Federal Accounting Standards Advisory Board

June 6, 2008

Memorandum

To: Members of the Board

From: Eileen W. Parlow, Assistant Director
Through: Wendy M. Payne, Executive Director
Subj: Fiscal Sustainability Reporting — Tab B*

MEETING OBJECTIVES

To review draft exposure draft (ED), Comprehensive Long-Term Projections for the U.S.
Government, and to provide staff direction regarding the following:
1. The concept of “fiscal imbalance” versus “fiscal gap” in relation to proposed
reporting in the consolidated financial report of the U.S. Government (CFR), and
2. Treasury Department proposal (Tab B-1)

With respect to the Treasury proposal, members should consider (1) whether they wish
to focus their efforts on developing the proposal in lieu of the ED developed through
Board deliberations to date (found at Tabs B-4 and 5), or (2) continue deliberations on
the draft ED with Alternative Views in the Basis for Conclusions as members desire.
Selected aspects of the Treasury proposal might influence decisions on specific
provisions of the draft ED even if the Treasury proposal is not adopted as the preferred
approach.

The timing of the next preballot draft will depend upon the nature of the Board’s
decisions at the June 2008 meeting. The attached revised timeline for project
milestones (Tab B-2) illustrates what staff believes to be the most aggressive schedule
possible to reflect the Board’s stated priorities at previous Board meetings as to the
urgency of this project.

! The staff prepares Board meeting materials to facilitate discussion of issues at the Board meeting. This material is
presented for discussion purposes only; it is not intended to reflect authoritative views of the FASAB or its staff. Official
positions of the FASAB are determined only after extensive due process and deliberations.
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BRIEFING MATERIAL

This memorandum includes a discussion of issue (1) above, beginning on page 6. In
addition, the following items are attached:

1.

Treasury Department proposal (sent to members directly from Treasury on
5/23/2008 and attached for your convenience)

Revised milestones- project plan

History of recent Board decisions

Draft ED- marked copy with revisions based upon the April 2008 Board meeting
and proposed revision for discussion at the June 2008 meeting.

Draft ED- clean copy per above

Handout from February 2008 Board meeting: Option A, which included both fiscal
imbalance and fiscal gap in the primary summary display

BACKGROUND

At the April 2008 Board meeting, a majority of members approved the following staff-
proposed edits to the draft ED:
(a) Add a requirement to identify (in the narrative section) the major causes of

high/low variances that significantly impact the projections.

(b) Add a footnote clarifying that projections calculated using per capita estimates for

spending should consider the characteristics of the population for expenditures
that benefit identifiable subgroups.

(c) Add a footnote explaining the limitations of displaying ratios of projected fiscal

imbalance relative to projected receipts and projected spending.

(d) Add a requirement to disclose significant departures from current law in the

spending assumptions- such as allowing for exceeding the statutory limit on total
Federal debt held by the public.

(e) Add a discussion of “current levels” and “current policy” to the Basis for

Conclusions section of the ED.

In addition, the Board asked staff to develop an educational session on the concepts of
fiscal imbalance and fiscal gap, and how those concepts relate to the proposed
reporting in the draft ED, particularly the primary summary display.

ISSUE FOR DISCUSSION: TREASURY PROPOSAL

At the April 2008 meeting, the Board member representing the Treasury Department
indicated that prior to the June 2008 Board meeting Treasury would provide an
alternative proposal for Board review and discussion. This proposal is attached at
Tab B-1.

To facilitate the Board’s discussion of the Treasury proposal, staff has prepared a recap
of the major features of the two draft EDs: the current FASAB draft ED and the Treasury
proposal.



The two drafts have the following features in common:
(a) both drafts contains a requirement that assumptions be explained,
(b) both drafts require that assumptions should reflect current levels of benefits,
services and taxation, and
(c) both drafts allow that assumptions may depart from current law under certain
circumstances.

