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EXECUTIVE SUMMARY

In 2023, the federal government is expected to spend 6.2 percent of the economy (or more
than $1.6 trillion) on mandatory health programs. These programs include Medicare, Medicaid,
the Children’s Health Insurance Program (CHIP), and subsidies for insurance purchased
through the exchanges established by the Affordable Care Act (ACA). The Congressional
Budget Office (CBO) estimates that within 30 years, the federal government will annually
spend at least 9 percent of the economy on those programs.

The growth in spending on federal health programs is unsustainable. In this paper, | find that
spending on health programs will likely compromise the federal government’s ability to
borrow money, as well as the sustainability of existing debt, within the next 25 to 50 years.
This means that spending on federal health programs without structural reforms will
significantly limit the federal government’s ability to take on additional debt to address a
future economic recession, pandemic, war, or another adverse event. For these estimates, |
use a method adopted by the International Monetary Fund (IMF) and a range of assumptions
about interest rates and the amount of debt the Federal Reserve is able to hold, as well as
other estimates from leading academics and risk management organizations.

| find that there are two main causes of debt accumulation over the next few decades: federal
health spending and interest payments. | also find that the CBO’s assumptions of excess cost
growth (i.e., the increase in spending per capita relative to per capita growth in the economy)
for federal health programs are far lower than historical norms and thus may understate the
level of health spending in the future. However, even if excess federal health costs were to be
lower than historic levels, the capacity of the federal government to take on additional debt
over the next few decades would not substantially change.

To ensure that the federal government’s borrowing capacity does not become exhausted
within the next 25 to 50 years, the growth in federal health care spending must be reduced
relative to baseline spending. | provide two scenarios that would provide additional borrowing
capacity. These would require federal spending on Medicare, Medicaid, CHIP, and the
insurance subsidies to be reduced by at least 7.5 percent of baseline spending, or 0.5 percent

of the economy, over the 2025 to 2034 budget window. Beginning structural reforms sooner
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rather than later will allow a path of continuous growth in the budget for health programs
while avoiding much larger, drastic cuts in the future as well as problematic future tax
increases, inflation, and higher interest rates.
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THE CONTRIBUTION OF FEDERAL HEALTH PROGRAMS TO
U.S. FISCAL CHALLENGES AND THE NEED FOR REFORM

ABSTRACT

Federal health programs are unsustainable without structural reforms. In this paper, |
estimate the federal government’s “fiscal space,” which is its capacity for additional debt in
response to an economic shock and examine the key contributors to the deterioration of U.S.
fiscal space. Using the Congressional Budget Office’s baseline fiscal scenario, | find that the
federal government will likely exhaust its fiscal space within the next 25 to 50 years. The main
causes of this exhaustion are high growth in federal health spending and associated net
interest costs. To preserve fiscal space, federal health spending must be reduced by at least
0.5 percent of GDP between 2025 and 2034.

INTRODUCTION

In 2023, the federal government is expected to spend about 6.2 percent of the economy (or
more than $1.6 trillion) on mandatory health programs. These programs include Medicare,
Medicaid, the Children’s Health Insurance Program (CHIP), and subsidies for insurance
purchased through the exchanges established by the Affordable Care Act (ACA). The
Congressional Budget Office (CBO) estimates that within 30 years, the federal government
will annually spend at least 9 percent of the economy on those programs.’ The absolute
magnitude of federal health spending raises an important question: is this projected spending
on federal health programs sustainable?

