

I n 2008, the oldeshembers of the baby-boom gen-

Last year, the federal government spent almost
$400 hllion to provide Social Security benefits to 44
million retired or disabled workers, their dependents,
and survivors. The Social Security program's trustees
project that in 203Qynder the current benefit structure,
total spending (irt997dollars) will more than double
to over $800 Hlion for 82 million beneficiaries. But
the trustees also anticipate that the Social Security trust
funds will be depleted i8029, in the absence of legis-
lative change. By 2030, revenues earmarked for the
Social Security program will be sufficient to pay only
three-quarters of the program's projected costs.

Both the Congress and the Administration are in-
terested in addressing that shortfall well before the
baby boomers begin drawing benefits. Last year, both
budget committees, the Senate Finance Committee, and

1. Board of Trustees, Federal Old-Age and Survivors and Disability In-
surance Trust Fund§997 Annual RepolApril 24, 1997), based on
their intermediate assumptions regarding future economic and demo-
graphic trends. Their just-release®98 Annual Reporhoves back
the depletion date by three years but is otherwise similar to the 1997
report.

the House Ways and Means Committee held hearings
on the problems facing the Social Security system, and
several Members introduced bills to scale back and re-
structure the program. In this year's State of the Union
address, the President called for a national debate on
Social Security throughout998, to be dllowed by
negotiations with the Congressional leadership over
Social Security reform in early 1999.

Policymakers are also considering pairing a reduc-
tion in the Social Security program with the establish-
ment of mandatory individual investment accounts
owned and directed by the workers themselves. Such
proposals, often referred to as "privatization,” would
give those workers control over how their money is in-
vested. Although establishing mandatory accounts
would not resolve the projected shortfall between reve-
nues earmarked for Social Security and program costs,
they would provide an alternate source of income for
former workers and their families if Social Security
benefits were scaled back, and they could promote na-
tional saving. Specific issues raised by those privatiza-
tion proposals, and discussed below, include their de-
sign as well as their potential effect on the economy and
on the income of workers and their families after work-
ers retire, become disabled, or die.

Slowing the growth in spending for Social Security
would be one way of resolving its projected shortfall, as
well as a way to increase national saving. Three broad
approaches for doing so haveceived considerable
attention. First, policymakers could alter the formula
used to calculate benefits for newly eligible Social Se-
curity beneficiaries to reduce their initial benefits. Sec-
ond, they ould increase the normal r&iment age-the
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age at which workers become eligible for full benefits.
Third, they could reduce the cost-of-living adjustments
beneficiaries receive. Further, they might combine any
of those approaches with privatization plans that would
require workers to contribute to mandatory individual
investment accounts. Specific options to illustrate both
the strengths and weaknesses of the major approaches
are presented below, along with estimates of the sav-
ings that would result from im@fmening those options.

If policymakers decide to cut Social Security bene-
fits, equity and efficiency argue for announcing those
changes long before they would take effect. People
view entitlement programs for the elderly and the dis-
abled as long-term commitments between the govern-
ment and the citizenry, and they have based their be-
havior on current provisions. Deciding soon on any
future changes in such programs and making gradual
changes in spending and tax policy would give people
more time to plan and adjust.

The Congress set agmedent when it amended the
Social Security system in 1983. Wheuolipymakers
raised the age at which full retired-worker benefits be-
gin, the first workersffected by that change were then
only 45 years old. By announcing the changésn
advance, the government gave them the opportunity to
take that new policy into account when planning for
retirement.

Background

Social Security is, by far, the fedeggvernment's larg-
est income redistribution program, playing a critical
role in supporting the standard of living of its beneficia-
ries. In 1996, the elderly (those 65 and ovecgived
about 40 percent of their cash income from Social Se-
curity. Reliance on Social Security was especially high
among those elderly whose cash income was relatively
low. Families with at least omaember ollecting So-

cial Security benefits and who were in the lowest in-
come quintile of elderly familieseceived almost 90
percent of their income from Social Security, compared
with only 25 percent for those in the highest income
quintile.

Most of the discussion in this chapter focuses on
Old-Age and Survivors Insurance (OASI), the part of

the Social Security system that provides benefits to re-
tired workers, members of their fdims, and their sur-
vivors. The other part, Disability Insurance (DI), funds
disabled workers younger than the normal eetent
age and their dependents. OASI is by far the larger
program: last year it accounted for almost 90 percent
of spending for the two combined (referred to as
OASDI). Benefits for both parts are financed primarily
from payroll taxes paid by workers and employers on
earnings covered by the OASDI program. The com-
bined tax rate for 1998 is 12.4 percent of covered earn-
ings—up to $68,400 rnually.

Social Security Trust Funds

Revenues received from Social Security payroll taxes
and part of the revenues collected by the Treasury from
taxing certain Social Security benefits are deposited in
trust funds for the OASI and DI programs. (The re-
maining revenues from taxing benefits go into Medi-
care's Hospital Insurance Trust Fund.) Social Security
benefits, administrative expenses, and other authorized
expenditures are paid from the OASI and DI funds.

Those trust funds function primarily as accounting
mechanisms to track repé$ and speding and to mon-
itor whether enough revenue from the designated
sources is being raised to pay for benefits projected
under current law. At the end of fiscal year 1997, the
funds held more than $600llion in assets, most of
which was invested in special interest-bearing federal
securities. The two trust funds are currently running a
combined surplus of about $10dlibn a year. By
2008, the manual Social Security surplus will approach
$200 bilion. Those surpluses will start to shrink rap-
idly, however, when the baby boomergipeto retire.
According to the intermediate projections used by the
funds' trustees in thelt997 report, theunds will be
exhausted in 2029. In their 1998 report, the trustees
changed that date to 2032, largely because of better
actual and expected economic performance.

The trustees also conclude that the funds will not
be in close actuarial balance over the next 75 years.
They express the size of the long-term imbalance by
estimating the size of the increase in the payroll tax rate
that would be needed to bring the funds into balance.
That measure2.2 percent of taxable payrells con-
ceptually similar to the measure of the fiscal gap in the
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federal budget used in the previous chapter, except that
it is expressed as a percentage of taxable payroll rather
than of GDP. If the payroll tax was raised 2.2 percent,
the additional revenue would build up a larger surplus
in the trust funds that would be sufficient to pay pro-
jected benefits at least through the end of the 75-year
projection period. Likewise, if the larger surpluses
were not offset by larger deficits in the rest of the fed-
eral budget, they would contribute to an increase in na-
tional savings.

Program History
The history of Social Security from its enactment in

1935 until the mid-1970s was largely one of program
expansion. Payroll tax rates and the base on which

could receive full benefits from 65 to 67. Lawmakers
raised Social Security revenues largely by moving up
the effective dates for the already scheduled increases in
the payroll tax, introducing the income taxation of So-
cial Security benefits, and covering new federal em-
ployees and all employees of nonprofit organizatfons.

Major Issues

U.S. workers have come to expect that when they retire
or become disabled, Social Security will provide them
with income that will replace a significant portion of
their previous earnings. They also expect that Social
Security benefits will be available for their survivors.
The Congress will need to decide what the Social Secu-

those taxes were levied increased as needed to keep up rity system should attempt to accomplish and what leg-

with the legislated increases in eligibility and benefit
levels. The 1939 amendments broadettigibdity to
include spouses and survivors. Disabled workers were
added in 1956. Substantial increases in benefit levels
were enacted in 1950 and 1972 and smaller increases in
several other years. The 1972 legistatalso intro-
duced automatic cost-of-living adjustments (COLAS).
The program was initially financed with a tax rate of 2
percent of the first $3,000 ofhaual earnings (split
equally between the employer and the employee). By
1974, the tax rate had increased to nearly 10 percent of
the first $13,200 of eaings.

In contrast, since the mid-1970solipymakers
have had to deal with various short-term and long-term
financial problems faced by the program. The Social
Security Amendments of 1983 contained some of the
most significant changés. Those changes were in re-
sponse to projections that the trust funds would not
have enough money to continue paying current Social
Security beneficiaries the amounts due that year and
that the program faced a large, leragnge deficit as
well. Social Security outlays were reduced in the short
run primarily by delaying a scheduled COLA for six
months. The biggest reduction in long-rustsocame
from gradually raising the age at which retired workers

2. For more detailed information about the 1983 legislation,aieeA.
Svahn and Mary Ross, "Social Security Amendments of 1983: Legis-
lative History and Summary of Provision§0cial Security Bulletin
vol. 46, no. 7 (July 1983), pp. 3-48.

islative changes will be needed to ensure that the sys-
tem achieves those goals for the retirement of the baby
boomers.

The current design of the Social Security system
represents a trade-off between ensuring an adequate
level of benefits to even the poorest beneficiaries and
equitably distributing benefits so that workers who
have paid more taxes for Social Security receive more
in benefits. The progressive benefit structure reflects
those dual goals. Retired workers with a history of low
wages receive benefits that replace a higher percentage
of their preretirement eaings than do other retired
workers. Nonetheless, workers who earned higher
wages receive higher benefits.

Policymakers \ll need to consider the potential
effect on people's incentive to work and save when re-
designing the Social Security system. For example,
lower benefits for retired workers could encourage them
to remain in the labor force longer, particularly if the
age of earliest eligibility was raised. Reductions in ben-

Two previous laws that also significantly scaled back the growth of
benefits are described in House Committee on Ways and MéXs,
Green BooKNovember 4, 1996), pp. 80-83. The 1977 amendments
changed the method by which initial benefits were calculated; payroll
tax rates and the earnings base were increased as well. The Omnibus
Budget Reconciliation Act df981 made further reductions in Social
Security benefits, the largest of which was the elimination of family
benefits for postsecondary students.
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efits could also encourage workers to save rhore. If a
change in the design of the system resulted in more
work effort or more saving (whether by the government
or by the private sector), the nation's total income
would rise. Such a chang®wd improve the nation's
ability to cope with the aging of the U.S. population.

The 1994-199@dvisory Council on Social Secu-
rity, appointed by the Secretary of Health and Human
Services, struggled with the issue of how to improve the
long-range financial status of the Social Security pro-
gram and failed to reach a consensus. Part of the rea-
son for disagreement was that members tislergent
views about the role Social Security should play in the
future?®

Much of the debate within the council reflected
members' difféng views about the extent to which the
government sould be responsible for the well-being of
workers and their families once they have retired or be-
come disabled. At least two competing viengerged.
One envisioned keeping the Social Security benefit
structure essentially as it is, continuing to provide the
largest component of many retirees' income. The other
proposed a smaller public system for future workers in
combination with alternate sources of retirent in-
come, such as private pensions, individual egignt
accounts, and other savirfgs.

Many backers of a smaller public system would
pair a reduction in the Social Security program with the
establishment of mandatory individual investment ac-
counts owned and directed by the workers themselves.

4. Much has been written about the effect of Social Security on labor
supply and private saving, and on the extent to which changes in So-
cial Security provisions might alter people's decisions about when to
retire and how much to save. That literature is reviewed in Michael D.
Hurd, "Research on the Elderly: Economic Status, Retirement, and
Consumption SavingJournal of Economic Literatureol. 28 (June
1990), pp565-637. See also 1994-1996 Advisory Council on Social
Security, "Report of the Technical Panel on Trends and Issues in Re-
tirement Savings,Report of the 1994-1996 Advisory Council on
Social Securityyol. 2 (January 1997).

5. Until recently, the Social Security Act required that an advisory coun-
cil be established every four years to review the status of the Social
Security and Medicare trust funds and their relationship to their long-
term commitments. That requirement ended when the Social Security
Administration became an independent agency.

6. For a fuller discussion of the council's separate views, as well as a
comprehensive survey of options for reducing the actuarial imbalance
in the Social Security system and the presentation of a framework for
assessment, s&eport of the 1994-1996 Advisory Council on Social
Security vols. 1 and 2 (January 1997).

Two of the three competing plans offeredrbgmbers
of the council include that feature (see Box 3-1).

"Privatizin g" Social Security

Most privatization plans contain at least folaneénts:

0 Reducing Social Security benefits below the
amounts specified under current law;

o Requiring (or at least giving a strong financial in-
centive to) workers to put a certain percentage of
their earnings into individual investment accounts;

o Allowing workers to decide for themselves how
their accounts are invested; and

o0 Prohibiting withdrawal of money from those ac-
counts until the worker reaches a certain age.

Although the Congress could require workers to
establish individual investment accounts without reduc-
ing Social Security benefits, the policy proposals are
invariably linked. Privatization plans would reduce the
long-term imbalance between revenues earmarked for
the Social Security program and the program's pro-
jected costs to the extent that the plans either cut bene-
fits or raised revenues. The individual investment ac-
counts themselves would not direcdlifect Social Se-
curity. They could, however, help offset the loss in in-
come to retired workers and their families that would
result from reductions in Social Security benefits. The
maghnitude of those redumhs and how they would be
achieved differ from plan to plan.

Privatization proposals raise a number of issues
concerning their potential consequences for the econ-
omy and for the income of workers and their families
after the workers retire, become disabled, or die. Pro-
ponents of plans to replace all or part of future Social
Security benefits with income from mandatory defined
contributions contend that doing so would increase na-
tional income and enable workers teceive much
higher returns on theinvestments than they could get
by putting their money into the Social Security system.
Opponents argue that those claims are exaggerated and
that even partial privatization could subject workers,
particularly low-wage workers, to unnecessary risks.
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Box 3-1.
The Advisory Council's Plans for Balancing the Trust kinds

In January 1997, the AdvisoryoGncil on Social Secu-
rity, appointed by the Secretary of Health and Human
Services in 1994, issued its final repbrt. The major fo-
cus of the council was to develop recommendations for
improving the long-range financial status of the pro-
gram. The council used the projected actuarial balance
of the trust funds as a key indicator of the financial

health of the Social Security system and as a benchmark

against which to estimate the effects of its plans on the
long-range financial status of the program.