There are many differences between the two options. Staff believes some of the
differences may pose technical challenges — for example, the combined effect of
interaction among the assumptions is complex and input from the task force would be
helpful in assessing the reliability of—and the cost-benefit of making—such estimates.
If the Board wishes to pursue the Treasury proposal, staff believes further analysis of
technical aspects is needed. At the Board meeting, we hope to obtain your views
regarding the options before proceeding.



Current Draft FASAB ED (June 2008 Version, Attached at Tabs B-4 and 5)

Paragraph

Summary of Objectives

References

Assessing whether future budgetary resources will likely be sufficient to sustain
public services and to meet obligations as they come due is important not only
because such an assessment has financial implications but also because it has
social and political implications. Users of financial reports should be provided
with information that is helpful in assessing the likelihood that the government
will continue to provide the current level of benefits and services to constituent
groups and to assess whether financial burdens were passed on by
current-year taxpayers to future-year taxpayers without related benefits.? Fiscal
Sustainability Reporting should assist the reader in understanding these
financial, social and political implications.

Fiscal Sustainability Reporting should be understandable to the intended users
of the CFR. The primary intended users of this report are citizens and citizen
intermediaries (for example, the media, public interest and advocacy groups,
and others). The CFR should be easily understandable to the “average citizen”
who has a reasonable understanding of federal government activities and is
willing to study the information with reasonable diligence.

Paragraphs 7-

8

Summary of Major Requirements

Scope: the CFR only

Par.

17

An integrated report on fiscal sustainability including key measures, graphs and
discussion. Phased implementation provides for eventual principal financial
statement and notes.

Par.

35-48

Projections showing where our current policies would take us if
continued:

A primary summary display with a bottom-line summary measure(s) that
allows readers to assess the magnitude of the problem and changes regarding
fiscal sustainability from period to period.

Par.

35-39

Information that explains the changes in the key measure(s) from period to
period.

Par.

31

Narrative and graphics that convey trend information about receipts, spending,
deficits, and debt including both historical and projected information.

Par.

47

Information that helps the reader understand the projections:

Limitations of projections.

Par.

41-43

Explanation of assumptions underlying the projections.

Par.

42

A range (high and low) for projections including factors that cause the
projections to be uncertain.

Par.

45

Optional information about range for individual programs (or related groups of
programs).

Par.

45

Major causes of the projected trends.

Par.

46

Information that helps the reader understand the likely impact of delaying
action:

The relative magnitude of the change in receipts or spending needed if made at
various points in the future.

Par.

48

% The latter notion is sometimes referred to as “interperiod equity.”




Treasury Proposal, Attached at Tab B-1

Paragraph

Summary of Objectives

References

Broad Objective: “Provide information to help the reader to determine whether
current policy is likely to produce future revenues sufficient to sustain current
levels of public services and to meet obligations as they come due. At a
minimum, it should address projected revenues and costs, and the significant
resulting fiscal imbalances, assuming that current levels of benefits, services,
and taxation are continued.”

Paragraph 4

Objective Clarifier: The intent is not to enable the Board to require or specify the
parameters for policy decisions. It is to provide for the reporting of reliable
information and analysis about the future sustainability of pre-existing revenue
and spending decisions, as well as changes to the programs for which decisions
have been made that could potentially reduce the imbalances between total
revenues and spending.

Par. 3

Summary of Major Requirements

Scope of requirements - the CFR, other government-wide reports, and agency
reports as deemed appropriate.

Par. 17

Reporting would be RSI for agencies and “government-wide reports” beginning in
2010.

Par. 13

Broad requirement: “Provide information to help the reader to determine whether
current policy is likely to produce future revenues sufficient to sustain current
levels of public services and to meet obligations as they come due. At a
minimum, it should address projected revenues and costs, and the significant
resulting fiscal imbalances.”

Par. 18

Inter-generational equity measures required (broad requirement)

Par. 20

OMB and Treasury will assess sustainability from a government-wide
perspective. Based on that assessment, they will request additional reporting
from relevant government sources as they deem appropriate. OMB and
Treasury will issue reporting format guidance.

Par. 21 and
22

Critical elements of sustainability reporting:
< to quantify the degree to which the individual programs contribute to the
governmentwide imbalance,
« to identify the program elements that have the greatest impact on the
imbalance; and
« to offer potential changes having sufficient financial impact to reduce the
fiscal imbalance.

