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America’s Fiscal Choices at a Crossroad:
The Human Side of the Fiscal Crisis

Executive Summary

America is at a crossroads. We know that a daunting series of fiscal challenges lie ahead.
We know roughly what they are and when they will occur. And we have the chance to
address them before they get out of hand. We also know that the economy cannot fully
recover or remain strong without addressing these fiscal challenges. If they are left
unchecked, we will eventually face a greater crisis, although we can not say with
certainty when it will occur or what the tipping point will be.

Yet, policymakers may fail to agree on a plan to right our fiscal course over the next few
years. The resulting fiscal stalemate would have high costs and risks for the American
people.

To illustrate what is at stake, imagine we can travel through time to the year 2050, when
the full effects of the fiscal choices we make as a nation will be readily apparent, for
good or for ill. What we would find depends importantly on the choices we make now.
This paper will look at alternative fiscal paths for different demographic groups and
several special groups in society, based on two reasonably believable fiscal futures:

* Scenario 1: “Fiscal Gridlock”: Our political leaders do not change course.

* Scenario 2: “Fiscal Recovery Plan”: A multi-year plan to stabilize and reduce
the federal debt as a share of the economy is put in place in the near future.

In our thought experiment, we first trace out broad economic effects that will likely
shape people’s lives under each scenario. Figure 1 compares macroeconomic conditions
that are likely to result from future “policy inaction” versus “policy action”. For
example, our choice of a particular fiscal course would likely affect economic growth,
the path of interest rates, employment creation, income gains, and inflationary
pressures, all other things being equal. Moreover, the longer fiscal gridlock lasts, the
more likely a fiscal crisis or a crisis with a fiscal dimension becomes, as our creditors lose
confidence in our ability to manage our fiscal affairs. Ultimately, one way or another,
everyone’s standard of living in the near future —and in 2050 and beyond —is at stake.
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Fig. 1: Our Fiscal Choices

Scenario One: Fiscal Gridlock

Policymakers cannot agree on a plan to get our fiscal
house in order, but fiscal change is coming anyway:
Batties over fiscal resources will be increasingly com-
mon. Eventually, our creditors will logs faith in the gov-
ernment’s ability to manage our fiscal affairs. Financial
markets will force policymakers to make sudden harsh
changes to close our fiscal gap.

Scenario Two: Fiscal Recovery Plan

Policymalkers hammer oul a credible agreamant on a
muffiyear plan to get our fiscal house in order. Ideally,

the plan would: kich in when the economy is on stronger
foating, set in motion gradual bul steady fscal
adjustment, feature “all ifams on the table” fincluding both
taxes and spending) to spread the burden of adjustment,
and shift fiscal resowrces to boost long-term growth.

Confidence and the Economic Recovery:

Consumer, business and investor confidence will be hurt
by ongoing budget battles and expectations that LS
national debt will continue rising as far as the aya can
see. Weak confidence will hurt the struggling econcmy.

Confidence and the Economic Recovery:

Less uncertainty and worry will boost consumer,
investar, and business confidence, which will help a
solid recavery take hald,

Economic Growth and Living Standards:

Growth is slower than otherwise from higher interest
rates due to investor fears and crawding out effects fram
our rapidly growing national debt as a share of the
econamy. With private investment crowded out, living
standards for all generations will be lower

Economic Growth and Living Standards:

Growth and employment may be weaker initially from
fiscal restraint (the effacts of higher taxes and lower
spending take hold before positive effects kick in), but
the future payoff is worth it. Most impontant, future
livimg standards will be permanently higher because
fiscal pressures on the economy and financial sector
will diminish ta a more manageabla level (which wil
mean lower interast rates and highar invastmant).

Spending and Fiscal Space:

A few programs will take over spending, including interest
on aur national debt and health care-related spending,
With tight budget resources under currant tax laws,
comtinuing gridiock will mean greater spending cuts on
non-priority programs (including programs that may not
be politically impartant but help the govermment function)
There will less room for maneuver for emeargancy
spending,

Spending and Fiscal Space:
Done right, fiscal adjustment will prevent spending
being taken aver by just & few programs.