The 13 members of the council were unable to
agree on a single set of policy recommendations, but
instead proposed three separate plans:
benefits" (MB) plan, the "individual accounts" (1A) plan,
and the "personal security accounts" (PSA) plan. Some
of the specific provisions in each plan would reduce the
growth in spending by changing Social Security bene-
fits. Other provisions involve changes in the amount of
revenues credited to the trust funds or the investment
policies for the funds.

The partial privatization proposals in the IA and
PSA plans have received the most public attention.
Both plans would cut future Social Security commit-
ments by the federal government and replace them with
mandatory investment accounts akin to defined contribu-
tion plans in the private sector.

The actuaries of the Social Security Administration
estimated that each of the council's three plans would
improve the actuarial balance of the Social Security trust
funds, albough some of the specific provisions might
not help reduce the federal deficit nor improve the capa-
bility of the emnomy to deal with the expected sharp
increase in the number of beneficiaries. The IA and

PSA plans would each restore the actuarial balance of

the funds over the 75-year period ending in 2070. The
MB plan would restore that balance only if it included
investing part of the trust funds in equities.

1. 1994-1996 Advisory Council on Social Secureport of the
1994-1996 Advisory @uncil on Social Securitfdanuary 1997).

the "maintain

Maintain Benefits Plan. The MB plan modifies bene-

fits only slightly by increasing the number of years on
which a worker's average earnings are based, therepy
reducing initial benefits. In addition, more revenue
would come from taxes on benefits and wages. Th
portion of the revenue from taxing benefits now credited
to the Hospital Insurance Trust Fund would be redi
rected to the Social Security trust funds. Payroll ta
rates would rise beginning in about 2045; the combinefd
tax rate would rise from 12.4 percent to 14.0 percent gf
covered payroll. The authors also called for serious comn-
sideration of a plan to invest up to 40 percent of the trust
fund's assets in equities rather than Treasury securities.

[¢)

Individual Accounts Plan. The IA plan reduces bene-
fit payments by about 16 percent by 2030 and requirgs
workers to pay 1.6 percent of earnings up to the Socia
Security limit into new, mandatory individual retirement
accounts beginning in 1998. Thasecounts would be
held by the government as defined contribution accounts
for investment in equity index funds or other approveq
options and would be annuitized on retirement. The
plan cuts benefit payments primarily by reducing bene
fits for upper-income workers and raising the norma
retirement age.

Personal Security Accounts Plan The PSA plan

phases out the current Social Security benefit formul
and ultimately replaces it with a smaller, flat benefit for
future retirees who will be under age 551898. The

monthly benefit would be set at approximately $410 in
1996 dollars and indexed to keepcp with average

wage growth. Five percentage points of the worker'
payroll tax would be redirected to new personal security
accounts to be invested in financial instruments widel
available in the financial markets and would be held
outside the government for retirement purposes. Work
ers 55 or older in 1998 would continue to pay full pay
roll taxes and be covered under the existing systen
Workers between 25 and 54 would receive a combina
tion of their accrued benefit under the existing syster
and a share of the flat benefit under the new system |n
addition to payments from their personal security act
count. The plan would impose a triios tax of 1.52
percent of covered earnings, along with borrowing from
the Treasury, to cover the costs of moving from the olg
system to the new one.

j*
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The validity of each side's argument depends on the
details of the specific proposal under consideration.

Designing a Privatization Plan

There are two basic approaches to privatization. One
approach, illustrated by the individual accounts (IA)
plan discussed in Box 3-1, adds a new mandatory pay-
roll contribution to the existing Social Security payroll
tax to fund workers' investment accounts. At the same
time, that approach eliminates the projected long-term
imbalance between Social Security costs and revenues
through the types of benefit rediocts described below.

The other approach, illustrated by the personal se-
curity accounts (PSA) pladjverts some of the existing
payroll tax into individual investment accounts, requir-
ing larger reductions in Social Security benefits to elim-
inate the projected long-term imbalance. As with the
first approach, those mandatory investment accounts
would suppément the remiaing Social Security pro-
gram.

Under either approach, the dgeers of a privatiza-
tion plan need to specify, among other things, the op-
tions workers wuld have for investing their money.
Would workers be given a menu of investment options
from which to choose, or would they be free to find
their own opportunities? For example, the IA plan
would offer workers a limited range of investment op-
tions akin to those offered federal employees who par-
ticipate in the government's Thrift Savings Plan. The
PSA plan would permit a much wider range of options,
akin to those available to workers whold individual
retirement acounts.

Similarly, the designers need to specify the condi-
tions under which the funds in the investment accounts
could be withdrawn. For examplepuld there be any
circumstances under which withdrawals would be per-
mitted before age 62? Could workers withdraw their
accounts as lump sums, or would they be required to
annuitize them? What gvision would be made for
workers' spouses? The answers to those and other de-
sign quesbns are important for the assessment of a
proposal's potential impact on the economy and on
workers and their families.

But a major "transition problem" looms for any
proposal that would divert some of the existing payroll
tax into individual accounts. The Social Security sys-
tem operates mostly on a pay-as-you-go basis in which
current payroll taxes pay for current benefits. The tran-
sition problem occurs when any diversion of taxes into
individual accounts reduces the funds available to pay
people already receiving Social Security benefits or the
future benefits of workers who are currently contribut-
ing to the system. Either the commitments made to cur-
rent beneficiaries and to workers who have already paid
into the system would need to be scaled back, or some
workers would need to pay both for their own retire-
ment and for current beneficiaries.

Potential Effects

Supporters claim that privatization would lead to higher
national income because of an associated rise in the rate
of national saving. Increased saving would result in
more investment, which in turn would enable the econ-
omy to grow at a faster pace.

Whether national saving would increase as a result
of privatization depends on the specifieraknts of the
plan and on how people respond to it. Changes in na-
tional saving could stem from changes in saving by the
government sector, by the private sector, or both. If a
proposed change reduced the growth in Social Security
benefits, government saving would increase unless it
was offset by greater tax reductions or by added spend-
ing for other programs.

The potential effects of a privatization proposal on
saving by the private sector depend on the reaction of
workers to the changes in Social Security and to the
mandate imposed. With or without the introduction of
mandatory investment accounts, prudent workers will
save more if their future Social Security benefits are
cut. A key question for privatization is whether the
requirement to set aside a certain percentage of their
earnings would induce more workers to save additional
amounts. Preliminary analysis of the IA and PSA plans
indicates that both proposals would result in additional
national saving, but the magnitude of that saving is dif-
ficult to predict.
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How workers willfare in retiementunder a privat-
ization plan also depends on the details of the plan and
is even more difficult to predict. The current Social
Security system provides inflation-indexed defined ben-
efits for retired workers and their families,aganteed
by the federal government. In effect, the financial risks
associated with making good on those commitments are
borne collectively by future workers.

A likely outcome of privatization would be in-
creased uncertainty and variation in egtient income.
That uncertainty results from not being able to predict
how workers would allocate their investment portfolio
or what return they would get on each portion of their
portfolio. On average, the rate of return to individual
accounts would most likely eged the rate of return
from Social Security. But through bad luck or poor
judgment, some workersowld do much worse than
average; others would do much better.

Also, the current Social Security system includes a
complicated benefit structure that favors workers with
low earnings over workers with high earnings, whereas
a system in which benefits were based purely on the
proceeds fronmvestments would not. Proposals such
as the 1A and PSA plans preserve the redistributive as-
pect of the current system by reducing the growth in
Social Security benefits for workers with high earnings
by much more than for those with low earnings. But
other features of the current systesuch as the pro-
tection afforded workers who become disabled before
they have the opportunity to build upbstantialindi-
vidual investment accountsvould be more difficult to
preserve.

Approaches and lllustrative
Options for Slowing the
Growth in Social Security

To reduce the projected growth in spending for Social
Security, legislation needs to curtail commitments made
under current law. All of the approaches examined be-
low have been proposed in recent years. The specific
options were selected to illustrate both the strengths
and weaknesses of those approaches as well as trade-
offs the Congress would face in designing a specific
policy. The saving estimates, provided by the Social

Security Administration's Office of the Actuary, are
intended to indicate relative magnitudes of change.
They are based on the intermediate economic and de-
mographic assumptions used in 1897 anual report

of the trustees.

Reduce Initial Benefits

The most straightforward method of reducing the
growth in Social Security spending is to lower the rates
at which benefits replace preretirementngays. The
immediate effect of that approach would be to reduce
benefits going to newly eligible beneficiaries. The full
savings of a specified reduction would not be achieved
until all of the beneficiaries whose initial benefit had
been determined under the previous formula were no
longer eceiving benefits.

Current law bases the benefits of retired (and dis-
abled) workers on their past earnings, expressed as an
average level of earnings over their working lifetime
their average indexed monthly earnings (AIME). From
that average, a formula calculates a worker's primary
insurance amount (PIA). The Social Security Adminis-
tration then adjsts the PIA for a number of factors,
such as reductions for early retinent, credits for later
retirement, and increases for inftat.

The Social Security Administration bases a work-
er's AIME on wages in covered employment (up to the
taxable maximum), with some adjustments. Earnings
on which retired workers and their employers paid So-
cial Security taxes are indexed to compensate for past
inflation and real wage growth. To convert the AIME
to the PIA, the Social Security Administration applies a
progressive formula in which the PIA replaces a larger
proportion of preretgment earings for people with
low average eaings than for those with higher earn-
ings.

The following formula is used for workers who
reached 62 in 1997: PIA equals 90 percent of the first
$455 of the AIME, plus 32 percent of the AIME be-
tween $455 and $2,741, plus 15 percent of the AIME
over $2,741 (seeifure 3-1). Those thresholds at
which the percentage of the AIME is replaced by the
PIA, known as "bend points," are indexed to average
annual earnings for the labor force as a whole. Conse-
guently, as wages rise over time, average replacement
rates remain constant.
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Figure 3-1.

Primary Insurance Amounts in Relation
to Average Indexed Monthly Earnings
Under Current Law for Workers Who
Turned 62 in 1997
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NOTE: For workers in this cohort who retired at 65 (in 2000), the
primary insurance amount would be based on the formula
illustrated in this figure, with the amounts increased by the
cost-of-living adjustments effective in 1997, 1998, and 1999.

In general, workers receive 100 percent of their
own PIA in benefits if they first receive benefits at the
normal retirement age, currently 65, and less if they
retire earlier. For example, a worker who retires at 62
receives a permanent 20 percent reduction. The size of
that reduction is intended to be actuarially fair. the
present value of the reduced monthly benefits that aver-
age workers could expect at 62 is similar to the present
value of the full monthly benefits they could expect by
delaying initial benefits until the normal retiment age.
Similarly, workers who delay collecting benefits beyond
their normal retirement age receive a delayed retirement
credit to compensate them for the reduction in the
length of time that they i/r eceive benefits, although
that credit will not reach its actuarially fair level of 8
percent a year for another decade.

Workers who had average earnings throughout
their career and retired at 65 in 1997 wdigitde for

7.  Starting with beneficiaries born in 1943, each year delayeahtehe
normal retirement age (whichilivbe 66 for that cohort) will add 8
percent to their retired-worker benefits. The delayed retirement credit
for workers reaching the normal retirement ageda7 (65) is only 5
percent.

an annual retired-worker benefit of abdbi1,200,
which replaced 44 percent of their previous annual
earnings. Because the benefit structure is progressive,
the replacement rate isversely related to past earn-
ings. For example, workers who earned 45 percent of
average earnings each year woeckive about $6,800,
replacing about 59 percent of their past earnings.
Workers who always earned the maximum taxable
amount ($65,400 in 1997) auld receive about
$16,000, replang about 25 percent of their past cov-
ered earnings.

Under current law, workers with average earnings
who retire at 65 after the turn of the century will be eli-
gible for higher (inflation-adjusted) benefits than those
paid to today's average earner, but those benefits will
replace a smaller percentage of their past earnings. For
example, the Social Security Administration projects
that workers with average earnings who retirg(30
will receive about $12,300 a year (in 19@@llars)
which will replace 37 percent of their earnings during
the preceding yedr. Although that reggment rate is
well below the average in recent years, it is similar to
the percentage of earnings that was replaced for work-
ers who retired at 65 in the late 1960s.

The scheduled increase in the normal eetent
age, which becomes 67 for workers born in 1960 or
later, will produce most of the projected decline in the
replacement rate. Thus, workers who retir2gd80 at
65 will receive a permanent reduction in their benefits
of about 13 percent because of the actuarial reduction
for early retirement. If they wait until 67 to retire, their
replacement rateilvbe 42 percent, ndiar below the
current rate for workers retiring at 65.

The major advantage of using an across-the-board
reduction in replacement rates to achiewergss is that
it would otherwise preserve the existing benefit struc-
ture. If policymakers announced the change in the for-
mula far in advance of the date ibwd take effect,
workers could try to adjust their reginent and sdng
plans accordingly. The major disadvantage of that ap-
proach is that some people, such as workers who be-
come disabled and eligible for DI, would not be able to

8. Board of Trusteed,997 Annual Reportp. 186.

9. Robert J. MyersSocial Security4th ed. (Philadelphia: Pension Re-
search Council and University of Pennsylvania Press, 1993), p. 363.
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change their behavior and would theref@eeive lower
benefits than they would have under current law.