1 The relationship between spending on health care and the economy is not straightforward. Research has found both a negative
association between health spending in the United States and multi-factor productivity and a positive association with labor productivity.
See: See: Viju Raghupathi and Wulliamallur Raghupathi, “Healthcare Expenditure and Economic Performance: Insights from the United
States Data,” Frontiers in Public Health 8, (2020), 10.3389/fpubh.2020.00156. At a fundamental level, when more healthy people live
longer, they are able to develop new ideas, innovations, and other discoveries that contribute to economic growth. See: See: Daron
Acemoglu and Simon Johnson, “Disease and Development: The Effect of Life Expectancy on Economic Growth,” Journal of Political
Economy 115 no. 6, (2007): 925-85, https://www.journals.uchicago.edu/doi/10.1086/529000; Philippe Aghion, Peter Howitt, and Fabrice
Murtin, “The Relationship Between Health and Growth: When Lucas Meets Nelson-Phelps,” National Bureau of Economic Research, March
2010. https://www.nber.org/papers/w15813. However, not all health spending contributes to people living longer and healthier lives, thus
introducing significant opportunity costs to additional spending in these areas. At an aggregate level, there is a point at which additional
spending on health care (as a percent of the economy) does not lead to better outcomes. See: Fuhmei Wang, “More Health Expenditure,
Better Economic Performance? Empirical Evidence from OECD Counties,” Inquiry: The Journal of Health Care Organization, Provision, and
Financing, (2015), 10.1177/0046958015602666.
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If mandatory spending on health programs continues to exceed growth in the economy, the
unequivocal answer is “no.”2 But how unsustainable are the federal health programs over the
next several decades? Furman and Summers have argued that policymakers should “stop
their obsession” with budget deficits driven by existing entitlement spending, especially
during periods with low interest rates.3 Blanchard argues that public debt has no fiscal cost
when interest rates on government debt are lower than economic growth.* This allows debt to
be rolled over without increasing welfare costs associated with accumulating more debt.
However, this approach could eventually break down once the existing stock of debt becomes
so large that it cannot be rolled over and compromises fiscal solvency.® Therefore, it is
important to determine when this turning point could happen.

This determination is dependent on the capacity of the federal government to take on
additional debt as the result of a fiscal shock. Recent reductions in economic output
stemming from financial events (e.g., 2007-08 financial crisis) as well as other adverse events
(e.g., the economic contraction associated with the COVID-19 pandemic) have introduced
fiscal risks that have compelled the federal government to act as an “insurer of last resort.” In
addition, these events will often automatically reduce government revenues and increase
mandatory spending, particularly as unemployment increases. Policymakers will also face
political pressure to increase discretionary spending to help counteract the wide-ranging
effects caused by labor and business disruptions associated with these contractions.®

This capacity to take on additional debt without compromising the ability of the U.S. to access
debt markets (i.e., borrow money) — or the sustainability of existing debt —is called the “fiscal
space.” This paper estimates that, under CBO’s baseline fiscal scenario, the federal
government will exhaust its fiscal space between 2045 and 2070 based on a variety of
assumptions. Specifically, after the fiscal space is exhausted, the primary balance (i.e., the
difference between the amount the government collects and the amount that is spent on
federal programs excluding interest) will be unable to cover interest payments. In short, the
money collected by the government will not cover the federal government’s minimum
obligations. As a result, debt will grow continuously as a percent of the economy absent

2  Paul Winfree, “Causes of the Federal Government’s Unsustainable Spending,” Heritage Foundation, July 7, 2016, https://www.heritage.org/
budget-and-spending/report/causes-the-federal-governments-unsustainable-spending; Norbert Michel, Paul Winfree, and Doug Badger,
“Potential Long-Term Economic Consequences of the Federal Response to the Covid-19 Lockdowns,” Heritage Foundation, June 4, 2020.
https://www.heritage.org/markets-and-finance/report/potential-long-term-economic-consequences-the-federal-response-the-covid.

3 Jason Furman and Lawrence Summers, “Who'’s Afraid of Budget Deficits? How Washington Should End Its Debt Obsession,” Foreign
Affairs, March/April 2019, https://www.foreignaffairs.com/united-states/whos-afraid-budget-deficits. See also: Jason Furman and
Lawrence Summers, “Discussion Draft: Reconsideration of Fiscal Policy in the Era of Low Interest Rates.” Brookings Institute, November
30, 2020, https://www.brookings.edu/wp-content/uploads/2020/11/furman-summers-fiscal-reconsideration-discussion-draft.pdf.

4 Oliver Blanchard, “Public Debt and Low Interest Rates,” American Economic Review 109, no. 4, (2019): 1197-1229, https://www.aeaweb.org/
articles?id=10.1257/aer.109.4.1197.

5 Andrew Abel, “Can the government roll over its debt forever?” Business Review, no. 3 (1992): 3-18, https://econpapers.repec.org/article/
fipfedpbr/y_3a1992_3ai_3anov_3ap_3a3-18.htm.