Par. 23

Assumptions and their impact on the analysis must be identified.

Par. 25

Assumptions must be consistent with current levels of benefits, services and
taxation; departure from current law permitted if it does not provide an adequate
basis.

Par. 26

Assumptions can have reflective and mutual effects on each other and the

resulting analysis. Sustainability reporting should include identification and
explanation of significant assumption inter-relationships and their estimated
combined effect on projections.

Par. 27




ISSUE FOR DISCUSSION: FISCAL IMBALANCE AND FISCAL GAP

At the April 2008 Board meeting, staff noted that neither the fiscal imbalance nor the
fiscal gap is a perfect measure, because both measures have shortcomings-- in
particular when a finite projection period, rather than an infinite projection period, is
being displayed. Staff said that several of the Task Force technical experts noted that
when the fiscal imbalance is reported for a finite time horizon, some have argued that
the fiscal imbalance measure overstates the size of the fiscal adjustment needed
because it assumes that public debt will be zero at the end of the projection period.
Others have argued that the fiscal gap measure (which assumes a selected level of
debt at the end of the projection period) may understate the fiscal adjustment needed,
because the selected level of debt may be unacceptably high.

For an infinite projection period, the fiscal imbalance and the fiscal gap produce
identical results because of the impact of adjusting amounts in the very distant future to
present value dollars or share of GDP for the projection period. However, since the
Board previously decided to allow either a finite or an infinite projection period for the
primary summary display, the Board asked staff to provide briefing materials to support
an in-depth discussion of the two measures at the June 2008 Board meeting. This
memorandum includes a discussion of the following:

1. Definition and characteristics of fiscal imbalance and fiscal gap........ccccccceeviieiiiiiiiiieneneenn, 6
2. Similarities and differences between fiscal imbalance and fiscal gap ..., 8
3. Pros and cons of the fiscal imbalance and fiscal gap measures.............cccceeeviiiiiiiieeeeeeeees 9
4. Options for displaying fiscal imbalance and/or fiscal gap in the primary summary display .10
LT = 7= Tl (o | o 11 ] o o o 14
(a) Analysis of how the ED’s proposed additional graphics and narrative relate to the
concepts of fiscal imbalance and fiscal gap, and.............ccoooviiiiiiiee e, 14

(b) Comments on fiscal imbalance and fiscal gap by Task Force technical experts.....14

1. Definition and characteristics of fiscal imbalance and fiscal gap

Fiscal imbalance: definition
The fiscal imbalance is the net present value of existing federal debt plus projected
noninterest spending® minus projected receipts. The fiscal imbalance is the amount
that would be necessary to balance projected receipts, projected spending, and
repayment of debt over a selected time horizon. The fiscal imbalance as of a stated
valuation date® may be expressed as:
(@) asummary amount in present value dollars,
(b) a share of the present value of the GDP® for the projection period, and/or
(c) a share of the present value of projected receipts or projected spending. °

® Since interest is factored into the present value calculation, the fiscal imbalance as a share of spending
is expressed as a share of spending excluding interest. See FAQ 4 in Appendix C of the draft ED.

* See requirement for valuation date in paragraph 32 of the draft ED.

® GDP is the total market value of goods and services produced domestically during a given period. The
components of GDP are consumption (both household and government), gross investment (both private
and government), and net exports.



Fiscal imbalance: characteristics

The fiscal imbalance is based upon a conceptual standard that is well known to
economists. This conceptual standard is called the “intertemporal budget constraint.”
The intertemporal budget constraint is the assumption that an entity’s spending will
ultimately be paid for by the entity’s revenues and that any initial debt will be repaid over
the infinite horizon.” In the case of a government, the intertemporal budget constraint
assumes that budget deficits and any outstanding debt must ultimately be offset by
budget surpluses. The intertemporal budget constraint assumes that an entity such as
a government is and will continue to be a going concern and will not go bankrupt or
default on its obligations.®

Note:

The fiscal imbalance could be described as the first step in calculating the fiscal gap.
The fiscal gap is calculated by first calculating the fiscal imbalance and then inserting a
target ending debt-to-GDP ratio in the calculation. The fiscal imbalance could also be
described as a fiscal gap with “zero” as the target ending debt level.