By way of illustration, consider a specific option,
starting in1998 and eding in2032, that wuld reduce
by 0.5 percent a year the benefits of each successive
cohort of workers who becambgéble for Social Secu-
rity's disability or retired-worker benefits. Under that
option, workers becoming eligible 2010 would re-
ceive about 94 percent of their benefits under current
law, and those becoming eligible2032 and thereafter
would receive about 84 percent. Workers who had av-
erage earnings, became eligible for benefit2080,
and retired at 65 wouldeceive annual benefits of
roughly $10,700 (in 199dollarsy-about $500 below
the amount that similar workers retiring at @6eived
in 1997.

Any savings realized in a specific year would de-
pend on the compaosition of beneficiaries by year of eli-
gibility. The Social Security actuaries estimate that this
option would achieve a 10 percent reductior2@30
and, ultimately, a 16 percent reduction in Social Secu-
rity expenditures, once all beneficiaries were subject to
the full reduction in replzement rates. The Social Se-
curity system could realize larger savings, of course, if
the replacement rates of newlijgible beneficiaries
were reduced further after 2032.

A variation of that option (included in one of three
sets of options presented by the advisory council)
would cut the repleement rates ionly the second and
third brackets of the benefit formula. That is, benefi-
ciaries would continue toeceive 90 percent of their
average earnings up to the first bend point. That varia-
tion, deggned to shield workers with histories of rela-
tively low earnings, would save less money unless
larger reductions were made in the second and third
brackets.

Raise the Retirement Age

Under current law, the age at which a worker becomes
eligible for full retiement benefits (the normal retire-
ment age, or NRA) is 65 and will gradually increase to
67. For workers born before 1938, the NRA is 65.
The NRA increases in two-month increments for work-
ers thereafter, reaching 66 for workers borh9d3. It
remains at 66 for workers born from 1944otgh

1954. It then bgins to rise again, in two-month incre-
ments, reaching 67 for workers borrli®60 or later.

Members of Congress and others have recom-
mended that the change to an NRA of 67 be accelerated
and that the NRA be further increased thereafter. Pro-
ponents point out that people age 65 today live longer
than was the case in the early days of the Social Secu-
rity system, that life expectancy is projected to continue
to increase, and that that otherwise favorable develop-
ment will raise the cost of the progra.

Two specific options to raise the retinent age
illustrate that approach (see Table 3-1). The first
would speed up the transition to 67 and then further
increase it to keep up with future increases in life ex-
pectancy. The NRA of workers born in 1948uld be
67. Thereafter, the NRA would increase by one month
every two years, reflecting projected growth in the ratio
of life expectancy at the NRA to potential work-years.
For example, the NRA would be 68 for workers born in
1973 and 69 for workers born1997. Workers wuld
still be able to begineceiving benefits at 62, but the
amounts would be reduced accordingly.

The second option would alsocglerate the transi-
tion to 67 but wuld continue increasing the NRA by
two months a year until it reached 70 for workers born
in 1967. Thereatfter, it @uld raise the NRA from 70
by one month every other year. As with the first option,
workers would still be able to begiaceiving reduced
benefits at 62.

Each option would produce Isstantial saings in
relation to projected spending levels under current law.
The first option would reduce outlays by about 3 per-
cent in 2030 and 8 percent in 2070. Thesdmption
would reduce outlays by about 8 percen@80 and
18 percent in 2070.

For most purposes, such an approach to cutting the
growth in benefits is equivalent to cutting req@eent
rates. To arrive at that equivalence, compare the reduc-
tions from PIAs that workers who begieceiving

10. Board of Trustee4,997 Annual Report The intermediate assump-
tions in the report are that in 2030, men who reach i@Sive an
additional 17.0 years and women an additional 20.4 years. In 1997,
the life expectancy of men age 65 was 15.6 years and that of women
was 19.2 years. In 1940, the life expectancies of men and women age
65 were only 11.9 years and 13.4 years, respectively.
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retired-worker benefits at age 65 would get under cur-
rent law and under the two options. A worker retiring
at 65 in 2038 wuld receive about 13 percent less in
benefits under current law, 20 percent less under the
first option, and more than 30 percent less under the
second option than if he or she had waited until the nor-
mal retirement age.

However, benefits of workers who qualify for Dis-
ability Insurance would not be reduced under either of
those options. Workers would have a somewhat stron-
ger incentive to apply for DI benefits in order to receive
higher monthly benefits.Under current law, for in-
stance, workers retiring at 622011 wuld receive 75
percent of their PIA; yet if they qualified for DI bene-
fits, they would eceive 100 percentinder both of the
options for increasing the normal retinent age dis-

cussed above, workers retiring at 62011 would re-
ceive only 70 percent of their PIA bubwld still re-
ceive 100 percent if they qualified for DI benefits.

Finally, some proposals for increasing the normal
retirement age wwld raise the earliest age of eligibility
for retired-worker benefits as well. Currently, more
than two-thirds of retired-worker beneficiaries choose
to begin eceiving benefits before 65. Increasing the
earliest age of eligibility most likely would increase the
size of the workforce as some workers delayed retire-
ment, thereby adding to the nation's economic output.
Moreover, those workers, once they retired, would have
higher benefits because they would incur a smaller actu-
arial reduction or none at alDpponents of raising the
earliest age of eligibility argue that some of the workers
who begin eceiving benefits at 62 have little if any

Table 3-1.

Increases in Normal Retirement Age Under Current Law and Two lllustrative Options

Year in Which Year in Which Reduction for
Age 62 Age 65 Normal Retirement at Age 65
Year of Birth Would Be Reached Would Be Reached Retirement Age (Percentage of PIA)
Current Law
1943 2005 2008 66 6.67
1960 2022 2025 67 13.33
First Option ?
1943 2005 2008 66 6.67
1949 2011 2014 67 13.33
1973 2035 2038 68 20.00
1997 2059 2062 69 25.00
Second Option ?#
1943 2005 2008 66 6.67
1949 2011 2014 67 13.33
1955 2017 2020 68 20.00
1961 2023 2026 69 25.00
1967 2029 2032 70 30.00
1991 2053 2056 71 34.50

SOURCE: Congressional Budget Office based on information provided by the Social Security Administration, Office of the Actuary.

NOTE: PIA = primary insurance amount.

a. The normal retirement age (NRA) of workers who turn 62 in 2011 would be 67 under both options. After 2011 under the first option, the NRA
would increase by one month every two years. Under the second option, the NRA would increase by two months a year until it reached 70 in 2029

and then would increase by one month every two years.
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choice—for example, because the jobs they hold are
especially physically demandin@pponents also con-
tend that many of those early retirees have no pensions
or other sources of income.

Reduce the Cost-of-Living Adjustments

Each year, the Social Security Administration adjusts
monthly benefits by the increase in the consumer price
index (CPI). Togive an example, the 2.1 percent cost-
of-living adjustment effective for &emberl997 was
based on the increase in the CPI for urban wage earners
and clerical workers between the third quarter of 1996
and the third quarter of 1997. The basic benefit
amount is indexed by the increase in the CRjirreng
when a worker becomes eligible for Social Security
benefits. For retired-worker benefits, indexing starts at
62.

Another way of redung the growth in Social Secu-
rity benefits is to reduce the automatic COLA. Some
policymakers suggest that the law be changed to pro-
vide a COLA equal to the increase in the CPI minus a
specified number of percentage points. To illustrate
that approach, Social Security actuaries estimated the
effect of determining the COLA based on the increase
in the CPI less 1 percentage point facBmberl 998
and thereafteft  Doing so would reduce outlays by
about 10 percent in 2030 anligktly more in future
years.

Reducing the automatic COLA for Social Security
benefits has been widely discussed as a way of achiev-
ing considerable sings. Many analts feel that the
CPI overstates increases in the cost of living, but they
debate the magnitude of the overstaént and what
should badone about it. 11996, theAdvisory Com-
mission to Study the Consumer Price Index (known as
the Boskin Commission) estimated the size of the up-
ward bias to be about 1 percentage point a‘jear. If
that is the case, then Social Security beneficiaries have
been receiving increases in benefitsdreywhat is nec-

11. As under current law, no COLA would be made in years in which
there was no increase in the CPI. Any reductions in the modified index
would be accumulated until a net increase was achieved in a future
year.

12. Advisory Commission to Study the Consumer Price Intieward a

More Accurate Measure of the Cost of Livilkinal Report to the

Senate Finance Committee (December386).

essary to keep up with inflation. But that estimate is
not universally ecepted. Furthermore, since the com-
mission prepared its report, the Bureau of Labor Statis-
tics has made changes in the way the CPI is calculated
that address several of those concerns.

If the CPI overstates increases in the cost of living
for beneficiaries, then policymakers could reduce the
COLA by a commensurate aumt without lowering
real benefits to beneficiaries below what they received
when they became eligible for the program. Compared
with an equivalent across-the-board reduction in re-
placement rates (or an equivalent increase in the normal
retirement age), the people whose benefitsilds be
mostaffected by reducing COLAs would be the oldest
beneficiaries and those who initially became eligible for
Social Security on the basis of disability. Alternatively,
lawmakers might choose to reduce the COLAs of only
those beneficiaries whose benefits or incomes were
above specified levels, but that would reduce the sav-
ings. (Some beneficiaries with low incomes and few
assets would eceive Supplemental Security Income
(SSI) benefits, which would offset some or all of the
reduction in their Social Security benefits; the increased
spending for SSI would help those beneficiaries, but it
would also directly reduce the budgetary savings from
this option by a small amount.)

The impact of even a relatively small reduction in
COLAs would be quite large for future older beneficia-
ries whose benefits would reflect the cumulative effects
of a series of smaller COLAs. For example, if benefits
were adjusted by 1 percentage point less than the in-
crease in the CPI every year, retired workers (or their
survivors) at 74 would incur an 11 percent reduction in
benefits compared with what they would hageeived
under current law; at 84 they would get a 19 percent
reduction; and at 94 they would get a 27 percent reduc-
tion.

Whether or not the real value of the Social Security
benefits received by older beneficiaries would then be
below what it was when they first became eligible, their
benefits would fall relative to those of new beneficia-
ries. That decline would occur because initial benefits
would continue to be based on a formula in which past
earnings are indexed to compensate for growth in nomi-
nal wages, which is the sum of inflation and real wage
growth. Under current law, each new group of benefi-
ciaries that beginseceiving benefits at the normal re-
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tirement age receives &ghtly higher average benefit
than the group that became eligible the previous year,
reflecting the increase in real wages. If policymakers
reduced COLAs by 1 percentage point, the gap between
consecutive age groups would widen accordingly.

Other Approaches

Carrying out any of the options presented above would
eventually reduce the amount of Social Security bene-
fits (in relation to current law) for the majority of bene-
ficiaries. Other approaches that have received attention
in recent years auld achieve savings by reducing or
eliminating benefits for specific groups of beneficiaries.
To achieve comparabledags, policymakers would
have to impose much deeper reductions on those bene-
ficiaries. Combining several optioaffecting specific
groups could produce more significant savings.

In some cases, the number of beneficiaries affected
would be too small to have much impact on total spend-
ing, even if their benefits were eliminated. For exam-
ple, lowering the benefit to spouses from one-half to
one-third of the retired worker's PIA would reduce So-
cial Security outlays by less than 2 percent because
most spouses ardigible for retired-worker benefits
themselves.

Another approach to redug expenditures for So-
cial Security (as well as for other programs) is to reduce
or eliminate benefits going to people in middle- and
upper-income families, although that could create a
disincentive for families to save or to earn other in-
come. In principle, Social Security benefits could be
cut by any desired percentage by reducing benefits as
beneficiaries' income rose, denying benefits to people
with income above specified thresholds, or increasing
the taxes on benefits. CBO examined specific options
for doing so in a sepate report> One dph de-
scribed in that report would pare Saocial Security and
other entitlement benefits as the total family income of
the beneficiaries rose above $40,000. Thabaoppro-
posed by the Concord Coalition, would reduce pro-
jected spending for Social Security benefits by about 7
percent in 2002. Mang Social Security benefits fully

13. Congressional Budget OfficReducing the Deficit: Spending and
Revenue Option@arch 1997), pp. 288-291.

subject to the individual income tax would increase rev-
enue by a similar amount.

Conclusions

Reducing the growth in spending for Social Security
would require cutbacks in the commitments that have
been made under current law. Phasing in a reduction in
initial benefits, increasing the normal retinent age, or
reducing future cost-of-living adjustments could each
produce substantial giags while still preserving the
basic benefit structure of the Social Security system.
But each approach would leave beneficiaries, as a
group, worse off than they would be if their benefits
had not been cut. The last approach would leave initial
benefits untouched but would have the largest effects
on the benefits of very elderly beneficiaries and those
who began receiving benefits at an early age because of
disability.

Each of the options used to illustrate those ap-
proaches would slow the growth in Social Security
spending. But not one, by itselfpuld be enough to
prevent outlays for that program from becoming a sig-
nificantly larger share of national income once the
baby-boom generation retires. Specific options for
phasing in a 16 percent across-the-board reduction in
initial benefits, increasing the normal retiment age to
70 for workers born in 1967 (and later for subsequent
cohorts), and redirgy future COLAs by 1 percentage
point would each cut projected spending2id30 to
about 6.0 percent of GDP, rather than the 6.6 percent
projected under current law (see Figure 3-2).