6 Forexample, Congress authorized about $7 trillion in additional spending associated with the COVID-19 pandemic.
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significant tax increases, which would be unsustainable and exacerbate other economic
problems. This is the point at which the federal government will hit a hard debt limit or when
debt markets will enforce a limit on the borrowing capacity of the federal government.”

There are two main causes of debt accumulation over the next few decades: federal health
spending and net interest payments. | also find that CBO’s assumptions of excess cost growth
(i.e., the increase in spending per capita relative to per capita growth in the economy) for
federal health programs are far lower than historical norms and thus may understate the level
of health spending in the future. However, even excess health costs that are lower than
historical levels would not substantially change the capacity of the federal government to
take on additional debt over the next 30 years.

Changing the trajectory of federal spending will require policy decisions that are beyond the
scope of this paper. However, to avoid exhausting fiscal space, federal health spending will
need to be reduced relative to baseline spending. | provide two scenarios of policy changes
that would provide additional fiscal space. To avoid exhausting fiscal space over the next 30
years, federal health spending would need to be reduced by 7.5 and 18.3 percent of the
baseline — or between 0.5 and 1.2 percent of GDP — over the 2025-2034 budget window.
These reductions in spending may seem significant; however, beginning structural reforms
sooner will allow a path of continuous growth in the budget for health programs while
avoiding potentially draconian cuts in the future as well as problematic future tax increases,
inflation, and higher interest rates.

BACKGROUND

The only major category of federal spending that is expected to grow faster than interest on
the debt is spending on federal health programs. These programs include Medicare, Medicaid,
the Children’s Health Insurance Program (CHIP), and subsidies for private insurance
purchased on the exchanges created by the Affordable Care Act (ACA). These programs also
account for a significant portion of the total budget. In 2022, about a quarter of all non-
interest spending was dedicated to these mandatory health programs. Within 30 years, CBO
estimates that about 40 percent of all non-interest spending will be on these programs.8

Figure 1 shows the projected real (i.e. inflation-adjusted) annual growth in spending under
CBO’s long-term budget outlook that assumes excess cost growth will decline throughout the

7  Atish Ghosh et al, “Fiscal Fatigue, Fiscal Space and Debt Sustainability in Advanced Economies.”
8 “The 2022 Long-Term Budget Outlook,” Congressional Budget Office, July 2022. https://www.cbo.gov/publication/58340.
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Figure 1: Projected Real Growth in Spending for
Major Budget Categories, 2032-2052
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Source: Author’s calculations using data from CBO.

period.? Between 2032 and 2052, annual spending on health programs (adjusted for inflation)
is expected to grow between 0.5 and 3 percentage points. At the same time, interest
payments are expected to grow faster than 3 percentage points indefinitely, primarily
because of the growth in federal health spending. The expected growth in spending in other
major categories is relatively modest. For example, CBO assumes that spending unrelated to
health, Social Security, and interest will decline in real amounts. The recent increases in
discretionary spending indicate that this expectation is likely unrealistic. Regardless, it
demonstrates that spending growth in health, interest, and Social Security could begin to
“crowd out” spending in other areas through the erosion of fiscal space.

ESTIMATING FISCAL SPACE

A central estimate in this paper is the amount of fiscal space available to the federal
government that is necessary for managing fiscal risks, including economic downturns. These
fiscal risks could include normal business contractions, pandemics, wars, and other events
that would affect the economy and result in significantly reduced revenue and increased
spending. There are multiple characteristics of the United States that increase the amount of
fiscal space available relative to other countries. These characteristics include a stable
government, flexible monetary and fiscal policy systems that can adjust to high interest rates,
the high demand for its debt as a safe asset, a dominant reserve currency, and relative

trade openness.

9 CBOdefines excess cost growth as the number of percentage points federal health spending per beneficiary is assumed to exceed the
growth of nominal gross domestic product per capita. Source: Peter R. Orszag, “Growth in Health Care Costs” Testimony before the U.S.
Senate Committee on the Budget, January 31, 2008.
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< Figure 2: Estimated Fiscal Space Under Historical

and Projected Interest Rates
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Notes: This figure is based on the model presented in Ghosh et al. (2013) and data from CBO’s 2022 Long-Term baseline. The line represented by “Historical Interest Rates”
uses historical rates of interest for US Treasury securities. The line “Projected Interest Rates” includes projected interest rates from IMF and included in Ghosh et al. (2013).