Fiscal gap: definition
The fiscal gap is the change in spending and/or revenue that would be necessary to
maintain public debt as a constant percentage of GDP.

Fiscal gap: characteristics
The fiscal gap calculates the change needed to achieve a particular debt level target.
The fiscal gap is calculated as a three-step process:
(a) calculate the fiscal imbalance
(b) select a target level of debt-to-GDP®
(c) calculate the change that would be required in either revenue or spending that
would be necessary to achieve the target level of debt to GDP.

6 Showing the fiscal imbalance as a ratio of the present values of total projected receipts, alternatively
total projected spending, is useful to illustrate by how much projected receipts or spending would have to
be changed in order to reduce the fiscal imbalance to zero. However, some policy adjustments may alter
both the numerators and denominators of those ratios, thereby compromising the usefulness of ratio
comparisons across fiscal projections under different policies.

" The infinite horizon introduces complexity to these calculations that may not be readily apparent. For
example, it is not necessary for a government over any finite interval to repay its debt in full. At the end of
any specified time period, there may still be debt outstanding. Furthermore, the government can continue
to add to the debt provided that the debt does not grow faster than the rate of growth in GDP.

® Some have argued that the intertemporal budget constraint can include a target debt-to-GDP level
because they believe that all spending must be either paid for or financed. Additional background on the
concepts of the intertemporal budget constraint, fiscal imbalance and fiscal gap is available in a paper,
“Long-term fiscal projections and their relationship with the intertemporal budget constraint: An application
to New Zealand.” The paper is available at the New Zealand government website at
http://www.treasury.govt.nz/publications/research-policy/wp/2002/02-04.

°The “target level” of debt to GDP could be a constant percentage that would not change- such as a
specific percentage, or the debt-to-GDP level of a specific historical point in time, or it could be a flexible
target that would be adjusted each year- for example, the debt-to-GDP level at the beginning of the
current reporting period.




2. Similarities and differences between fiscal imbalance and fiscal gap

Similarities between fiscal imbalance and fiscal gap

= Both measures require the calculation of projected future receipts and
noninterest spending that are intended to reflect current levels'® of receipts
and (noninterest) spending.

= Both measures can be expressed as either present-value dollars or as a
percentage of GDP for the selected projections period.

= Both measures contain information that is likely to be useful to readers in
assessing the long-term fiscal outlook of the U.S. Government.

= If an infinite-horizon projection period is selected, the fiscal imbalance and
fiscal gap measures will yield identical results.**

= For both the fiscal imbalance and the fiscal gap, it is important to remember
that either could become infinitely large when calculated for the infinite
horizon under certain conditions.*® Under those conditions, an infinite fiscal
imbalance or fiscal gap would not be a very useful concept; for example, it
would likely perplex readers to see “infinity” as a line item amount in a primary
summary display.

Differences between fiscal imbalance and fiscal gap

= Calculating the fiscal imbalance measure is a necessary first step in
calculating the fiscal gap.

= The fiscal imbalance can be displayed as the total of disaggregated
projections of current levels of receipts and spending and existing debt. In
contrast, the fiscal gap is not simply the sum of these understandable
components. Arriving at the fiscal gap requires an additional
adjustment because (assuming a target debt to GDP ratio greater than zero)
the existing balance of debt will not be eliminated in its entirety. This can be
displayed as an adjustment to the fiscal imbalance or as an adjustment to the
net amount of projected receipts and spending. An understandable label must
be applied to the adjustment line. Generally, the adjustment line represents
the amount of any deficit that can be financed without exceeding the target
ratio.

19 «Current levels” is not equivalent to levels measured in dollars. In the broader context of current policy,
current levels are to be considered with respect to the service or benefit being provided (or scheduled to
be provided) and the general relationship of taxation to the economy (for example, taxable income, GDP,
or some other base). See note 3 for an explanation of why noninterest spending is used in the calculation
of fiscal imbalance and fiscal gap.