Moreover, each option would improve the long-
term financial status of the Social Security system, al-
though not one, by itself, would keep the Social Secu-
rity trust funds solvent. The Social Security actuaries
project that the 75-year imbalance in the combined
OASDI trust funds would be reduced from about 2.2
percent of taxable payroll under current law to between
0.8 percent and 1.1 percent under each option, based on
the intermediate assumptions used inlt®@7 report of
the program's trustees. Likewise, those options roll
back by eight years the year in which the trust funds
would run out of money under the option for phasing in
an across-the-board reduction in initial benefits and by
five years under the dpt for increasing the normal re-
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Figure 3-2.

lllustrative Options for Reducing Growth in Social Security Outlays

. Spending as a Percentage of GDP

Current Law

| CPI Minus 1 Percent

Reduce Initial Benefits

Raise Normal
Retirement
Age

3
1995 2010 2030

L
2070

2050

SOURCE: Congressional Budget Office based on estimates provided by the Social Security Administration, Office of the Actuary, March 3, 1998.

NOTES: These estimates are based on the intermediate assumptions used in the 1997 report of the Board of Trustees of the Federal Old-Age and
Survivors Insurance and Disability Insurance Trust Funds. Data are plotted at five-year intervals.

CPI = consumer price index.

tirement age. The COLA option would extend the pro-
jected exhaustion date the longeby 17 years-be-
cause it would achieve more savings in the early years.
Two or more options could be used together, of course,
to achieve larger savings and to restore the long-term
solvency of the trustuhds, but that would further re-
duce the income of beneficiaries.

Proposals to partially privatize Social Security raise
a number of difficult issues that the Congress would
need to address. The introduction of mandatory invest-

ment accounts would not reduce the growth in spending
for Social Security, although it might help offset the
income losses that retired workers and their families
would otherwise incur from those options. It might also
increase national saving by requiring some workers to
save more than they otherwise would. Replacing part
of Social Security with individual accounts would shift
some financial risk, now borne collectively, onto the
workers themselves, but at the same time it would offer
workers the potential to substantially increase their in-
come in retirement.






Chapter Four

Slowing the Growth in Medicare

edicare, together with Social Security, is
M generally credited with having lsstantially

improved the lives of elderly and disabled
people in the United States. Through federal policies
that have been in effect for many years, people have
come to expect that health insurance will be available to
them through the Medicare program when they retire or
become disabled. Today, about 39 million people, in-
cluding nearly all of the aged population in this country,
have Medicare coverage.

Medicare is the second largest federal emtignt
program, after Social Security. Throughout its history,
the Medicare program has grown more rapidly than the
economy, and its growth is expected toederate with
the retirement of the baby-boom popidat Left un-
treated, the budgetary problem that Medicare peses
and the difficulties involved in resolving—will in-
crease. By 2030, spéing for Medicare, after deduct-
ing the premiums paid by enrollees, is projected to
reach 5.5 percent of gross domestic proguobre than
double its current share. Spending on Medicaid is also
likely to escalate as both programs grapple with the
problem of financing long-term care for an aging popu-
lation (see Box 4-1).

It is important to address the growth in spending
for Medicare (and Social Security) before the boomers
retire, so that any changes in those programs can be
debated and agreed upon well before they are carried
out. Entitlement programs for the elderly and the dis-
abled are generally viewed as long-term commitments

between the government and the citizenry, and people
have based their behavior on current provisions. Decid-
ing soon on any future changes in those programs and
making gradual changes in spling and tax policies
would give people more time to plan and adjust.

Approaches that would reduce the growth in spend-
ing for Medicare can bébught of as interchangeable
with those affecting Social Security, in the sense that a
dollar saved in either program reduces federal spending
by a dollar. Further, because most Medicare enrollees
are also Social Security beneficiaries and vice versa,
changes in either program generally affect the standard
of living of the same people. That point should be kept
in mind when considering a combination of options that
would reduce Social Security benefits and increase
Medicare premiums or cost sharing by enrollees.

Yet the two programs also differ in an important
way that could influence how program changéect
the standard of living of beneficiaries. Federal savings
that resulted from changes in the Social Security pro-
gram would almost certainly translate into lower bene-
fits paid to Social Security recipients. But that outcome
would not recessarily be the case for federal savings
achieved by changes in the Medicare program. In par-
ticular, changes that reduced payments to health care
providers would reduce providers' income but would
not necessarily diminish the standard of living of en-
rollees, provided those lower payments were used to
deliver health care services more efficiently.
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Box 4-1.
The Outlook for Medicaid and Long-Term Care Spending

As in the Medicare program, federal expenditures for Medicaid
will grow significantly after the bablyoomers reach retirement
age, but the full impact of that rise in spending will not be felt
until later in the next century. Medicaid pays for a range of
services for many low-income elderly and disabled people,
including prescription drugs and nursing home care, that Medi-
care does not cover. The program also pays Medicare premi-
ums and cost-sharing amounts for poor Medicare beneficiaries.
Although those payments will start to climb as the baby
boomers become eligible for Medicare, the major fiscal prob-
lem for the Medicaid program will occur arougd30—when

the boomers begin to join the ranks of the "old old" (those age
85 or older) and many of them begin to need long-term care
services.

The potentially large future demand for long-term care
services poses a major challenge for the economy and for fed-
eral policymakers. Spending for nursing home and home
health services is already rising faster than spending for other
personal health expenditures, reaching al@40 lilion in
1996 (see the table below). Increases in expenditures per per-
son have been primarily responsible for that growth.

The aging of the population virtually ensures that long-
term care services will absorb a growing share of the nation's
gross domestic product (GDP). If per capita expenditures con-
tinue to rise as well, the pressures on the economy will be con-
siderably greater.

Use of Long-Term Care Services by the Elderly

Long-term care comprises a variety of medical and social ser-
vices for elderly and disabled people whose disabilities prevent
them from living independently. Formal long-term care ser-
vices may be provided in the home or community, or in institu-
tions for those who can no longer remain in their homes. Not
all people who could use such services do so, however, be-
cause formal services are expensive if paid for out of pocket
and they may be less desirable than informal help from family
and friends. Indeed, the most important sources of assistance
for disabled elderly people who remain in the community are
live-in caregivers and networks of family helpérs. Despite
recent rapid growth in long-term care spending, most long-
term care services are still provided informally and are not,
therefore, represented in expenditure data.

In 1994, 7.3 riflion elderly people (or about 22 percent
of the elderly resident population) required assistance because
of physical disabilities, cognitive impairments, or other behav-
ioral problems. Of those people, 1.6 million were in nursing

1. Rachel F. Boaz and Jianxun Hu, "Determining the Amount of
Help Used by Disabled Elderly Persons at Home: The Role of
Coping ResourcesJournal of Gerontology: Social Sciences,
vol. 52B, no. 6 (1997), pp. S317-S324, as cited in Department
of Health and Human Services, Agency for Health Care Policy
and ResearctResearch ActivitiedNo. 211 (Rockille, Md.,
Decembed 997), p. 11.

Growth in Expenditures for Long-Term Health Care from 1990 to 1996

Average Annual Rate

1990 1996 of Growth (Percent)
Expenditures for Long-Term Care
Services (Billions of dollars) 64.0 108.7 9.2
Expenditures for All Other Personal
Health Care Services (Billions of dollars) 550.7 798.5 6.4
Expenditures for Long-Term Care Services per
Person Age 65 or Older (Dollats) 2,000 3,200 7.8
Memorandum:
Resident Population Age 65 or Older (Milliohs) 31.2 33.9 14

SOURCE: Congressional Budget Office based on data published by the Office of the Actuary of the Health Care Financingtiddmasisttad in
Katherine R. Levit and others, "National Health Spending Trends in 19@a]jth Affairs vol. 17, no. 1 (January/February 1998), pp. 35-

51.

a. Long-term care services include home health and nursing home services provided by freestditigisig facl996, hospital-based fisities
accounted for an additional $1iflibn in spending for home health and skilled nursing facility services.
b. This category is the ratio of all long-term care spending, regardless of age, to the number of people age 65 or older.

c. Estimates are from the Bureau of the Census.
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homes and 2.1 million were severely disabled but still living in
the community, although they probably would have qualified
for admission to a nursing home. The remainder were less
severely disabled but still potential users of long-term care
services.

Over the next 30 years or so, the elderly population will
double, a level of growth foreseen for the "old old" population
as well, who are more likely to have disabilities that make them
dependent on others for assistafice. If current rates of disabil-
ity among the elderly continue, almost 8 million severely dis-
abled elderly people are projected to be living in 2030, with a
similar number having lesser dependencies. Those estimates
are quite speculative, however, because of the uncertainty that
surrounds future rates of disability and longevity among the
elderly. If, for example, as some demographers believe, the
Census Bureau's projections of the 85-or-older population are
too low, the proportion of the elderly population in need of
intensive long-term care support could be considerably larger.
By contrast, reductions in age-specific disability rates would
lessen that effect.

Another uncertainty affecting the future demand for for-
mal long-term care services is whether informal caregivers will
continue to provide as much care as they do now. Demo-
graphic changes may curtail family caregiving in the future,
when more elderly people are projected to be divorced, unmar-
ried, or childless.

Financing Long-Term Care for the Elderly
The future growth of spending on long-term care for the el-

derly has major significance for the federal budget as well as

2. Almost one-quarter of very elderly people live in nursing homes,
compared with just 5 percent of all people age 65 or older.

3. Boaz and Hu;Determining the Amount of Help.

Expenditures by the Elderly for Nursing Home and Home Health Care, 1995 (Inillions of dollars)

the overall economy. Medicare and Medicaid, the two largegt
public financing programs, were responsible for about half o
nursing home and home care expenditures for the elderly |n
1995 (see the table below). Medicare pays primarily for acu
medical treatment, but a rapidly growing component of Medi
care spending is for home health care and skilled nursing fac|l-
ity (SNF) services. Although those services were originall
intended to meet the short-term postacute needs of Medicdqre
patients, Medicare's home health benefit is of increasing i
portance for chronic care patients. (The tables do not disti
guish between postacute and chronic care services.)

Because the federal government finances more than hailf
of Medicaid spending and all of Medicare (apart from premi
ums and cost sharing paid by beneficiaries), it is the primary
payer for long-term care services for the elderly. That finang
ing role has steadily expanded in the 1990s as a result, in pdrt,
of the rapid rise in Medicare spending for SNF and home
health services that occurred between 1990 and 1995. By
1995, the federajovernment accounted for about 45 percen
of all spending on nursing home and home care for the eldery
and about 75 percent of public expenditures for those servicgs.

By contrast, the role of private insurance in financing
long-term care is insignificant, accounting for less than 1 pe
cent of all spending on nursing home and home care for tt
elderly in 1995. About 4.4 iffion policies were sold between
1987 andL995, mostly in the individual and group association
markets. Without a major expansion of the market for long
term care insurance, the federal government's resiiby &itv
financing long-term care is likely to continue to grow.

[©)

Yet the use of such services would probably rise signifi
cantly if a large percentage of the population had long-terr]
care insuranceespecially if those policies covered in-home
services. Although the pressure on the federal budget might be
less, long-term care spending as a share of GDP would proh
bly continue to climb.

=)

?

Home Total Percentage
Source of Payment Nursing Home Health Care Expenditures Share
Medicare 8.4 14.3 22.7 25.0
Medicaid 24.2 4.3 28.5 314
Other Federal 0.7 1.7 2.4 2.6
Other State and Local 0.6 0.5 1.1 1.2
Private Insurance 0.4 0.3 0.7 0.8
Out of Pocket and Other Sources __30.0 55 35.5 39.1
All Sources 64.4 26.5 90.9 100.0

SOURCE:

Office of the Assistant Secretary of Planning and Evaluation, Department of Health and Human Services, as citddPindgjchag-
Term Care for the Elder|yCRS Issue Brief IB95039 (gressional Research Service, Augusti®®7).
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Three broad approaches might be used to slow the
growth in federal spending for Medicare: reducing the
number of people who are eligible for the benefit, in-
creasing the share ofsis paid by beneficiaries, or re-
ducing the total csts per beneficiary. Imgmenting
the first two approaches, however, would go against the
grain of past alterations to the program. Since its in-
ception, changes to Medicare hanereasedthe num-
ber of people eligibleby expanding the original condi-
tion for eligibility based on age to include younger peo-
ple with disabilities or end-stage renal disease. In addi-
tion, other changes have generaiducedthe share of
costs paid by beneficiaries through deductibles, coin-
surance, and premiums. Although efforts have been
made to shrink total ebs per beneficiary, primarily by
cutting the rates paid to providers, those efforts have
met with only limited sacess-indicating that stronger
measures such as fundamental restructuring may be
required. This chapter discusses each of the three
broad approaches with a view to slowing the growth in
Medicare's costs and analyzes spediifistrative op-
tions for each approach.

Background

Medicare provides federal health insurance for 39 mil-
lion people who are aged or disabled, or who have end-
stage renal disease. Part A of Medicare, or Hospital
Insurance (HI), covers inpatient services provided by
hospitals as well as skilled nursing, home health, and
hospice care. Part B, or Suppientary Medical Insur-

ance (SMI), covers servicesopided by physicians,
limited-license practitioners (such as chiropractors and
podiatrists), hospital outpatient departments, home
health agencies, and suppliers of medical equipment.

Everyone who is eligible for Social Security bene-
fits on the basis of age or disability is ultimately eligi-
ble for Medicare as well, although Medicare eligibility
is delayed until age 65 for early retirees and by two
years for disability beneficiaries. In addition, people
who are 65 or older and not eligible for Medicare on the
basis of their (or their spouse’s) previous work history
may enroll by paying the HI and SMI premiums.