To estimate the amount of remaining fiscal space, | must first estimate the level of debt at
which primary balances will never be sufficient to pay net interest payments under the
current spending and revenue baseline. In other words, it is the point at which after paying for
all the government’s current commitments the U.S. Treasury will no longer have enough
incoming revenue to service the debt. For this estimate, | use the fiscal space estimates for
advanced countries derived from Ghosh et al. based on historical and projected interest rates
as estimated by the International Monetary Fund (IMF). Historical rates include average
interest rates on public debt since 1998.

Based on the historical and projected interest rates, the limit on which U.S. debt will increase
continuously is 183 and 161 percent of GDP, respectively.”® There is also a dynamic component
given that interest rates will significantly increase as the level of debt approaches a “hard
limit” — the point at which investors will begin to lose faith in the ability of the U.S. to repay its
debt. In other words, as debt increases, the government will need to pay higher interest rates
on that debt to attract buyers, and it is difficult to know when the U.S. will hit its “hard limit.”
Therefore, | use only the point at which the federal government will exhaust borrowing
capacity for the purposes of this paper.

| then estimate the remaining fiscal space using debt projections as a percent of the economy
under CBO’s long-term budget outlook." Figure 2 shows the remaining fiscal space assuming
historical and projected interest rates on federal debt. The figure suggests that the federal

10 Atish Ghosh et al, “Fiscal Fatigue, Fiscal Space and Debt Sustainability in Advanced Economies,” The Economic Journal 123, no. 566 (2013):
F4-F30, https://doi.org/10.1111/ec0j.12010, Table 3.

11 “The Budget and Economic Outlook: 2022 to 2032,” Congressional Budget Office, May 2022, https://www.cbo.gov/publication/58147.
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government will exhaust all remaining fiscal space as early as 2047. In other words, the
government will no longer have the capacity to take on additional debt without compromising
market access or debt sustainability.

Importantly, these estimates also assume that there will be no events between 2023 and
2047 that reduce the amount of fiscal space in addition to what is already assumed under the
CBO baseline. In other words, these estimates do not calculate for economic contractions,
natural events, or wars that would necessitate a substantial increase in the stock of debt and
worsen the situation. This analysis also does not account for other budgetary risks, such as
the projected depletion of the Medicare Hospital Insurance (HI) Trust Fund in 2028 or the
Social Security Old Age and Survivors Insurance (OASI) Trust Fund in 2032. If | estimate fiscal
space while assuming that an event with fiscal effects such as the COVID-19 pandemic were
to affect the federal budget in 2025, the fiscal space would instead be exhausted as early as
2045, dependent on projected or historical interest rate assumptions.

However, this calculation does not adjust for debt held by the Federal Reserve and was not
included in the original estimation by Ghosh et al. Federal Reserve holdings have become
much more significant since the COVID-19 pandemic; excluding these holdings from the
calculation might reflect the effect of government debt on credit markets more accurately.’?
For example, following the increased spending associated with World Wars | and Il, no more
than about a tenth of the debt was monetized."™® However, since the CARES Act was enacted in
2020, about 55 percent of the debt has been monetized (by the end of November 2022).
Privately held debt amounts to almost the entire remainder with only a very small percentage
of the new spending being paid for with additional revenues.'

Itis likely that the Federal Reserve will monetize more debt in the future than it has
historically. However, the upper threshold for how much debt the Federal Reserve can
monetize is far short of 100 percent. Specifically, the Federal Reserve is limited by its mandate
to maintain stable prices and to maintain its credibility to exert sound monetary policy. As the
U.S. has recently experienced, a fiscal policy that puts pressure on the Federal Reserve to
hold U.S. debt comes at the cost of higher inflation. Therefore, if the accumulation of federal
debt reaches a point where the primary balances are never sufficient to pay interest
payments, it would likely trigger either a fiscal or a currency crisis.