" This is because an infinite horizon projection would reduce the present value of the ending balance of
Treasury debt to an amount so immaterial as to be immeasurably small (except under certain conditions,
such as the conditions described in note 12 below, under which the amount would be immeasurably
large.). Said differently, the infinite horizon would allow an infinite amount of time to repay initial debt, and
accordingly, the measures of fiscal imbalance and fiscal gap would be virtually identical. Since there is
no effective difference between fiscal imbalance and fiscal gap for an infinite horizon, the calculations for
both measures are the same.

2 For example, if the interest rate is less than the rate of growth in GDP, or if rapidly growing parts of the
budget such as Medicare do not eventually stop growing at rate that exceeds the growth of GDP, the
fiscal imbalance or fiscal gap measured over the infinite horizon would be infinitely large amounts.



= The fiscal imbalance does not require the selection of a target debt-to-GDP
level because it assumes compliance with the intertemporal budget
constraint, which assumes zero debt at the end of the projection period.

3. Pros and cons of the fiscal imbalance and fiscal gap measures

Fiscal Imbalance Pros and Cons

Pro

Con

Can be displayed simply as the sum of
disaggregated projections of current debt
plus disaggregated projections of current
levels of receipts and spending.

Since most economists believe that some
level of public debt is reasonable or even
desirable, an assumption of an ending
debt level of zero (the intertemporal
budget constraint) may overstate the
severity of the long-term fiscal outlook for
finite projection periods. The shorter the
projection period, the greater the
overstatement, because less time would
be allocated for the repayment of the
beginning balance of public debt. (For an
infinite horizon projection period, the fiscal
imbalance and fiscal gap are virtually
identical.)

Does not require the selection of a target
debt-to-GDP level. In the absence of a
legislated target, the selection of a target
debt-to-GDP level could be viewed as
arbitrary. The selection of a moving debt-
to-GDP level (such as the beginning of the
reporting period) would make period-to-
period comparison difficult or misleading.

If a finite horizon is used, it could be
argued that the preparer is arbitrarily
selecting a target date to reach zero debt.

Displays compliance with the intertemporal
budget constraint, which is a commonly
accepted concept and the most
conservative conceptual treatment of
public debt. (See the “con” column for a
qualification for this “pro.”)

However, the intertemporal budget
constraint is most commonly associated
with an infinite projection period.

It can be viewed as a more stand-alone,
independent measure. The fiscal
imbalance can be calculated without
calculating fiscal gap, but the fiscal gap
cannot be calculated independently of the
fiscal imbalance measure. Some have
argued that the fiscal imbalance is an
easier concept for readers to grasp than
the fiscal gap concept.

Some argue that the fiscal imbalance
could be viewed a fiscal gap measure with
a selected ending debt level of “zero.”




Fiscal gap pros and cons

Pro

Con

The fiscal gap does not overstate the
severity of the long-term fiscal outlook by
requiring a zero debt level at the end of a
finite projection period.

If a flexible debt-to-GDP target is selected,
such as “beginning of year” level, the fiscal
gap measure may understate the severity
of the long-term fiscal outlook because it
implies that the selected target level is
sustainable or acceptable.

An inflexible/constant debt-to-GDP target
could be viewed as arbitrary and/or as a
recommendation by FASAB for budget
rules or legislation.

The fiscal gap is typically presented as a
total bottom-line amount. Because the
fiscal gap requires an adjustment to force
a balance to a selected debt-to-GDP level,
a disaggregated presentation (projecting
current levels of benefits, services, and
taxation with an adjustment to force a
balance with the selected debt-to-GDP
level) - or a reconciliation with the fiscal
imbalance measure- is potentially
confusing for readers who are not familiar
with the concepts being presented.

4. Options for displaying fiscal imbalance and/or fiscal gap in the primary

summary display

Previous versions of the draft ED (as recently as the ED in the February 2008 briefing
materials and handout) included both the fiscal imbalance and the fiscal gap in the
primary summary display. The fiscal gap was displayed at the bottom of Option A

(attached at Tab B-6).