W will alzo have mone fiscal room for maneuver
(called fiscal space™), which is critical in emergencies
[whether economic, financial or national security-
related)

Likelihood of a Fiscal Crigis:

Everyone will expenence a fiscal crisis eventually
Extremely large spending cuts and revenue increases
in & hurry will ba necessary ta hall the erisis, In a shock
for everyone, there wil be no ime to adjust.

Likelihood of a Fiscal Crisis:

We'll robably avoid a fiscal crisis. We will have more
scope fo cut the spending and raise the taxes we want
— nat what the financial markats or the Intemational
Monatary Fund want. We can phase in our fiscal
adjustments gradually =0 that people and firms can
adjust. Effects of painful policies can be better spread.

Fiscal Crisis, Budget Effects and our Future Well-Being:
With spending cuts and tax increases suddenly forced
upon s ina crisis, we will have no time to prepare tax
and spending policies that will also be growth friendly in
the lang-run. Such dramatic palicy shifts may well push
the econamy into recession and lower the econamy’s

growth path for years (o come.

Fiscal Crisis, Budget Effects and our Future Well-Being:
By making fiscal policy cholces on our awn lerms, we
can shift fiscal resources into a strategic growth-
friendly budget for the 215t century, to boost living
standards — if the fiscal turnaround is done comectly
Lower debt will mean less debt servica paymants,
which will mean more resources available for other
public goods and senvices.
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While these economic relationships are well recognized among many experts, most
citizens still may not fully appreciate how they would be better or worse off because of
their fiscal choices. To help people think far more concretely about how their lives
would be shaped if America headed in one fiscal direction but not another, we then took
a close look at the impact of the two fiscal futures on each generation’s life cycle. We also
considered the implications of the two scenarios for special groups in society - the poor,
business and innovators. Figure 2 summarizes our findings.

Our conclusions are that if our political leaders do not change course (Scenario 1, the
“Fiscal Gridlock” scenario), ordinary people will be worse off in many ways that are
important for their well-being:

¢ Interest rates will normally rise with the advance of the business cycle as the
economy gets closer to full employment. In the current recovery, this process is
expected to take longer than usual because of the underlying weaknesses of the
economy and financial system coming out of the Great Recession. If we have
fiscal gridlock, national debt-related pressures in the financial markets will push
up interest rates more than normal. Higher interest rates will slow growth and
job opportunities. People will have less money. The cost of borrowing will rise
for everyone. If companies cannot keep up investment (due to the high cost of
borrowing), our standards of living will not change or may even fall over time.

e As a few government programs increasingly take over the budget, the
availability of public resources for other purposes will be squeezed. Normal
public activity will be affected. Fiscal flexibility in a crisis will be limited.

e A fiscal or other type of crisis with fiscal dimensions will lead to a sudden and
large rise in interest rates to stem the outflow of global capital. In addition,
because our creditors have lost confidence in our fiscal management, we will no
longer be able to borrow at the same terms in global capital markets. Our
policymakers will be forced to make immediate fiscal adjustments (usually tax
hikes and spending cuts) based on our new, sharply reduced ability to borrow.