12 Asof November 2022, the Federal Reserve holds about $5.5 trillion in U.S. Treasury securities. See Figure Al in the appendix. See: “The
Budget and Economic Outlook: 2022 to 2032,” Congressional Budget Office, May 2022, https://www.cbo.gov/publication/58147.

13 George Hall and Thomas Sargent, “The World Wars: Fiscal-Monetary Consequences,” Thomas J. Sargent, April 4, 2022, http://www.
tomsargent.com/research/Three_Wars.pdf.

14 Hall and Sargent, “The World Wars: Fiscal-Monetary Consequences.”
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Figure 3: Estimated Fiscal Space Adjusted for
Federal Reserve Debt Holdings
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Notes: This figure is based on the model presented in Ghosh et al. (2013) and data from CBO’s 2022 long-term baseline based on historical interest rates.
The line represented by “With Federal Reserve Debt Holdings” does not adjust for Federal Reserve holdings of U.S. Treasury securities.
The line “Without Federal Reserve Debt Holdings” excludes estimated holdings of US debt by the Federal Reserve as estimated by CBO.

The U.S. government is also the world’s monopoly supplier of safe assets (U.S. Treasuries) and
has historically exploited its market power by undersupplying safe assets.'®> However, if
private debt markets view U.S. Treasuries as less safe thereby reducing the U.S. monopoly
position, the welfare of people in the rest of the world will increase as the welfare of those in
the U.S. will decrease. Other countries, therefore, have an incentive to engage in reforms that
challenge the U.S.s monopoly status in providing safe assets to the rest of the world.

Currently, the Federal Reserve holds about 24 percent of the publicly held debt, although it is
in the process of reducing its balance sheet.'® CBO assumes that debt held by the Federal
Reserve will decline to 13 percent within the decade.!” In Figure 3, | compare two scenarios
where the Federal Reserve’s holdings are excluded against the fiscal space calculation
relative to including them in the fiscal space calculation. Excluding the holdings shifts the
estimate of the exhaustion of fiscal space by 10 years. In the case where historical rates are
used, this moves the exhaustion date from 2052 to 2062.

Moody’s Analytics also provides an estimate of fiscal space. In 2021, Moody’s estimated that
the U.S. had about 150 percent of GDP of remaining fiscal space.'8 If this more optimistic
scenario is correct, it would shift fiscal space exhaustion another eight years, or until 2070.

15 Jason Choi, Rishabh Kirpalani, and Diego J. Perez, “The Macroeconomic Implications of US Market Power in Safe Assets,” National Bureau
of Economic Research, December 2022, https://www.nber.org/papers/w30720.

16 Atits November 2022 meeting, the Federal Reserve signaled that it would intervene in buying U.S. Treasury securities again in the event
that debt markets tightened. In this event, they would likely purchase a subset of maturing Treasuries.

17 “The Budget and Economic Outlook: 2022 to 2032.”

18 *“Global Economic Outlook 2021,” Moody’s Analytics, February 2021, https://ma.moodys.com/rs/961-KCJ-308/images/Global %20
Economic%200utlook%20Webinar_20210224.pdf.
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However, Moody’s estimates in 2021 were based on interest rates that were lower than they
are today. This suggests that their model would estimate a lower level of available fiscal space
if replicated in late 2022. However, the estimates in this paper provide a range of scenarios
with the prediction that fiscal space would be exhausted between the late 2040s and 2070.

Next, | estimate the extent to which different categories of spending contribute to the fiscal
space over the next 30 years. For this analysis, and all remaining analyses, | use estimates of
fiscal space assuming historical interest rates and without adjustments for Federal Reserve
debt holdings. As demonstrated by Figure 2, this is a conservative assumption based on
known parameters. Again, | use spending projections assumed in CBO’s long-term budget
outlook. For this estimate, | use a linear estimating equation where fiscal space is a function of
net federal spending on federal health programs, Social Security, net interest, and all other
federal programs. The full results of this estimating equation are in Table A1in the appendix.
CBO expects that over the next 30 years, federal health spending will increase from 6 to 9
percent of GDP.'® Holding all other factors equal, the results of this estimation imply that this
increase in health spending over this period will be associated with a reduction in fiscal space
by about 26 percent of GDP. CBO also projects that net interest payments will increase from
about 2 percent to 7 percent of GDP by 2052. All else equal, this increase would be associated
with a reduction in fiscal space by about 84 percent of GDP. These two factors alone — health
spending and interest payments — can explain almost the entire reduction in fiscal space over
the next 30 years.2°