At the February 2008 Board meeting, a majority of members decided that instead of
selecting one of the display options A through D, it would be preferable to come up with
a list of essential elements for the primary summary display, and allow the preparer
flexibility in how to format those essential elements. At the February 2008 meeting, a
majority of the members did not believe that the fiscal gap should be a required element
in the primary summary display. However, a majority of the members approved a
requirement that the primary summary display should include a display of the fiscal
imbalance as a percentage of projected receipts and as a percentage of projected
spending. If the primary summary display includes an infinite horizon projection period,

10




this display would be identical to a display of fiscal gap. However, for finite projection
periods, this display would not be identical to a display of fiscal gap.*®

At the April 2008 Board meeting, a majority of members indicated that they would like to
review the concept of fiscal gap in more depth and re-consider whether to require it as a
part of the primary summary display. As noted above, if an infinite horizon is used for
the projection period, the fiscal imbalance as a percentage of projected receipts and as
a percentage of projected spending would be identical to the fiscal gap calculation.

Staff recommendation

(a) If a finite projection period is used for the primary summary display (which would
cause fiscal gap to be different from fiscal imbalance), staff recommends that the
primary summary display should include fiscal gap, and not fiscal imbalance, as
a percentage of projected receipts and as a percentage of projected receipts.

(b) If an infinite projection period is used for the primary summary display, there
would be essentially no difference between the fiscal imbalance and the fiscal
gap. Staff believes that since it would not be necessary to introduce an
additional technical term, it might be less confusing for readers to retain the term
“fiscal imbalance” for this display, perhaps with a footnote explaining that this
display is identical to the fiscal gap.

The following edit to the ED would incorporate staff recommendation:

[37] The primary summary display, Long-Term Fiscal Projections for the U.S.
Government, should state the projection period and display the following
projected amounts as both present value dollars and as a percentage of
the present value of GDP as of the required valuation date(s) for the
projection period indicated:

@) receipts, disaggregated by Medicare, Social Security, and all other
receipts, and total receipts;**
(b) spending, disaggregated by Medicare, Medicaid, Social Security,

and all other spending, subtotal of spending before debt held by the public,
and total spending plus repayment of debt;* and

(© fiscal Imbalance (the net amount needed to balance receipts and
total spending plus repayment of debt)-*° and
(d) fiscal imbalance as a percentage of total projected receipts and as

a percentage of total projected spending. If a finite projection period is
displayed, the fiscal gap, rather than the fiscal imbalance, should be

BAsa separate issue, a majority of members declined to require either an infinite horizon or a finite
horizon for the primary summary display.

1 Full payment of amounts due to Social Security and Medicare HI Trust Funds must be shown as
revenue for Medicare and Social Security, and outlays for “rest of government.”

'*> See note 14.

1% A positive fiscal imbalance indicates a shortfall; a negative fiscal imbalance indicates a surplus
situation.
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displayed below the disaggregated display of fiscal imbalance as a
percentage of total projected receipts and as a percentage of total
projected spending. The fiscal gap should use the beginning debt-to-GDP
level as of [Month, Day Year] as a permanent * target debt-to-GDP level.

[38] After the initial year of implementation, Fthe primary summary display should
also present
@) Hsealimbalance as-a percentage ottotal plsj_eeteel receipts
1) after .E“.'.d las & pe; € entlage ol te'tal ,plejeeted spending-and
comparative amounts for the current year and prior year, and the net change for
each of the above line items from the prior year.

* See below for discussion of target debt-to-GDP level.

Target debt-to-GDP level for fiscal gap calculation

If the Board decides that the ED should propose a requirement to display fiscal gap, the
ED should also propose a target debt-to-GDP level, which is a necessary component of
the fiscal gap measure.