Committee for a Responsible Federal Budget



Fig. 2. How Different Generations Will Fare under Different Fiscal Paths

Baby Boomers. Age 47-65 now,

While the oldest Boomers have just starbad to retire, most are s6ill working, saving for retirement plus supposting children and their elderly
parants. (At this point in their Fves, Boomens are often called the “sandwich generation.”) Most Boomers will ba better off if our lswmakers
start tackling our fiscal problems in the near future through & gradual and credible recovery plan — even though the road will be rocky at
times. Most mpaortanty, by putting our budget on & sustainable path, imestment and therebore growth will be stronger — which wall mesn
thal Bodmers and Wheir farmilies will engoy hagher living standards kor the rest of their Bves. Having stronger Basic economs condilions will
help peopke battar manage the challanges they face a5 they and the population age. That said, fiscal restraint would be tough on Boomers
(inifial effects on growth and employmant would likedy be nagative at a Gme whean they would be in the Last years of saving for retremant).
However, taking acon to reduce the risk of & fiscal crisis is mors important. A orisis would mean even more kost job and income
opportunities haunting Boomers In retirement. Reducing the rsk of & fiscal crisis and changing owr debt course will mean that Boomers'
savings for relirement coukd be gher, pengion assels will grow mone in a healliy econeery, and fied neome in relirement wil nol be
emoded {since the tempiation for pobcymakers to inflate teirway out of their debt obligations would be gone. ) More fiscal msourcas will be
avalable for Boomer prioribes § we take action o close our fiscal gap thoughtfully rather than pecemeal or in the midst of a criss.

Generation X. Ao 3546 now

Enteirg their lop professional years al the same lime Bhey are Irving (o raise a family, Generation Xers will be belter off if job and incorme
oppartunities are not burt by higher interest rates related o massive govemmant bomowing neads. While it won't be easy for them to
weather the initial pain from fiscal adjustment (they nead all the take-home pay they can muster, given their financial responsibilities),
Generation Xers will be better off in the end when the economy recovera to a higher growth path than it would have been othersize.
Their lifetime standards of living will B2 highes, too, Plus, the gradual fix of retirement problems n the future (related to solvency of the
Social Securily program and pension and heallh benelil promeses thal are underfunded) will allow e 1o plan and ke sleps socord-
ingly. With fiscal policy changes made gradually and deliberatety rather than forced in a crisis, Generation Xars will hayve a batter chance
at sesing thair fiscal priorites related to their children's educaton, greater invesiment in employment-boosting mnovation, and
mademization of ransporation infrastruciure funded.

Millennials, Age 13- 34 now,

Spanning the high schoal, college and young professional workds now, Millennials® lives will be particularly shaped by fiscal issues
affecting jobs, income and aducation. Jobs and mecome will be hurt by higher interest rates than nommal due to national debt-related
borrowing pressures in the financial markets. For Millennisls just starting out on the work world, 3 weak job market can mean no job (they
have to live off parents or the atate) or, &t best, a substandand job, which can put them on & subpar job path for the rest of their lves, An
added probler & that many Millennials have very large debts related to stedent loans, whisch they may not be able 1o senice n the
absence of a good — or any — job. (Their credit ratings could be hurt and the pubSc may see a saries of defaulks.) if the: banefits from
Social Sacurity and Madicars are not changesd, Millennials will have to increase contributions to finance those benehts because the
programe will run out of resources due to the aging of the population. To fund currently echeduled benefit levels, Millennials will have o
increase thew taxes enormously. This burden will sharply reduce takehome pay, which Millenntals draw on for everyday life, I will mesan
that they face a substantially lowered standard of living, Taking the long view, pulling our debit on a sustainable path will transiate over
tima imto & permanently higher standard of living for Millanniabs — which will mean betier job opportunities, higher incomes, more family
rescurces for housang, transportation, education, |ess financial pressura and mproved basics of life.

Gen-Web. Bables to Age 12 now,

Because the basic payoll of deficat reduction & higher future living standards, the youngest ameng us — with mast of their lives ahead of
them — will benefit the most. Also important, today’s childran will be far betier off over their Betime the sooner we start to fix the financing
of programs we know ara in frouble. For example, because the Socal Sacurity frust fund is projectad to be exhausted n 2087 or 2040
[depending on some assurmplions). today's children, who will then be the core of cur working age population, would be better off if
changes to shore up the financing were made gradually and well in advance so they wouldn't be slapped with an emergency surcharge
al the last manule o suppor relrement benelits o their parents — ar worse. In the nearer fulure, their Bves will be shaped by iscal
influencas on their parents’ jobs and income plus any change in budget resources that are targebed at them {such as aducation). Chidren
caught in a fiscal crisis will be likely to axpenence a shamp downshift in well baing relabed to negative effacts on parents’ ivelihood at a
crtical time in their kves. Whether caught in ongeing budget batiles or a fiscal crisis, cuts in funding for a hoet of programs tangetad at
kids {related to basic nubition, education, and after-school programs, mcluding athletics) can make a difference in whether they sne
produclive cileens and lxpyers,

Seniors boday.