Figure 4 shows fiscal space at different levels of spending on federal health programs as a
percent of GDP holding other spending constant, providing a predictive margin for the loss of
fiscal space as federal health spending rises. Specifically, fiscal space is expected to decrease
at a rate of between 7 to 9 percent of GDP for every 1 percentage point of GDP the government
spends on federal health programs beyond the current percentage of GDP devoted to federal
health spending.?! This is partly driven by increasing interest costs associated with additional
health care spending as well as the projected consistent increase in real federal health
spending over the next 30 years. Today, federal health spending is at 6 percent of the economy.
Panel A shows predicted fiscal space if Federal Reserve debt holdings are included within the
fiscal space calculation. Panel B shows predicted fiscal space if Federal Reserve debt holdings
are excluded. Holding other spending constant, predicted fiscal space will be exhausted as

19 Due to the COVID-19 pandemic, Medicaid spending is higher than normal. CBO estimates that in 2022 it was about 2.8 percent of the
economy and will decrease to about 2.3 percent of the economy before beginning to increase again towards the end of the 2020s.

20 There are spending categories in the budget baseline that provide more fiscal space. These include the assumption that discretionary
spending will grow slower than the economy and other income flows from revenues (e.g., growing reserves from the Social Security
Disability Insurance Trust Fund).

21 1did not include federal spending on the Veterans Administration, military families, or public health. I included only Medicare, Medicaid,
CHIP, and subsidies for the purchase of insurance on the ACA exchanges.
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P Figure 4: Predicted Fiscal Space Based on
Changes in Federal Health Spending

Panel A: Including Federal Reserve Holdings
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federal spending on health programs reaches between 14 and 20 percent of the economy (i.e.,
double or a little more than double what it was in 2022). In summary, the more the government
spends on federal health programs, the faster the country runs out of fiscal space.

EXCESS HEALTH COST GROWTH AND FISCAL SPACE

Per capita spending on federal health programs has historically increased faster than per
capita economic growth. CBO assumes that this increase cannot continue forever because
doing so permanently would be unsustainable. They instead assume that beginning in 11 years
(or just outside the 10-year budget window), excess cost growth will regress to growth in the
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& Figure 5: Real Annual Growth in Federal Health Spending Under
Different Assumptions of Excess Health Cost Growth
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Source: Author’s calculations using data from CBO.

economy.?? CBO has included this optimistic assumption in every annual update to its long-
term budget outlook, meaning that CBO’s long-term outlook is conservative.

This raises the important question of how sensitive my estimates of remaining fiscal space are
to the assumptions about federal health spending growth. In other words, how might higher
(or lower) levels of excess cost growth affect the erosion of fiscal space? Figure 5 shows real
annual growth in federal health spending for assumptions of both historical excess cost
growth and no excess cost growth relative to CBO’s baseline.?® Through 2050, the average
annual increase would be about 1.7 percentage points higher excess health cost growth
relative to CBO’s baseline. Over the next 30 years, the accumulated difference in total health
spending under this higher excess cost growth scenario would be about 0.8 percent of GDP
over the entire period relative to CBO’s baseline.

Figure 6 shows remaining fiscal space assuming historical levels of excess cost growth and
no excess cost growth relative to CBO’s baseline assumptions. This shows that there is very
little change in the fiscal space under these three scenarios. There are four factors explaining
this finding. First, | find that the most significant factor in explaining the growth in federal
health spending is real growth in the economy (see Table A2 in the appendix).?* Second,

22 Inprevious long-term outlooks, CBO assumed that excess cost growth for Medicare would converge to GDP + 1 percent and that excess
cost growth for all other programs would converge to GDP growth. See Winfree for additional analysis on these assumptions.