Options for a target debt-to-GDP level include:
(a) a permanent target of:
e a specific percentage of debt-to-GDP, or
e the level of debt-to-GDP that existed or will exist at a specific date (such
as the beginning of the initial year of implementation, or an average debt-
to-GDP level for a selected historical time period), or
(b) a flexible target that resets each year (such as the beginning of each new
reporting year).

The advantage of a permanent target is that a permanent target debt-to-GDP level
would provide the greatest degree of comparability of the current year with the prior
year. The disadvantage is that a permanent target might appear to imply a
recommendation from the Board regarding future legislation or budget rules. This
disadvantage might be lessened if the Board proposes the selection of an unknown
future target, such as the initial year of implementation. A disadvantage of this
approach is that the debt-to-GDP level in that future year may not be a level that the
Board would have wished- for example, it may be unacceptably high.

The advantage of a flexible target that resets each year is that it would avoid the
appearance of a recommendation from the Board regarding future legislation or budget
rules. The disadvantages are that this would impair comparability from one period to
the next, and also that future debt-to-GDP levels may not be suitable targets because
they are too high (or in other situations, too low).
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The most important caveat is that there will always be a possibility that either legislation
or an administration’s budget rules may someday establish a target debt-to-GDP level,
which ideally the requirements would accommodate. This could be accomplished by
inserting language that the reporting should comply with target levels set by law or by
budget rules.

Staff recommendation:

If the Board wishes to display the fiscal gap, staff believes that the most objective debt-
to-GDP level would be the level at the beginning of the first year of implementation (this
is likely to be fiscal year 2011) or an average for a long historical period, for example
1945-2010. If the Board wishes to establish a cap in case the debt-to-GPD level in that
future year is extremely high, perhaps a prudent cap might be 100%.

Questions for the Board:

1. Does the Board wish to add a display of fiscal gap in instances where the primary
summary display uses a finite horizon projection period? (In an infinite horizon is used,
the fiscal gap is identical to the fiscal imbalance.)

2. If so, does the Board agree with staff recommendation above, to establish a fixed
target debt-to-GDP level?

2. If a required target debt-to-GDP level is based upon future events, does the Board
wish to establish a specific cap that would apply only if the debt-to-GPD level in that
future year is extremely high?

The illustration on the following page displays how the fiscal gap might be included in
the primary summary display.
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Long-Term Fiscal Projections for the U.S. Government
Amounts projected to 75 years

As of January 1, As of January 1,
2008 (Current 20XX (Prior Change from Prior
Year) Year) Year
PV
D IFI)V % Doll % PV
ollars () ollars ) Dollars %
(in GDP* (in GDP* (in GDP*
trillions) trillions) trillions)

Receipts
Medicare $ 107 1.5% $ XXX X. X% $ XX X.X%
Social Security 36.3 5.1% XX.X X. X% XX X. X%
All Other Receipts 91.0 12.8% XX.X X. X% X.X X. X%
Total Receipts $ 137.9 19.4% $ XXX X. X% $ XX X. X%
Spending

Medicare $ 4438 6.3% $ XXX X. X% $ XX X. X%

Medicaid 15.6 2.2% XX.X X. X% X.X X. X%

Social Security 40.5 5.7% XX.X X. X% X.X X. X%

Rest of Federal

Government** 73.9 10.4% XX.X X.X% XX X. X%

Subtotal- Spending $ 174.9 24.6% $ XXX X. X% $ XX X. X%

Add: Debt Held by the

Public 5.0 T% X.X X.X% X.X X.X%

Total Projected

Spending plus

Repayment of Debt $ 179.9 25.3% $ XXX XX. X% $ XXX XX. X%

Fiscal Imbalance*** $ 419 5.9% $ XXX X.X% $ XX X.X%

Less: Portion of Fiscal

Imbalance that can be

financed within target

Debt to GDP 5.0 0.7%

Fiscal Gap $36.9 5.2%

5. Background:

(a) Analysis of how the ED’s proposed additional graphics and narrative
relate to the concepts of fiscal imbalance and fiscal gap, and