Hospital Insurance benefits are financed primarily
from current workers' payroll taxes, which are depos-
ited in the HI trust fund. The actuarially fair HI premi-
ums paid by the small proportion of aged beneficiaries
who are not eligible for benefits on the basis of work
history make up less than 1 percent of the ptsadf
the fund. Since 1994, a pior of the income taxes
paid on Social Security benefits has also been credited
to the HI trust fund, accounting for less than 4 percent
of trust fund ecepts. Supm@mentary Medical Insur-
ance benefits are financed primarily from general reve-
nues, although beneficiaries pay a premium to cover
some of the costsUnder current law, the SMI pre-
mium is set to cover 25 percent of the expected average
cost of benefits for aged enrollees each year.

Rapid increases in Medicare spending have been a
concern almost from the program’s inception (see
Table 4-1). Spending has grown rapidly over the years

Table 4-1.
Medicare Enroliment and Spending, 1975-1995

Enrollment as a

Spending as a Percentage of

Spending Net of Premiums
as a Percentage of

Calendar Year Percentage of Population GDP Budget GDP Budget
1975 10.8 1.2 51 11 4.6
1980 11.8 1.6 7.0 14 6.5
1985 12.2 2.0 8.6 19 8.0
1990 12.9 23 10.2 21 9.3
1995 13.6 2.6 11.2 2.3 10.0
SOURCE: Congressional Budget Office.

NOTE: Medicare began in 1966 and initially covered only the aged. Eligibility was extended to disabled people and those with end-stage renal

disease in 1974.
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Table 4-2.

Medicare Enrollment and Spending Projected to 2070, Under Current Law

Enroliment Spending Premiums Net Spending Premiums as a
asa asa asa asa Percentage of
Percentage Percentage Percentage Percentage Medicare Enrollee
Calendar Year of Population of GDP of GDP of GDP Spending Income®
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 15.2 3.7 0.5 3.2 12.8 5.0
2030 22.0 6.3 0.8 5.5 13.2 6.1
2050 23.1 7.0 0.9 6.2 12.2 6.0
2070 24.7 7.8 1.0 6.8 12.3 6.2

SOURCE: Congressional Budget Office.

NOTE:

Under current law, Hospital Insurance Trust Fund receipts are projected to be about 1.3 percent of GDP throughout the period.

a. Enrollees' average income is assumed to increase at the same rate as GDP per capita.

as a share of both gross domestic product and the fed-

eral budget, but the baby-boomers' egtient, bgin-
ning early in the next century,ilivgreatly accelerate
that trend unless the Congress makebstantial
changes in the program. The HI trust fund is not ade-
guately funded even for the short terdmefore the ef-
fects of the baby boom will be felt. In fact, the latest
projections indicate that the fund will be exhausted
sometime between 2008 and 2Qdrtder current law.
But depletion of the HI trust fund could be avoided by
transferring general revenues to it @sassary, just as

is now done for the SMI trust fund. The more funda-
mental problem is that the expected rate of growth in
Medicare spending is unsustainable over the long term
since growth in GDP is projected to be slower.

The analysis in this chapter uses the Congressional
Budget Office's Januaryt998 baskne projections
through2008. CBO also madenger-term projections
for Medicare througl2070 bllowing methods used by
the program's trustees in their recent reports oUdtr-
out this analysis, CBO makes a distinction between
federal spending for Medicare and total Medicarsgs;o
which include cost-sharing amounts paid by beneficia-
ries.

Sources and Manitude of the
Problem

Rapid growth in Medicare spending in relation to GDP
is the result of two main factors. One is growth in the

number of beneficiaries, which currently accounts for
about one-sixth of the growth in spending. That growth
will become more important after 2010, when the first
of the baby-boom population will be eligible for bene-
fits on the basis of age. Between 2010 and 2030, the
rate of growth in enroliment is expected to average
about 2.4 percent a year, whereas average growth from
1995 t02010 wil be about 1.6 percent a year. Medi-
care enrollment is expected to increase from about 14
percent of the population i©h995 to 22 percent in
2030. By2070, enoliment is projected to rise to 25
percent. The second and more important factor is the
rate of growth in costs per beneficiary, which has been
substantiallyhigher than the rate of growth in per ca-
pita income.

In 1995, Medicare speling was about 2.6 percent
of GDP, and spending net of premiums paid by en-
rollees was 2.3 percent of GDP (see Table 4-2). HI
trust fund ecepts were about 1.4 percent of GDP.
Medicare spending is expected to continue to grow
more rapidly than GDP will. Hence, 2010, a year
before the first of the baby-boom population reaches
65, Medicare costs are expected to reach 3.7 percent of
GDP, and spending net of premiums will be 3.2 per-
cent. By 2070, Medicare spding is projected to be
7.8 percent of GDP, and spending net of premium re-
ceipts is expected to reach 6.8 percédditional fed-

1. Although Medicare's trust funds also generate interest receipts, those
amounts are not included because they are intragovernmental transfers
that do not affect the total budget deficit or surplus.
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Under current law, federal and state governments incur
additional health care costs for the Medicare population
through Medicaid. In 1997, about 70 percent of Medic-
aid spending went to pay for benefits to the 15 percent
of Medicare enrollees who were also receiving benefits
from Medicaid. Consequently, total federal spending for
health care for the Medicare population in that year was
about 1.3 times the amount spent on Medicare per se,
and combined federal and state spending was about 1.6
times that amount.

In 1998, the share of Medicare enrollees who also
receive some benefits from the Medicaid program will
increase because the Balanced Budget AtB8% ex-
panded eligibility for Medicaid. There are now five eli-
gibility categories by which Medicare enrollees may
qgualify for some Medicaid coverage. Medicare en-
rollees who are fully eligible for Medicaid have all of
their cost sharing and premium expenses under Medi-
care covered; those enrollees also receive coverage for
services that are not covered by Medicare, such as pre-
scription drugs and long-term care. Enrollees who are
not fully eligible for Medicaid but whose income is be-
low certain levels are eligible for specified benefits un-
der Medicaid, depending on their level of in-
come:

0 Qualified Medicare beneficiaries, or QMBs, are
people with income that is below the poverty line;
QMBs are eligible to have Medicaid pay all of their

Box 4-2.
Medicaid Supplements to Medicare

cost-sharing and premium expenses under Med
care.

o0 Specified low-income Medicare beneficiaries, or
SLMBs, must have income that is less than 12(
percent of the poverty level to qualify; they are eli-
gible to have Medicaid pay their Medicare pre-
mium.

o0 One category of so-called qualifying individuals
(QI-1s) must have income of less than 135 percer
of the poverty level and may apply to Medicaid to
have the program pay all of their Medicare pre-
mium.

—

o Eligibility for a second category of qualifying indi-
viduals (QI-2s) requires income that is below 175
percent of the poverty line. QI-2s may apply to
have Medicaid pay only that portion of their Medi-
care premium that is the result of shifting somg
home health costs from the Hospital Insurance prg
gram (Part A of Medicare) to the Supplementary
Medical Insurance program (Part B).

Medicaid coverage for QMBs and SLMBs is an
open-ended entitlement. Coverage of Qls is on a firs
come, first-served basis, up to the limit of the funding
provided by Medicare to the states. The funding
amounts are capped ttugh2002, with no provision for
continuation thereafter.

eral (and state) spending for the health care of Medicare
enrollees takes place through Medicaid (see Box 4-2).

Although any projection is highly uncertain, the
assumptions behind the longer-term projections used
here (based on methods used by Medicare's trustees)
may not be realized under current law. The projections
assume that growth in Medicare spending per benefi-
ciary will gradually slow betwee2008 and 2020 to be
more in line with growth in average hourly earnings.
As a result, the increase in spending as a percentage of
GDP that is expected to occur after 2020caats for
growth only in the number of Medicare beneficiaries as
a share of the population. In particular, the projections
assume that average annual growth in Medicare spend-

ing per beneficiary will drop from 5.5 percent before
2005 toonly 4.3 percent aftet020.

Major Issues

Medicare has been highly gessful in achieving its
primary objective: ensuringceess to mainstream med-
ical care for the aged and, later, for the disabled. Be-
fore Medicare, few aged or disabled people had the pro-
tection offered by health insurance. Today, most of
those individuals havecaess to public insurance for a
premium equal to only about 10 percent of average
benefits. (Premiums cover 25 percent of SMI costs,
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and SMI outlays are about 40 percent of total Medicare
spending. The SMI sharelwincrease over the next
few years as some home health spending is shifted to
SMI from the HI program under provisions of the Bal-
anced Budget Act af997.)

Under current law, however, Medicare sgiag
will become increasingly burdensome to the economy.
If no action is taken, government spending on health
care for Medicare enrollees will consume a rapidly
growing share of GDP, crowding out spending for other
needs.

Federal spending for Medicare could be reduced by
increasing the premiums or cost-sharing resmaents
imposed on beneficiaries. But that approach by itself,
without changing the options available to beneficiaries,
could threaten aess to medical care for some en-
rollees. It would reduce federalstsonly by shifting
them to beneficiaries, with little improvement in mecha-
nisms for limiting growth in the total sts of care.

Broader policy goals would be served by putting
policies in place that auld slow the growth in total
(not just federal) costs for health care for the Medicare
population. Such policies would encourage beneficia-
ries and health care providers to make more cost-effec-
tive choices than many now do. If successful, that ap-
proach would reduce the resources used for health care
and ensure continued@ess to medical care for Medi-
care beneficiaries. Whether such efficiencies can be
achieved, however, is uncertain.

Currently, about 87 percent of beneficiaries are
enrolled in Medicare's fee-for-service sector, in which
financial incentives encourage providers to supply more
services than may be necessary. Moreover, patients
have little financial reason to refuse any services that
may be of some benefit, because they pay ofilg@
tion of the csts of the services they use. Beneficiaries
have the option of enrolling in Medicare's risk-based
sector, in which financial incentives (through capitated
payments, or predetermined amounts per enrollee) en-
courage plans to limit services. Currently, all plans in
Medicare's risk-based sector are health maintenance
organizations (HMOs), which are thought to provide
more cost-effective care than is provided in the fee-for-
service sector. But only about 13 percent of beneficia-
ries now choose that option despite the more generous
benefits that most HMOs offer at little or no supple-

mental premium cost. Further, Medicare's costs for
people who choose an HMO are probably higher than
they would have been in the fee-for-service sector be-
cause Medicare's payments to HMOs (which are based
on its costs per enrollee in the fee-for-service sector) do
not adequately adjust for the favorable selection (enroll-
ment of lower-cost people) that HMOs tend to experi-
ence among Medicare enrollees.

Structural changes in the Medicare program may be
required to achieve a significant cut in the rate of
growth of spending-changes beyond those incorpo-
rated in the Balanced Budget Act. Under that legisla-
tion, thekinds of private plans that enrollees may
choose instead of Medicare's traditional fee-for-service
sector will be expanded, and enrollees will have com-
parative informdbn about all the alternatives open to
them during an annual open-enrollment period. Those
provisions are intended to encourage development of
more risk-based options for Medicare enrollees and to
accelerate the already rapid growth ofadiment in
Medicare's risk-based sector, reducing the current dom-
inance of Medicare's relatively unmanaged fee-for-ser-
vice sector. There is some evidence that health care
costs drop when patients move from fee-for-service
plans into risk-based plans offering managed care in a
competitive market. However, the Balanced Budget
Act makes no fundamental changes in Medicare's pay-
ment methods for risk-based planshich link capita-
tion rates to per capita costs in the fee-for-service sec-
tor. Consequently, Medicare will capture few of the
savings that managed care can generate, when com-
pared with unmanaged fee-for-service coverage, until it
develops market-based payment methods.

Creating a viable competitive market for risk-based
health plans serving Medicare enrollees is a complex
undertaking that may take years to achieve in all metro-
politan areas and may never be achievable in less popu-
lated ones. In those locales where competing plans
were offered, the success of such an approach would
depend critically on how well enrollees could compare
the various plans that were offered with respect to qual-
ity as well as price. It would also depend on whether
enrollees were willing to change plans (and probably
providers) if their plan was nlmnger a good value.
Moreover, creating such a market involves difficul-
ties—especially in setting payment rates and accounting
for selection bias among plarthat could result in
higher rather than lower federal splng if they were
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not addressed appropriately. A further issue is pa-

pocket costs hile preserving their incentives to use

tients’ access to care. Because risk-based plans have services prudently. However, it also retained the preex-

financial incentives to undertre@ather than overtreat,

as in the fee-for-service sector), effective provisions
would be needed to ensure that patients were not denied
appropriate services.

If Medicare continued to set payment rates for risk-
based plans on the basis of its costs pesllesrin the
fee-for-service sector, as it does now, the savings from
managed care would go (as they do now) toward en-
hancing benefits for enrollees or toward HMO prof-
its—rather than toward reducing federal spending.
Demonstration studies are in the planning stages, but
Medicare has no experience yet with alternative meth-
ods—such as competitive bidding by plard®r estab-
lishing payment rates.

In the long run, a competitive market for Medicare
services would be feasible only if plans competed on
the basis of quality and cost rather than on their ability
to select good risks. To avoid competition on the basis
of risk, Medicare must base its payments to plans on
the expected costs of those actuallyoted in each
plan. Analysts generally believe that Medicare's exist-
ing mehods of risk adjustment do not adequately ac-
count for the selein bias experienced by risk-based
plans. The Balanced Budget Act mandates the addition
of a risk factor for health status by 2000, but what mea-
sure will be used and how much ifllimprove the pay-
ment system are as yet unknown. In the absence of
good mehods for adjusting for risk, Medicare must
monitor the offerings and the enrollment and
disenrollment patterns of competing risk-based plans to
identify and eliminate inappropriate practices.