23 The Medicare spending baseline was estimated using a linear estimating equation as a function of GDP, population growth age 65 and
older, and Medicare excess cost growth. All other federal health spending was estimated as a function of GDP, population growth under
the age of 20, population growth between the ages of 21 and 64, and excess cost growth for Medicaid and the private health insurance
subsidies. Coefficients are in Table A2 in the appendix.

24 Thisis similar to the finding by Smith et al. that real income growth and technology help explain the slowdown in health care spending
since 2009. See: Sheila Smith, Joseph Newhouse, and Gigi Cuckler, “Health Care Spending Growth has Slowed: Will the bend in the curve
continue?” National Bureau of Economic Research, December 2022, https://www.nber.org/papers/w30782.
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Figure 6: Fiscal Space Under Different Assumptions of
Excess Health Cost Growth
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Source: Author’s calculations using data from CBO.
Notes: This figure is based on the model presented in Ghosh et al. (2013) and data from CBO's 2022 long-term baseline based on historical interest rates. The line represented by “CBO Baseline Assumptions”
represents CBO'’s assumptions for excess cost growth. The line represented by “Historical Excess Cost Growth” represents the average historical excess cost growth and “No Excess Cost Growth” represents a
ario where there is no excess cost growth. The composition of excess cost growth, population growth, and real income growth is reflected in Table A2 in the appendix.

federal health spending is expected to continue increasing faster than economic growth in
the near term even if excess health care cost growth converges to economic growth over the
very long run (i.e., the next 75 years). Third, CBO assumes the convergence of excess cost
growth with GDP at a rate of about 2 to 4 percent per year depending on the program. This
reduction is not fast enough to keep pace with the erosion of fiscal space. Fourth, the 0.8
percent of GDP difference is less than the projected amount of remaining fiscal space after
2045. In other words, the difference in excess cost growth assumptions will shift the
exhaustion date for fiscal space, but they are not meaningful enough to significantly adjust
the trajectory. The only way to shift course is to make meaningful reductions in federal health
spending relative to trend within the next decade.

SUSTAINABLE HEALTH SPENDING

Thus far, this paper has demonstrated that the U.S. federal government will exhaust the fiscal
space necessary to adequately accommodate fiscal risks, such as economic contractions and
other events that are associated with a significant increase in debt. | have also shown that the
estimated exhaustion of fiscal space is primarily driven by increased spending on mandatory
health programs and interest projected under the CBO baseline. In essence, the current
trajectory of the federal budget is unsustainable, and this unsustainability is primarily driven
by federal spending on mandatory health programs and on the interest that must be paid
since federal health spending substantially contributes to annual budget deficits.
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M Table 1: Changes in Direct Spending on Federal Health Programs Relative to CBO
Baseline Needed for Additional Fiscal Space Assuming Fiscal Space Exhausted in 2052

Fiscal Years Scenario 1 Scenario 2

Nominal Dollars (Billions)

2025-2034 -$1,618 -$3,958

2035-2044 -$9,020 -$7,598
Percent of GDP

2025-2034 -0.5% -1.2%

2035-2044 -1.9% -1.6%

Percent of Federal Health Baseline Spending

2025-2034 -7.5% -18.3%
2035-2044 -23.7% -20.0%

Source: Author’s calculations using data from CBO.

Notes: GDP and federal health baseline spending are from CBO’s July 2022 Long-Term Budget Outlook. Scenario 1 assumes spending growth will be reduced to match growth
in the economy. Scenario 2 assumes spending growth will be reduced to a level needed to create fiscal space in the 30-year budget window (i.e., FY 2022-2052).

In this section, | estimate the level of reductions in spending on federal health programs that
would be needed for both the federal budget and health programs to be sustainable over the
next two decades. In other words, | try to answer the question of how to avoid a situation in
which there is no remaining fiscal space. To achieve this, | develop two scenarios. The first
assumes that total spending on federal health programs would not grow faster than economic
growth beginning in 2025. The second assumes that spending would be reduced by larger
amounts earlier in the budget window of 30 years but then allowed to grow at rates faster
than economic growth, so that there would be remaining fiscal space for the next 30 years.
The second scenario would require additional adjustments outside the 30-year period
because fiscal space would eventually be exhausted.