(b) Comments on fiscal imbalance and fiscal gap by Task Force
technical experts

(a) Analysis of how the ED’s proposed additional graphics and narrative relate to the
concepts of fiscal imbalance and fiscal gap
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The proposed additional graphics and narrative do not conflict with either fiscal
imbalance or fiscal gap. All but one of the proposed graphics display future cash flows
without any reference to inherited (beginning balance) of public debt, nor do they force a
balance to any particular debt level. One of the proposed graphics, lllustration 6,
“Impact of Delaying Action” illustrates the fiscal gap concept, using the current year
debt-to-GDP level and shows how changes in spending would need to be more severe
in the future if action is delayed. (A similar graph or narrative would report the same
trend for changes in future receipts.) Staff believes that this requirement could work
with either the fiscal imbalance or the fiscal gap concept.

(b) Comments on fiscal imbalance and fiscal gap by Task Force technical experts

The Task Force technical experts were not asked to reach a consensus, and did not
reach a consensus regarding a preference for the fiscal imbalance or fiscal gap. The
terms fiscal imbalance and fiscal gap are similar, and accordingly were often used
interchangeably rather than contrasted with each other, except in a discussion at the
April 5, 2007 Task Force meeting of a concept known to economists as the
intertemporal budget constraint (IBC). At that meeting, some of the technical experts
argued that the IBC requires all expenses and debt to be eventually paid (fiscal
imbalance concept), while others argued that all expenses need only to be financed and
that the IBC can be calculated as a requirement to achieve a selected target debt level.

Questions for the technical experts from Treasury, OMB, GAO and CBO:

A draft of this memorandum was circulated to the technical experts representing the
Treasury Department, the OMB, the GAO and the CBO requesting their comments,
specifically regarding the following questions. In addition, Bob Murphy forwarded
responses from the CBO'’s Chief of the Long-Term Modeling Group, whose comments
are included in the recap below.

1. Is the discussion of fiscal imbalance versus fiscal gap in this paper technically
accurate?

2. Should the primary summary display use the infinite horizon in order to resolve
the issue of fiscal imbalance versus fiscal gap, since it would remove the
distinction between fiscal imbalance and fiscal gap, or would an infinite horizon
present other disadvantages?

3. Should fiscal gap be required, per the example on the following page? Why or
why not?

4. Should the target debt-to-GDP level be fixed or movable? Why?

Recap of technical experts’ responses to the above questions

1. The technical experts believe that the discussion of fiscal imbalance versus fiscal gap
is technically accurate in substance. Several of the technical experts provided editorial
recommendations to improve the clarity or focus of the discussion, many of which were
incorporated into this document.
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2. There was no consensus on whether to require an infinite horizon projection period
(in lieu of a finite horizon) for the primary summary display. Some of the technical
experts believe that the disadvantages of an infinite horizon would outweigh the benefits
of getting the fiscal imbalance and the fiscal gap to be equal.

3. There was no consensus on whether to require the fiscal gap for a finite horizon.
Several of the technical experts suggested that this might be left to the judgment of the
preparer,

4. There was no consensus on whether a target debt-to-GPP level should be fixed or
movable. One expert emphasized that using a fixed target would ensure comOparability
from one year to the next, and that using a movable target such as the current year’s
debt-to-GDP level would effectively soften the discipline associated with the fiscal gap
measure at exactly the time that the fiscal stance is deteriorating. That expert said that
if the Board insists on a nonzero target fro the debt-to-GDP ratio in the fiscal gap, the
target should be relatively low, on the order of 30 percent,'’ but that it is critical that the
target level not change over time, because the point is to instill pressure to move the
policy toward fiscal discipline.

Attachments:

1. Treasury Department proposal (sent to members directly from Treasury on

5/23/2008 and attached for your convenience)

2. Revised milestones- project plan

3. History of recent Board decisions

4. Draft ED- marked copy with revisions based upon the April 2008 Board meeting
and proposed revision for discussion at the June 2008 meeting.
Draft ED- clean copy per above
Handout from February 2008 Board meeting: Option A, which included both fiscal
imbalance and fiscal gap in the primary summary display

oo

"The U.S. debt held by the public was at 37 percent of GDP in 2006.
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