The longer the Congress waits to initiate funda-
mental restructuring of Medicare, the more difficult it
will be to keep Medicare spding within aceptable
limits. If Medicare's current fee-for-service sector is
left intact, the Congress may also want to consider fur-
ther changes in medigap reauirents. ("Mdigap”
refers to private insurance plans that supplement Medi-
care by covering all or most of Medicare's cost-sharing
requirements.) The coverage typicallyoyided by
medigap plans eliminates the effects of Medicare's cost-
sharing requirements in cuittag the use of services by
beneficiaries. The Balanced Budget Act expanded the
types of allowable medigap plans to include two high-
deductible options, which would limit enrollees' out-of-

isting 10 plans that provide nearly first-dollar coverage.

Approaches and lllustrative
Options

The approaches and illustrative options discussed be-
low are intended to slow the growth in federal spending
for Medicare. Also important, however, is maintaining
ready access to medical care for Medicare enrollees and
fostering a reduction in total health care cestsher

than simply shifting federal ets for Medicare to en-
rollees or other payers. CBO's analysis assumes that
even under current law the rate of growth in Medicare
spending per enrollee will gradually slow af2€08 to

be more in line with growth in average hourly earnings
(similar to the assumption made by Medicare's trust-
ees), rather than continuing at the current, more rapid
rate?

Raise the Age of Eligibility

The age of eligibility for Medicare could be gradually
increased from 65 to 67, phased in from 2008ugh
2025, to be consistent with currently sdhied in-
creases in the normal retirement age for Social Security
benefits. Compared with current law, that option would
reduce Medicare enrollment by about 7 percent and
spending by about 3 percent a year once it was fully in
place. By 2070, net spding for Medicare would be
about 6.6 percent of GDP instead of 6.8 percent as un-
der current law (see Table 4-3). Spending and SMI
premium collections would fall by less than enroliment
because people who are 65 or 66 are typically the least
costly enrollees, so that average costs for theinémga
enrollees wuld be higher. GDP and HI payroll taxes
might increase somewhat, degeg on how many of
the people affected by the delay in Medicare eligibility
chose to postpone retirement and to what extent their

2. Beyond the first 25-year projection period, Medicare’s trustees assume
that HI costs per unit of service will increase at the same rate as aver-
age hourly earnings and that SMI costs per enrollee will increase at the
same rate as GDP per capita.
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decisions increased total employment. However, any
such effects would be small and are not estimated here.

Alternatively, increasing the age of eligibility to 70
and phasing in the change fra2003 though 2032
would ultimately reduce Medicare spending by about
11 percent a year. Enrollment would fall by about 20
percent once the higher age of eligibility was fully in
place. By 2070, net spding for Medicare would be
about 6.1 percent of GDP.

Although raisng the age of eligibility would reduce
Medicare spending, it would do little to reduce total
health care costs for thoskgible for Medicare under
current law. Further, it would lengthen the period of
time during which those opting for early retinent un-
der Social Security (at 62) might have difficulty getting
insurance coverage. That disadvantage could be less-
ened, though, by coupling this approach with an option
under which early retiree®ald buy Medicare coverage
by paying an actuarially fair premium.

One effect of delaying the normal eligibility age for
benefits would be to shift ets that are now paid by

Medicare to enrollees and employers who continued to
offer health insurance to their retirees. The higher costs
to employers might reduce the number of them who
offered retiree health benefits, thereby accelegatur-

rent trends. Another effect might be to increase the
number of applications for disability from théected
population, which would reduce the savings that Medi-
care might otherwise realize. The latter effect would
probably be small and is not estimated here.

Raising the age of eligibility would alsdfect fed-
eral and state spending for Medicaid because about 15
percent of Medicare enrollees receive Medicaid benefits
as well. (The percentage of Medicare enrollees who are
also eligible for some benefits from Medicaid will in-
crease under the Balanced Budget Act, which extends
eligibility for limited benefits from the current criterion
of income up to 120 percent of the povditge to in-
come up to 175 percent of the povdite.) If Medic-
aid's eligibility conditions were unchanged, raising the
eligibility age for Medicare would have two offsetting
effects on Medicaid spending. For Medicare beneficia-
ries who were also eligible for full Medicaid benefits,
Medicaid spending would increase as Medicare with-

Table 4-3.

Medicare Enrollment and Spending Projected to 2070, Assuming That the Age of Eligib

ility Is Raised

Enroliment Spending Premiums Net Spending Premiums as a
asa asa asa asa Percentage of
Percentage Percentage Percentage Percentage Medicare Enrollee
Calendar Year of Population of GDP of GDP of GDP Spending Income®
Age of Eligibility Raised to 67 by 2025
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 14.8 3.6 0.5 3.2 12.8 5.1
2030 20.5 6.1 0.8 5.3 13.2 6.3
2050 216 6.8 0.8 6.0 12.2 6.2
2070 23.2 7.5 0.9 6.6 12.3 6.4
Age of Eligibility Raised to 70 by 2032
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 14.6 3.6 0.5 3.1 12.8 5.1
2030 17.9 5.6 0.7 4.9 13.2 6.7
2050 18.5 6.2 0.8 5.5 12.2 6.6
2070 20.1 6.9 0.9 6.1 12.3 6.8

SOURCE: Congressional Budget Office.

a. Enrollees' average income is assumed to increase at the same rate as GDP per capita.
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Table 4-4.
Medicare Enrollment and Spending Projected to 2070, Assuming That Collections from
Enrollees Are Increased to Cover 50 Percent of SMI Costs Starting in 2000
Enroliment Spending Premiums Net Spending Premiums as a
asa asa asa asa Percentage of
Percentage Percentage Percentage Percentage Medicare Enrollee
Calendar Year of Population of GDP of GDP of GDP Spending Income®
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 15.2 3.7 0.9 2.7 25.7 10.0
2030 22.0 6.3 1.7 4.6 26.4 12.2
2050 23.1 7.0 1.7 5.3 24.5 12.0
2070 24.7 7.8 1.9 5.8 24.6 125
SOURCE: Congressional Budget Office.
NOTE: SMI = Supplementary Medical Insurance (Part B of Medicare).
a. Enrollees' average income is assumed to increase at the same rate as GDP per capita.
drew its support for the affected age group. But Medi- who were not eligible for Medicaid. In addition, it

care beneficiaries who werdigible only for limited
Medicaid benefits (that is, payment of Medicare premi-
ums and sometimes its cost-sharing rezoents)
would lose their eligibility for Medicaid along with their
eligibility for Medicare, thereby reducing Medicaid
spending. Since even the direction of the change in
spending for Medicaid is uncertain, that effect is not
estimated.

Collect More in Premiums from
Medicare Enrollees

Premiums paid by Medicare's SMI enrollees now cover
about 25 percent of the average benefit paid through
that program, although the premium was intended to
cover 50 percent of SMI costs when Medicare was first
established. Increasing collections from beneficiaries to
cover 50 percent of Medicare's SMI costs for 2000 and
later years would reduce federal spending by about 15
percent. Net spending for Medicare would then be
about 5.8 percent of GDP in 2070 (see Table 4-4).

If premiums were increased for all enrollees regard-
less of their circumstances, though, the increase could
impose financial hardship on lower-income enrollees

would raise Medicaid &is for Medicare eoiflees who
were also receiving Medicaid benefits.

One alternative would vary the amounts that Medi-
care collected from enrollees on the basis of their finan-
cial resources. For example, the current flat premium
might be replaced with a sliding scale: premiums
would be set toallect an average of 50 percent of
Medicare's SMI costs, but theywuld vary directly with
enrollees' income. Thus, premiums might be set at zero
or some nominal amount for enrollees with the lowest
income, at 100 percent of the SMI insurance value for
those with income above a certain high threshold, and
at intermediate amounts for middle-income enrollees.
That approach would collect larger amounts from en-
rollees who ould afford to pay more ancbald elimi-
nate premium costs for ailees with the lowest in-

3. Under the Balanced Budget Act, Medicare will provide grants to state
Medicaid programs to fund the costs of the Medicare buy-in for quali-
fying individuals, or Qls (people whose income is greater than 120
percent but less than 175 percent ofgbeerty line). If those grants
were an uncapped engithent, any approach that increased Medicare's
premiums would also generate some offsetting costs to Medicare be-
cause of the costs of funding the buy-in for Qls. However, the funding
provided for this entidment is capped at a level below that required to
fully cover all the costs for Qls, even at current-law premium levels.
Consequently, there are no offsetting costs to Medicare from options
that would increase its premiums.
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come. Consequently, it would incorporate into Medi-
care's structure part of the subsidy for low-income en-
rollees that Medicaid now pvides. But it would also
increase implicit marginal tax rates for Medicare en-
rollees as a result of phasing out the subsidy for higher-
income enrollees.

Increasing premiums would reduce net federal
spending for Medicare but only by shifting more costs
to enrollees. It would do little or nothing to induce
slower growth in total health care costs. The premiums
that Medicare enrollees now pay average about 3 per-
cent of their income. Under this option, Medicare pre-
miums on average would consume more than 10 per-
cent of enrollees' income each year after 2010. Those
costs for ervllees could be reduced only by spreading
them over a larger (non-Medicare) population or by
slowing the growth in health carests to a greater ex-
tent than the projections assume.

If the higher premium was also imposed on low-
income enrollees, this option would increase spending
for Medicaid because Medicaid pays the Medicare pre-
miums for some low-income Medicare beneficiaries.
The resulting increase in federal spending for Medicaid
(the federal share is about 57 percent of total Medicaid
spending) would be small, though, and would raise net
federal spending by less than 0.1 percent of GDP.

Slow the Growth in Medicare Spending
per Enrollee

The growth in Medicare spending per enrollee might be
slowed, at least temporarily, by any of three options.
One that has been used extensively in the past would
reduce the rates paid to Medicare providers. Another,
which has not been used much, would increase the cost-
sharing amounts that beneficiaries must pay. A third
would restructure the Medicare market to give patients
and providers greater incentives to make cost-effective
health care choices.

Reduce Payment Rates Rates for Medicare's fee-for-
service providers normally increase each year in line
with indexes of csts developed by the Healftare Fi-
nancing Administration. If the Congress elects to up-
date rates by less than the increases in the relevant cost
indexes, payment rates will be lower than the rates
Medicare would have paid if the Congress had not

acted. Typically, however, the federal government does
not realize all of the potential savings from lower pay-
ment rates because providers are able to offset part of
their potential loss in reqais from Medicare by in-
creasing the volume of services for which they bill.
Nevertheless, reducing payment rates can lower both
federal and total health care costs for Medicare because
providers are generally unable to offset all of their po-
tential loss in recets, at least not from Medicare pa-
tients alone. If lower payment rates cut Medicare's fee-
for-service costs, payment rates to HMOauld also

be reduced under current law because those rates are
based on Medicare spending per enrollee in the fee-for-
service sector.

One undesirable aspect of cutting payment rates is
that some providers might try to maintain revenues by
shifting costs to other payerslthough their ability to
do so is lessening as private insurers adopt more ag-
gressive rate-setting policies of their own. A further
concern would becgess to care for Medicare enrollees,
which could be threatened if the program's rates fell too
far below those paid by other insurers. However, few
people thus far seem to have had troubleioinig care,
even though current estimates indicate that Medicare
pays only 70 percent to 80 percent of the average rates
that private insurers pay to hospitals and physicians.

Another undesirable feature of this approach is that
regulatory price sdtig often results in inappropriate,
and therefore inefficient, pricesither lower or higher
than the level necessary to generate an adequate re-
sponse from providers. Problems witttess to care
for beneficiaries would soon signal that Medicare's pay-
ment rates were too low, but no comparabéshanism
would alert policymakers when its payment rates were
higher than acessary. In some geographic areas and
for some services (durable medical equipment, for ex-
ample), Medicare's current payment rates may be higher
than market-based rates. Demonstration studies are
planned to assess the feasibility of and potential sav-
ings from using competitive bidding to set some of
Medicare's payment rates.

Increase Cost-Sharing Requirements This option
would reduce federal spending for Medicare by shifting
costs to erullees, but it would not etessarily affect
total costs. Alough, in principle, cost-sharing re-
quirements can encourage elfges to be more prudent
consumers of health care, that effect is weak in the
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Medicare program because most enrollees have supple-
mentary coverage.

About 15 percent of Medicare beneficiaries also
receive Medicaid benefits that pay all of their cost-shar-
ing liabilitiesunder Medicare. Another 70 percent have
medigap, an HMO supgient, omon-HMO employ-
ment-based coverage. Medigap plans and HMOs typi-
cally cover most of Medicare's cost-sharing require-
ments. The only common exclusitaffecing about 40
percent of people with medigap coverage) iskh@0
deductible for Supplementary Medical Insurance. Peo-
ple who have employment-based plans generally pay
the cost-sharing reqaments of their private plan or
Medicare, whichever is lower. Except for the deduct-
ible amount, which is generally higher th&100,
employment-based plans typically have lower cost-
sharing requements than does Medicare.

Thus, only an increase in the SMI deductible would
be likely to reduce the use of services by people who
have private insurance supplememsd no change in
Medicare's cost-sharing regeinents wuld affect the
use of services by those who also receive Medicaid ben-
efits. But any increase in cost-sharing reguients
would reduce the services used by the 15 percent of
enrollees who have no supplement.

To illustrate the way in which suggrhentary cov-
erage negates the effects of Medicare's cost-sharing
requirements on eallees' use of services, consider the
following example. Increasing the SMI deductible to
$1,000 a year wuld have reduced federal spending for
Medicare by an estimated 9 percent for 1997, but total
costs vould have dropped by less than 1 percent, given
current patterns of supplementary coverage. In other
words, most of the effect would have been a shift of
costs from Medicare to enrollees, with very little reduc-
tion in the services used. By contrast, if the require-
ments for medigap plans 097 had been different,
such that plans capped the liabilities of enrollees for
cost sharing under Medicare at @10 a year rather
than covering them all, both federal and totatsdor
Medicare would have been lower by about 3 percent, a
reduction caused entirely by a drop in the use of ser-
vices?