In & wiorld of fiscal gridlock, fiscal rescurces will increasingly shift at a rapid rate to programs for seniors (including health care) 23 the
population ages. Senhors are also expectsd to lve longer, which means that pressures on fiscal resources will be even higher, While the
shall in liscal resources oward e eldedy will benefil Seniors in basic ways, il will likely resullin 2 squeese on ofber budgel resources
that Seniors rely on (such as those affecting personal safety, food safety, public health, and public ransportation). Looking at higher
inberest rates coming from govemnment borrowing pressures in the financial markets, Sensors may at first be happy that the retum on their
gesets ig higher {important for those on fixed income ), but their well-beng will on balance be hurt by 2 weaker economic environment
Even worse, Senlors will not want to aee how policymakers try to manage our fiscal problems by tndng to inflate our way out a8 debt
heads above historic (evels as a share of GOP, For aryane on a fxed intodme, inflaion is Ensmy Mo, 1, I our iscal pobcy path 5 nal
changed, the legacy of today’s Seniors will be to pass on fiscal burdens to future generations—especialty their grandchildran. In a workd
without fiscal ackon, poor Seniors will need more public suppart, because economic weakness (including from a chss ) will reduce help
from their families and the budget squesze will threaten other programs they need.

Committee for a Responsible Federal Budget



All generations would be better off if they avoided the effects of fiscal gridlock
(Scenario 1):

e All Generations and Groups. In a world of fiscal gridlock, everyone will
experience a fiscal crisis or a crisis with fiscal dimensions at some point in their
lives. America is on a fiscal course that ultimately cannot be sustained. If we do
not take pre-emptive action to change course, the financial markets will
eventually force us to act when they no longer buy our national debt at a
reasonable price—or any price. In a crisis, people see their jobs, income and their
livelihoods disappear overnight. Often, they never fully recover.

¢ Baby Boomers. Trying to maximize savings as they approach retirement and, at
the same time supporting their elderly parents and possibly their children (who
still may not be able to find solid work as our recovery struggles for years to
recover from the Great Repression), Boomers will be hurt by national debt-
related pressures slowing growth, employment and income. In their retirement
years, if our leaders are tempted to try to inflate their way out of our debt
problems (that is, they put pressure on the Federal Reserve to permit higher
inflation, to lower the value of the debt we must service), Boomers will suffer
because their fixed incomes will be eroded by inflation.

¢ Generation X. Entering their top professional years at the same time they are
trying to raise a family, Generation X will be hurt if job and income opportunities
are weakened by debt-related economic and financial pressures. Down the road,
their retirement years will be tougher when growth downshifts (investment has
not kept up, because it is crowded out by government borrowing). Pension
shortfalls increase as a result.

¢ Millennials. Spanning the high school, college and young professional worlds
now, the lives of Millennials will be shaped by fiscal issues affecting jobs, income
and education. Jobs and income will be hurt by higher interest rates than normal
due to national-debt related borrowing pressures in the financial markets. For
Millennials, just starting out in the job world, a weak job market can mean no job
(they have to live off parents or the state) or a substandard job, which could
mean they will have a lower standard of living over the rest of their lives.

¢ Gen-Web (Children). Debt-related effects on growth, interest rates, jobs and
income will hurt parents’ jobs and income. Their children will be worse off from
household pocketbook effects. Public resources important for children
(education, help for the less well-off to make them more productive future
citizens—including supplemental nutritional assistance) will likely be squeezed.
Looking to the future, the children of today can look forward to a sharply lower

Committee for a Responsible Federal Budget



standard of living from fiscal gridlock for two reasons. First, because private
investment will be crowded out by government borrowing demands, future
standards of living will be lower by far than they would be otherwise. Second,
because they will be called upon to shoulder the burdens of financing Social
Security and Medicare if the basic funding problems are not changed, their
future household income will be reduced —by a lot.