Table 1 shows the spending reductions relative to baseline needed to achieve both sustainable
scenarios. The first scenario, in which growth in spending never exceeds economic growth,
would require a spending reduction in nominal dollars relative to the baseline of about $1.6
trillion over the 10-year period from 2025 to 2034. This is equivalent to reducing federal
health spending as a percent of GDP by 0.5 percent over the next 10 years or as a percent of
total federal health spending by 7.5 percent over the period. The second scenario would
require a larger reduction in the first 10-year period of nearly $4 trillion in nominal spending,
or 1.2 percent of GDP, relative to baseline spending but then a smaller reduction in the second
10-year period.

Figure 7 shows the growth paths of both sustainable scenarios relative to CBO’s baseline.
Only the “Sustainable Path 1,” in which growth in spending never exceeds economic growth,
would allow for annual spending growth to increase each year in nominal dollars. “Sustainable
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Figure 7: Federal Health Spending Under Baseline and
Two Scenarios for Sustainable Spending
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Path 2” would require a 15 percent reduction in nominal spending over the first 10 years.
However, as shown in both Table 1 and Figure 7, the reduction in spending after the first 10
years would be more significant for the first sustainable path.

DISCUSSION

This paper examines the extent to which fiscal space — or the capacity of the federal
government to take on additional debt without compromising market access or debt
sustainability — will be exhausted in the next 30 years. Federal spending on health programs
and interest payments on debt are the most significant causes of the erosion of fiscal space.
In fact, spending on these two categories explains almost all the estimated erosion in fiscal
space over the next 30 years. Furthermore, increased spending on health program absent
structural reforms will contribute to rising interest costs which are a function of total
spending and debate.

My estimates suggest that there is time for policymakers to improve the nation’s fiscal space
and avoid a dismal economic future. But that time is running out. To avoid significant nominal
spending reductions and other adverse consequences, federal policymakers must consider
reforms to federal health programs immediately. There is enough fiscal space in the next two
decades to allow for reduced growth in spending, relative to baseline, while providing time for
the market to adjust to a new level of government spending. Specifically, under CBO’s
baseline assumptions, the remaining fiscal space is equivalent to about 60 percent of GDP
over the next 10 years and 45 percent over the next 20 years. However, without policymakers’
timely interventions to reduce federal deficits and health program spending, fiscal space will
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experience significant erosion within the third decade that will require costly adjustments to
avoid a fiscal or currency crisis.

To avoid potentially severe cuts in services or the economic fallout from such a crisis,
policymakers should begin to structurally reform federal health programs within the next ten
years. Future work would both examine historical attempts to limit the growth in health
spending and explore specific options to ensure that federal health programs are

fiscally sustainable.
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APPENDIX

[\ B} Table A1l: Contribution of Spending Categories Towards

Estimated Fiscal Space, 2022-2052

Fiscal Space Fiscal Space Fiscal Space
Estimation Method: OLS (Historical Rates with (Projected Rates with  (Historical Rates without
Fed Holdings) Fed Holdings) Fed Holdings)
-8.94*** -8.94%** -6.86***
. . 24.26*** 24.26%* 19.56***
Social Security (-1.58) (-1.58) (-1.96)
-16.66*** -16.66*** -12.69***
Interest (:0.43) (-0.43) (-0.26)
-0.01 -0.01 0.40
Other (-0.43) (-0.43) (-0.64)
0.45*** 0.22*** 0.69***
Constant (-0.10) (-0.10) (-0.14)

Source: Author’s calculations using data from CBO.
Note: Robust standard errors in parentheses, ***p < 0.01, **p < 0.05, *p < 0.1.

#> Table A2: Coefficients from Estimating Equations Used to Derive
Alternative Spending Baselines

Estimation Method: OLS

Medicare Spending Medicaid Spending
Excess Cost Growth 0.0156 0.0037
Population Under 20 0.0038
Population 20 to 65 0.0039
Population 65 Plus -0.0004
GDP 0.0505 0.0532

Source: Author’s calculations using data from CBO.
Note: All coefficients were significant at 0.05 percent.
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< Figure Al: Assets Held by Federal Reserve
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Notes: Green lines denote the start of asset purchases through quantitative easing (QE), red lines denote the start of balance sheet reduction through quantitative tightening (QT).
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