4.  Medigap coverage increases enrollees' use of services by an estimated
24 percent. See S. Christensen and others, "Acute Health Care Costs
for the Aged Medicare Population: Overview and Policy Optiofise'
Milbank Quarterly vol. 65, no. 3 (1987). See also Chapter 16 in

Restructure the Medicare Market. The option dis-
cussed here would involve setting up a system of com-
peting health care plans, with the federal government
contributing a fixed amount toward the premium for
each enrollee's plan. One important way in which this
would differ from current law is that Medicare's tradi-
tional fee-for-service sector (if it remained in existence)
would be just one of several plans, all competing on the
same basis.

In such a restructured market, all plans would offer
at least a specified basic benefit package. Plans could
offer optional supments to their basic package, but
no plan could offer suppinents to another plan's pack-
age. Without that restriction, plans could offer only
supplemental coverage, as medigap plans now do. But
medigap insurers do not bear the fultsoof the cover-
age they provide. Most of theste of the dditional
services that people with medigap coverage use are ac-
tually imposed on Medicarethe insurer that provides
coverage for the basic benefit package. By permitting
supplemental coveragmly when it is linked to a basic
benefit package offered by the same insurer, all of the
costs generated by dligap plans under current law
would be internalizegthat is, borne by the medigap
insurer.

Thus, insurers currently offering medigap plans
that wanted to continue to serve the Medicare market
would have to offer full coverage for Medicare's basic
package along with their sugmhental benefits on the
same basis as all other plans serving the Medicare mar-
ket. Under current law, the constraints imposed on
HMOs and medigap plans differ significantly, although
both supplement the basic Medicare benefit package.
For example, HMOs must offer the same premium to
all Medicare enrollees in the same plan (community
rating) and may impose no exdlss on coverage of
preexisting conditions. Medigap plans may rate their
premiums on the basis of age, base premiums on risk
status for those who enroll after the first six months of
Medicare eligibility, and impose a six-month exclusion
on coverage of preexisting conditions for new enrollees
who were not covered previously.

Under this approach, enrollees could choose the
benefit package they preferred from the menu of plans

Physician Payment Review Commissidnnual Report to Congress
(1996).
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available in their area during an annual open-enroliment
period. Medicare would contribute a fixed amount per
enrollee toward the premiums charged by the plans.
Actual payments from Medicare to the plans would
have to be adjusted for risk to discourage competition
among the plans based on thareltteristics of en-
rollees rather than price and quality. From the en-
rollees' perspective, however, Medicare's contribution
toward their premiums would be uniform as long as
plans were required to set commusrigiged premiums,

as they are under current law.

Enrollees would be fully responsible for any plan
premiums in excess of Medicare's contribution and
might receive rebates for choosing plans (if any were
available) that cost less than Medicare's contribution.
(If rebates were not offered, no plans would set premi-
ums below the federal contribution, even if their costs
were lower. Instead, they would compete for enrollees
by offering a richer benefit packaggust as HMOs in
Medicare's risk-based sector do now.) Thus, Medi-
care's method of contriing to the cets of their health
plan would give enrollees financial incentives to be pru-
dent purchasers of a plan. Moreover, the comparative
information provided during the open-enrollment period
would enable them to select the lowest-cost plan that
would meet their needs. Because plans would be at risk
for any costs above their predetermined premium col-
lections, they would have financial incentives to limit
unnecessary services, either by imposing controls on
providers or cost-sharing regeiments on beneficiaries.

Medicare's contribution could be set in one of two
ways: to equal the premium charged by the basic bene-
fit plan in each area that had the lowest cost, or to equal
some value set independently of the actuatsof the
plans. In the former case, Medicare would continue to
guarantee a defined benefit, and taxpayerglavbear
the financial risk if health care costs increased more
rapidly than expected. In the latter case, Medicare
would offer only a defined contribution, with no assur-
ance that the contribution would be sufficient to pur-
chase the basic benefit package.

Medicare could be certain of controlling its costs
only under the defined contribution approach, which
would shift the financial risks posed by growth in
health care costs to plarand ultimately to enrollees
through premiums. Either approach would make both
enrollees and providers more prudent in their use of

health care services. Supplemental premiuraslav
generally be higher for Medicare beneficiaries who
chose to remain in loosely managed plans than for ben-
eficiaries in tightly managed plans, therebygealerating

the movement of enllees to HMOs that is already
occurring.

Given a coordinated open-enrollment period (al-
ready established in law, starting 1dt899) and the
new pricing system, competition among plans for en-
rollees would intensify. If methods were adequate for
adjusting payments among plans on the basis of risk,
competition would focus on providing services more
efficiently rather than on enrolling low-cost beneficia-
ries. Consequently, growth in both federal and total
costs per emilee might be slowed compared with
growth under current law.

For example, Medicare's defined contribution could
be set to equal net spending per enrolle20i0 (ad-
justed for geographic differences in costs) and in-
creased by specified percentages in later years that
might be lower than the growth in health care costs.
However, a delay of a few years might leeessary to
give Medicare time to transform its fee-for-service sec-
tor into a health care plan capable of conmgetith
other risk-based plans serving Medicare enrollees. Al-
ternatively, Medicare's fee-for-service plan could be
eliminated in favor of the private fee-for-service plans
that may, under the Balanced Budget Act, serve Medi-
care enrollees in the risk-based sector. If Medicare's
fee-for-service plan was retained, it would have to be-
come more efficient to keep its premium at a competi-
tive level. Furthermore, gains in efficiency would have
to be large enough to offset any loss in thestantial
leverage that Medicare currently has in setting provid-
ers' fees. Medicare's leverage would weaken as its fee-
for-service enrollment fell as a share of the patient pop-
ulation in an area.

In the illustrative option examined here, the Medi-
care market would be unchanged ug®00. There-
after, the amount of Medicare's contributior2@00 to
the health plan premiums of enrollees would increase
by 4 percent a yearequal to the average annual rate of
growth projected for GDP per capita.

Although the effects of this defined contribution
approach on federal costs can be predicted with some
certainty, its effects on total costs for the basic benefit



58 LONG-TERM BUDGETARY PRESSURES AND POLICY OPTIONS

May 1998

package-and therefore on the costs that aliees
would bearare uncertain. If the average rate of
growth in total costs per asitee slowed only to the
average rate for the long-term projections (4.7 percent a
year), the premiums of eritees as a percentage of in-
come would increase from 3 percentl®95 to about

23 percent in 2070 (see Table 4-5). However, some
plans in each area would probably endeavor to offer the
basic benefit package for a premium equal to Medi-
care's defined contribution so that there would be no
supplemental premium tolect. Enrollees in those
plans would be liable only to Medicare for the basic
SMI premium. In that case, the premiums ofblaes
would increase very little over time as a share of their
income.

If through increased efficiency some plans were
able to reduce the rate of growth in total costs per
enrollee to the rate of increase in Medicare's defined
contribution, those plans would probably dominate the

Medicare market. However, if improvements in effi-
ciency did not cut ciis sufficiently, so that low-cost
plans had to restrict access or reduce the quality of their
services, a two-tiered Medicare market would probably
develop. Lower-income enrollees would tend to choose
low-cost plans in which access and quality were poor,
whereas higher-income enrollees would be more likely
to opt for more expensive plans with less severe restric-
tions.

The effects of this option on spending for Medicaid
would depend on the extent to which the option slowed
the growth in total Medicare costs and on whether Med-
icaid limited the choice of plans for Medicare beneficia-
ries who were eligible for both programs. If growth
slowed to match the growth in the defined contribution,
then spending for Medicaid would fall because the dol-
lar value of Medicare's cost-sharing requients
would drop sbstantially, whereas premiumsould
increase only a little compared with current law. If the

Table 4-5.

Medicare Enrollment and Spending Projected to 2070, Assuming an Annual Increase

of 4 Percent in Medicare's Defined Contribution After 2000

Enroliment Spending Premiums Net Spending Premiums as a
asa asa asa asa Percentage of
Percentage Percentage Percentage Percentage Medicare Enrollee
Calendar Year of Population of GDP of GDP of GDP Spending Income®
Assuming Average Growth in Costs per Enrollee Is 4.7 Percent a Year After 2000
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 15.2 3.7 1.0 2.6 28.4 11.0
2030 22.0 6.3 24 3.9 38.3 17.6
2050 23.1 7.0 3.0 4.0 42.8 21.0
2070 24.7 7.8 35 4.3 44.7 22.7
Assuming Average Growth in Costs per Enrollee Is 4 Percent a Year After 2000
1995 13.6 2.6 0.3 2.3 10.7 3.2
2010 15.2 3.0 0.3 2.6 10.9 34
2030 22.0 4.4 0.5 3.9 10.9 35
2050 23.1 45 0.5 4.0 10.9 34
2070 24.7 4.8 0.5 43 10.9 34

SOURCE: Congressional Budget Office.

a. Enrollees' average income is assumed to increase at the same rate as GDP per capita.
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growth in total Medicare costs @eded growth in the
defined contribution, spending for Medicaid would  Conclusions
probably increase as a result of higher premium
costs—assuming that dually eligible beneficiaries were
free to choose any plan they wanted. If Medicaid in-
stead assigned dually eligible beneficiaries to the
lowest-cost plans, then spending for Medicaid would
probably fall. Because of that uncertainty, CBO did
not estimate the effects of this option on Medicaid
spending, although spending would be more likely to
fall than to increase.

The effects of the three illustrative options discussed
earlier are compared here, under the assumption that
average annual growth in Medicare spending per
enrollee will gradually slow between 2008 and 2020, as
Medicare's trustees assume. However, only the third
option—restructuring the marketwould put into effect
policies that were specifically intended to achieve slow-

Table 4-6.
Effects of lllustrative Options for Reducing Growth in Net Spending for Medicare

Option 2010 2030 2050 2070

Net Federal Spending as a Percentage of GDP

Current Law 3.2 55 6.2 6.8
Raise the Age of Eligibility?
To 67 3.2 5.3 6.0 6.6
To 70 3.1 4.9 5.5 6.1
Collect 50 Percent of SMI Costs from Enrollees’ 2.7 4.6 5.3 5.8

Restructure the Medicare Market and

Limit Growth in Medicare's Defined

Contribution to 4 Percent a Year® 2.6 3.9 4.0 4.3
Savings as a Percentage of Projected Spending

Raise the Age of Eligibility?

To 67 1 3 3 3
To 70 2 11 11 11
Collect 50 Percent of SMI Costs from Enrollees® 15 15 14 14

Restructure the Medicare Market and
Limit Growth in Medicare's Defined
Contribution to 4 Percent a Year® 18 29 35 37

SOURCE: Congressional Budget Office.

NOTE: SMI = Supplementary Medical Insurance (Part B of Medicare).

a. The age of eligibility for Medicare would be increased to 67 by 2025 or to 70 by 2032.
b. SMI premiums would be increased to cover 50 percent of SMI costs starting in 2000.

c. Medicare's per-enrollee contribution in 2000 would be increased by 4 percent a year thereafter.
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er growth in total costs per atlee. The first approach
would reduce federal spending by reducing enroliment
but have no significant effect on growth inst® per
enrollee. The second approaghcreasing premiums
paid by enrollees without fundamentally changing the
Medicare marketwould reduce net federal spending
but not total costs.

The first option would reduce total enroliment in
Medicare by delaying the age of eligibility. If eligibility
was delayed to 67, net spending for Medicare would be
3 percent lower by 2030 compared with current law; if
eligibility was delayed to 70, spending would be 11
percent lower (see Table 4-6). Net spending would
continue to grow relative to GDP but at a slower rate
(see Figure 4-1). Premiums as a percentage of enrollee
income would increase a little compared with current
law because the older age group who would remain eli-
gible would be more costly per enrollee and premiums
would collect a fixed share of those costs (sigaire
4-2).

The second option would increase enrollees' premi-
ums to cover 50 percent of Medicare's SMI spending by
2000, reducing net Medicare spending by about 15 per-
cent a year thereafter. The option would have little or

no effect, however, on growth in total costs for Medi-
care. Currently, enrollees' premiums are only 3 percent
of their average income, but under this approach premi-
ums would rise to 12 percent of the average income of
enrollees by 2030Unless the premium was related to
income, higher premiums could force some low-income
enrollees who were not eligible for Medicaid benefits to
leave the Medicare program.

The third option would restructure the Medicare
market and either make its traditional fee-for-service
sector one of a number of competing plans serving en-
rollees or eliminate it altogether. Enrollees would re-
ceive a fixed federal contribution toward the premium
of the plan they selected and would pay out of pocket
for any excess premium. Medicare's defined contribu-
tion would be set equal to net spleng per enrollee in
2000 and increase by 4 percent a year thereafter. That
plan would establish control over federal spending for
Medicare on a per-enrollee basis. Compared with cur-
rent law, net Medicare spending would be reduced by
29 percent in 2030 and by 37 percent in 2070. Al-
though the federal subsidy per enrollee would be
smaller than it would be under current law, competition
among plans and providers could spur efficiency and
increase real health benefits for each dollar spent.

Figure 4-1.

Net Medicare Spending as a Percentage of GDP Under Alternative Options

Spending as a Percentage of GDP

Current Law

[_— Delay Eligibility to Age 67

Delay Eligibility to Age 70

Increase SMI Premiums

AN

Restructure Market with
Defined Federal
Contribution

O L L L
1995 2010 2030

SOURCE: Congressional Budget Office.