The groups we looked at also would be considerably worse off if fiscal gridlock
persisted:

¢ The Poor and Working Poor. The poor and working poor, already facing tough
living conditions, are particularly vulnerable to any deterioration in the
economy, which will reduce limited employment and income opportunities.
Debt-related higher interest rates (whether through “crowding out” pressures or
a fiscal crisis) will make conditions even worse. Chances are that the fiscal
pressures and political battles will mean less safety net resources.

* Business and Innovators. As interest rates climb with growing government
borrowing and increasing perception among our creditors that buying our debt
is a risky proposition, firms will be squeezed when growth slows and business
costs rise. In a crisis, where these changes usually happen suddenly, many
businesses will not survive. The state of the economy, ability to borrow
(including from friends and family or credit cards) will also be critical for
innovators. Business (and ultimately everyone’s standard of living) cannot
thrive without innovation.

As tough as it will be to fix our fiscal problems, failing to fix them will be worse.
Though we can not promise that a fiscal fix is pain-free, making the changes before they
are forced upon us is far more desirable from the perspective of virtually everyone and
the economy as a whole.

The bottom line is that change is coming—whether we like it or not. With national debt
heading up toward historic levels even before the inescapable pressures from an aging
population start to kick in, it is no wonder people are concerned. America simply cannot
afford the debt path it is on.

How long do we have before we should start to get our fiscal house in order? It is hard
to pinpoint, but we will enter a period where “business as usual” is no longer possible
well before 2020. In fact, we may already be there.

It will make a difference to our future standard of living—whether in 2020 or 2050 —if
our fiscal actions are taken in a thoughtful, growth-friendly way rather than during an
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emergency. We still have a window of opportunity to take sensible steps that will
maximize jobs, income and other aspects of our quality of life to lay the foundation for a
better life.

This scenario is not a pipe dream. Governments here and globally have previously taken
steps to address daunting fiscal challenges in a growth-friendly way. Those experiences
show that it is always worse for a country to have fiscal choices forced upon it by
financial market attacks rather than to make sensible policy choices under its own terms.

It is also important that people recognize we are not simply fixing our fiscal problems to
fix them, but rather we are getting our fiscal house in order so that we can have a better
future—more growth, more jobs and a higher standard of living than we would
otherwise have. It is crucial that people have realistic hope that through a strategic,
smart and fair plan on how to get out of this mess, they will be better off in the end.

We are at a crossroads. We still have a choice: we can make fiscal changes on our own,
wait until the 11th hour to tackle the series of fiscal challenges we face, or wait until
changes are forced upon us by the financial markets. If Americans better understood the
choices they face, there would be a richer and more informed national conversation
about how —not whether—to put our fiscal house in order and what compromises are
necessary. Some of the key challenges we face are set out in “America’s Fiscal
Challenges Timeline” below (Figure 3).

What might break our national political stalemate? How we move forward will depend
largely on how ordinary people and our leaders see their choices and act upon them.

Fig. 3: Aumerica’s Fiscal Challenges Timeline: Some Key Milestones Ahead

Now and Beyond: LI .5. debt is projected to rise indefinitely as a share of the economy. The risk
of a fiscal crisis is growing. Evernyone will e hurt.

2015 and Beyond: MNational debt will increasingly crowd out private investmeant.
Ewveryone’s living standards will be lowser.

2029: Medicare nuns out of funds for

2018-2020: State public hospital costs, skilled nursing facilities,
employee pension funds home health and hospice care.

start running out of Money

(Mlinois, Mew Jersey, 2040: Social
Connacticut). 31 states run Security mnuns out
out by 2030. Retiree health of funds to pay
banefits are also at risk. full benafits.

2018: The fedaral Disability |nsurancea
trust fund runs out of money for peoples’
disability payments.
2050 With the number of
the very elderly more than
triplimg since 2010 (from
5.8 million to 19 million),
2016-2021: 6 big municipalities can't pay benefits demand for govemment
promised. Others to follow. sarnvices mounts.
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