L
2050 2070

NOTES: Data are plotted at five-year intervals. SMI = Supplementary Medical Insurance (Part B of Medicare).
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But the effect restructuring would have on enrollees In practice, the effects of restrudhg would differ
is uncertain. If the incentives for more cost-conscious among vapus groups of enrollees. Some basic plans
behavior that the approach generated reduced annual might keep their csts low @ough to avoid having to
growth in total costs per aritee only to the rate as- charge a supplemental premium, but the access and
sumed for the long-term projections, the premiums paid quality of services available in those plans might limit
by enrollees would steadily increase, reaching 18 per- their appeal primarily to low-income people. Higher-
cent of their income by 2030 and 23 percent by 2070. income enrollees might gravitate instead to plans that
If, instead, the growth in costs per ellee slowed to charged supplemental premiums andvjted better
match the annual growth in the federal defined contri- access and quality.
bution (4 percent), premiumsowid be only 3.4 percent
of income in 2070.

Figure 4-2.
Medicare Premiums as a Percentage of Enrollee Income Under Alternative Options

Premiums as a Percentage of Enrollee Income

Restructure Market with
Defined Federal
Contribution; Growth
Unaffected

Increase SMI Premiums

Delay Eligibility to Age 70

Delay Eligibility to Age 67

\Current Law

oL g ,
1995 2010 2030 2050 2070 Detned Fedorgl

Contribution; Growth
Slowed

SOURCE: Congressional Budget Office.

NOTES: Data are plotted at five-year intervals. SMI = Supplementary Medical Insurance (Part B of Medicare).







Chapter Five

The Long-Term Impact of Options for
Social Security and Medicare

he previous two chapters examined various

I approaches to curb the growth of spending for

Social Security and Medicare. What would the

long-term impact of those approaches be on the budget
and the economy? Answering that question requires
more than simply projecting outlays for the individual
programs. One must also consider how those policies
would affect the rest of the budget and the economy as
a whole. For example, because the options would curb
spending, they would reduce the federal government's
need to borrow, which in turn would lower the cost of
servicing the federal debt and further brighten the
long-term oubok. In addition, some of the options
would alter speding on other programs in the budget,
such as Medicaid. All of those effects must be ana-
lyzed together when assessing the impact of the various
options in the long run.

If put in practice, many of the policies presented in
Chapters 3 and 4 would significantly reduce the long-
term imbalance in the federal budget. Compared with
current policy, they would lessen the economic risk of
unsustainable deficits and thus enhance the economic
prospects for future generations. Of course, reducing
the growth of Saocial Security benefits and making ma-
jor changes in the Medicare program could adversely
affect future retired and disabled workers, their fami-
lies, and their survivors. However, any option to reduce
the long-term imbalance in thadiget would be painful.
The alternative of doing nothing indefinitely is not an
option.

The Effects of Individual
Options on the Lorg-Term
Outlook

One way the Congressional Budget Office gauges the
long-term impact of policies is by estimating how they
would change the fiscal gagthe summary measure of
budgetary imbalance described in Chapter 2. That
measure represents the amount that taxes would have to
be permanently raised, or spending permanently re-
duced, to ensure that federal debt remained at or below
its current percentage of gross domestic product for the
foreseeable future. The larger the gap in the budget, the
more that taxes would have to rise or spending would
have to fall.

CBO estimates that the fiscal gap is about 1.6 per-
cent of GDP under currenblicy. Because both federal
revenues and outlays are around 20 percent of GDP,
that gap represents about 8 percent of total federal re-
ceipts or outlays. Of course, suddenly raising taxes or
cutting spending by that magnitude would be neither
practical nor desirable. For one thing, it could push the
economy into aacession. Moreover, such an abrupt
policy change wuld not give people enough time to
adjust their saving and retiment plans so as to ease
the transition to a sustainable policy. In addition,
CBO's estimate of the fiscal gap, like its long-term pro-
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jections, is inherently uncertain and dependent on many
assumptions about future events. Nonetheless, the fis-
cal gap offers a rough estimate of the size of the
long-term problem facing the federal budget. It also
provides a convenient way to compare alternative poli-
cies for resolving that problem.

In its March1997 reportLong-Term Bidgetary
Pressures and Policy Option£BO estimated the
long-term effects of a similar group of agts for re-
ducing the growth of Social Security and Medicare.
Some of the options in that report are also included in
this volume; not surprisingly, the estimates of their ef-
fect on the fiscal gap have not changed much. Other
options have been modified since last year; those
changes are noted below.

Social Security Options

The three specific policy options to control the growth
of Social Security spending that were examined in
Chapter 3 would eacharrow the fiscal gap by about
one-quarter (see Table 5-1). The first option would
reduce the initial benefits that eacltsessive cohort of
workers received by 0.5 percent a year, startidb8

and ending ir2032. By 2032initial benefits would be

16 percent lower than the level that current law would
provide. That option would reduce the fiscal gap by 0.5
percent of GDP, CBO estimates. (In last year's report,
CBO included a more stringent variation of this option,
which would have cut initial benefits by 30 percent in
2032; it would have reduced the fiscal gap by about 1
percent of GDP.)

Table 5-1.

The Fiscal Gap Under Various Options for Social Security (As a percentage of GDP)

Policy Options

Reduce Raise the Reduce

Initial Benefits® Retirement Age® COLAs®
Fiscal Gap in Base Scenario 1.6 1.6 1.6
Effect of Policy Option -0.5 -0.4 -0.5
Remaining Fiscal Gap 11 1.2 11

SOURCE: Congressional Budget Office.

NOTES: The fiscal gap is measured as the size of the tax increase or spending cut that would be needed to keep the debt at or below its current

percentage of GDP from 1997 to 2070.

Some of these options have changed from the ones discussed in last year's Long-Term Budgetary Pressures and Policy Options (March

1997). See the text for details.

COLAs = cost-of-living adjustments.

a. Starting in 1998 and ending in 2032, the benefits of each sucessive cohort of workers becoming eligible for Social Security disability or retired-
worker benefits would be reduced by 0.5 percent a year. Thus, workers becoming eligible in 2032 or later would receive about 84 percent of the

benefits they would have received under current law.

b. The normal retirement age of workers who turn 62 in 2011 would be 67; that age would increase by two months a year until it reached 70 in 2029
and then would increase by one month every other year for the remainder of the projection period.

c. Beginning in December 1998, the cost-of-living adjustment would be set to equal the increase in the consumer price index minus 1 percentage

point.
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The second option would raise the age at which
workers become eligible for full Social Security retire-
ment benefits-the so-called normal retirement age. In
the near term, it wouldcaelerate the increase in the
normal retirement age to 67 for workers who turned 62
in 2011. After2011, the retement age wuld rise by
two months a year until it reached 70 in 2029. After
that, the normal retirement ageuwld continue to rise
by one month every other year, reflecting projected in-
creases in longevity (see Table 3-1 in Chapter 3 for
more details). Those changes would reduce the fiscal
gap by 0.4 percent of GDP.

The third option would trim the annual cost-of-
living adjustment for Social Security benefits so that
monthly benefits increased by 1 percentage point less
than the growth of the consumer price index. CBO es-
timates that this option wouldarrow the fiscal gap by
0.5 percent of GDP. Note that this option would not
reduce COLAs for programs other than Social Security
or change the current rules for adjusting personal ex-
emptions and standard deductions in the federal income
tax code. Reducing the inflation adjustments in other

federal programs and the tax code would further im-
prove the long-term outlook.

Medicare Options

Chapter 4 presented three specific options for control-
ling the growth of Medicare spending (see Table 5-2).
By CBO's estimate, all of those policies woulthstan-
tially reduce the fiscal gap, and one would virtually
eliminate it.

The first option would raise the age at which people
were eligible to enroll in Medicare to 70, following a
path similar to the one in the second option for Social
Security presented above. That option for Medicare
would reduce the fiscal gap by 0.4 percent of GDP,
CBO estimates.

The second option would increase enrollees' premi-
ums for Part B of Medicare (Sugphentary Medical
Insurance) so they equaled 50 percent of PartsiBco
CBO estimates that doing so would cut the fiscal gap

Table 5-2.

The Fiscal Gap Under Various Options for Medicare (As a percentage of GDP)

Policy Options

Raise the Age Increase Restructure Medicare

of Eligibility? Premiums® and Slow Its Growth®
Fiscal Gap in Base Scenario 1.6 1.6 1.6
Effect of Policy Option -0.4 -0.8 -1.4
Remaining Fiscal Gap 1.2 0.8 0.2

SOURCE: Congressional Budget Office.

NOTES: The fiscal gap is measured as the size of the tax increase or spending cut that would be needed to keep the debt at or below its current

percentage of GDP from 1997 to 2070.

Some of these options have changed from the ones discussed in last-year's Long-Term Budgetary Pressures and Policy Options (March

1997). See the text for details.

a. The age of eligibility for Medicare would rise to 70 for people who turn 65 in 2032.

b. Premiums for Medicare enrollees would be increased to cover 50 percent of Part B costs by 2000.

c. The growth of Medicare's per-enrollee contribution would be limited to the growth of GDP per capita (4 percent) after 2000.
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by 0.8 percent of GDP. That option would also in-  estimates that making those changes would cut the fis-
crease outlays for the Medicaid prograan effect that cal gap by 1.4 percent of GDP. (Last year's report in-
is incorporated in CBO's numbers. Because Medicaid cluded a more stringent option, which would have con-
pays the premiums for qualified low-income people strained the growth of Medicare's costs even more and
enrolled in Medicare, some of thests for those en- would have reduced the gap by 2.6 percent of GDP.)
rollees would shift from Medicare to Medicai{CBO

included a similar option in last year's report, except

that it would have required enrollees to pay 50 percent

of Medicare's totalPart A and Part B-costs. That The Effects Of Various PO“(;/

option would have reduced the fiscal gap by about 2.5

percent of GDP.) Packages on the Lorg-Term
Outlook

The Social Security and Medicare options described

be one-and limiting the growth in the amount that the ~ @00ve could be combined in various ways to make
federal government contributes for each enrollee after larger dents in the fiscal gap. CBO examined three spe-

2000 to the average growth of GDP per capita. CBO cific policy packages. They are not intended to cover

The third option for Medicare is to restructure the
program by setting up a system of competing health
plans—of which Medicare's fee-for-service sector could

Table 5-3.
The Fiscal Gap Under Various Policy Packages (As a percentage of GDP)

Policy Options

Reduce Initial
Raise the Age Raise the Age for Social Security Benefits;
for Retirement Retirement and Eligibility; Restructure Medicare
and Eligibility® Reduce COLAS" and Slow Its Growth®
Fiscal Gap in Base Scenario 1.6 1.6 1.6
Effect of Policy Option -0.8 -1.3 -1.8
Remaining Fiscal Gap 0.8 0.3 d

SOURCE: Congressional Budget Office.

NOTES: The fiscal gap is measured as the size of the tax increase or spending cut that would be needed to keep the debt at or below its current
percentage of GDP from 1997 to 2070.

Some of these options have changed from the ones discussed in last year's Long-Term Budgetary Pressures and Policy Options (March
1997). See the text for details.

COLAs = cost-of-living adjustments.

a. For Social Security, the normal retirement age of workers who turn 62 in 2011 would be 67; that age would increase by two months a year until it
reached 70 in 2029 and then would increase by one month every other year for the remainder of the projection period. For Medicare, the age of
eligibility would rise to 70 and remain there.

b. In addition to the changes in note a, the cost-of-living adjustment for Social Security would be set to equal the increase in the consumer price index
minus 1 percentage point, beginning in December 1998.

c. Starting in 1998 and ending in 2032, the benefits of each sucessive cohort of workers becoming eligible for Social Security disability or retired-
worker benefits would be reduced by 0.5 percent a year. Thus, workers becoming eligible in 2032 or later would receive about 84 percent of the
Social Security benefits they would have received under current law. In addition, the growth of Medicare's per-enrollee contribution would be
limited to the growth of GDP per capita (4 percent) after 2000.

d. Less than zero.
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the full range of possibilities; they merely illustrate
some of the possible combinations. Those packages in-
volve:

o Raising the normal reément age for Social Secu-
rity and the eligibility age for Medicare;

0 Raising both of those ages and lingt Social Se-
curity COLAs to the growth of the CPI minus 1
percentage point; or

0 Reducing initial Social Security benefits by 16 per-
cent and restructuring the Medicare program by
shifting the federal payment to a defined contribu-
tion and limiting its growth.

The three packages wouldmow the fiscal gap by
between 0.8 percent and 1.8 percent of GDP (see Table
5-3). Raising the retment and lgibility ages would
eliminate about half of the current imbalance of 1.6
percent of GDP, whereas raising those ages and reduc-
ing Social Security COLAs would close most of the
gap. The fiscal gap could be eliminated by reducing
initial Social Security benefits, restrudig the Medi-
care program, and limitg the growth of the federal
contribution.

Conclusions

CBO has examined a range of options to curtail the
growth of the federal government's two major entitle-
ment programs, Social Security and Medicare, in the
long run. Many of those dphs would go a long way
toward reducing the budget's projected long-term im-
balance, and some combinations of policies could re-
solve the long-term problem entirely. Eliminating that
budgetary imbalance would providebstantial eco-
nomic benefits to the nation.

However, efforts to control spending for Social Se-
curity and Medicare could pose hardships for people
who depend on those programs to meet their needs.
Such hardships could be reduced, but that would re-
quire making larger cuts in the growth rate of spending
for other government programs or imposing higher
taxes. Indeed, none of the solutions to the nation's
long-term budget problems will be easy. All will re-
quire some type of sacrifice, but ignoring those prob-
lems indefinitely is not a feasible option.



