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Why We Care about Debt?

* Investment: Debt competes for saving / cross-border flows.
* Debt supports more immediate consumption unless invested in
longer-term public goods, micro or macro (“crowding out”)

 Inter-generational equity: Less investment hurts future
* Under current policy, future generations likely worse off than current.

* Closure (Inflation): Unless Congress acts, foreign / domestic
creditors get paid nominally and so Fed must monetize.
* Inflation is essentially a tax on net long duration.
« Rating agencies consider explicit default for sovereign debt
related to current DC “game of chicken”.
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Aside: What about Japan?

Japanese households save about 39% of their income. In contrast,
U.S. households save 3.5% of their income.

 [aside: NIPA comparisons are imperfect. NIPA saving metrics separate
records (i.e., not part of savings) capital gains, or, in the case of
Japanese houses capital losses before upkeep.]

« Sltill, even after those adjustments and including government debt,
total national savings in Japan is still higher. Japan gross national
savings rate is about 25% while the United States is at about 18%.

Becoming numb to national crises (2008, COVID) due to our ability to
debt finance? Doesn’t work when crisis is itself debt.
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Debt-to-GDP Projections
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Debt-GDP Ratio
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A self-fulfilling The Three Zones of Debt
debt: "crisis Cole—Kehoe Framework: Self-Fulfilling Debt Crises

(1]
Zone Where d SAFETY ZONE CRISIS ZONE DEFAULT ZONE
y = 2
cou ntry S d e bt (Low Debt) (Intermediate Debt) (High Debt)
: Unique Equilibrium: Interval of Fragility Unique Equilibrium:

Ievel m a keS It Repayment (Multiple Equilibria) Default

The government’s incentive to
Vu I nerable tO repay is so high that it will do so

The country is solvent but illiquid. The debt burden is so heavy that
even if it must drastically

It could pay if markets remain calm, the government’s optimal choice
lender sentiment. cut spending.

but it cannot survive a self-fulfilling run. is to default regardless of whether

lenders are willing to provide
equilibria: if

new credit.
il e
|
lenders believe a TR ———
Equilibrium is unique

il
default will and stable.

~

GOOD EQUILIBRIUM BAD EQUILIBRIUM

Negative sunspot /
pessimistic expectations.

l or l

Lenders refuse to roll over debt.
Government repays. L

Lenders roll over debt.

Equilibrium is unique,
but the outcome is

certain default.

Liquidity squeeze makes

default unavoidable.
Solvent outcome.

Default occurs.

I
h a p pe n I th e I r Lower Threshold Upper Threshold
(“Point of Vulnerability”) TOTAL DEBT STOCK (“Point of No Return”)
refusal to lend ’ Wixli =)
ensures it does.
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What is Debt Actually Measuring?

(Hint: not much)

&' Wharton ey PENN WHARTON  Budget Model



Retired

Example: $1 Tax Cut Runs Through Treasury

Year Retired
4 Example: r=0.10>g =0.0
3 Retired | Working |
-$0.10
2 Retired ‘ Working ‘
$1.10 -$0.10
‘ Working ‘ < Treasury debt: $1
$1
I | :
: 2 3 Working
Year
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Retired Now: Identical cash flows as entitlement,

Year not run through Treasury (ever) Retired
4
$1.10
3 Retred | ~—— | Working |
$1.10 -$1.10
2 Retired -— ‘ Working ‘ (Net -$0.10
at working age)
$1.10 -$1.10
rAng at working age) Treasury debt: $0
I : |
1 2 3 Working

Year
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Explicit vs Implicit Debt [1]

$1 of explicit debt (backed by full faith and credit)
produces same $1 implicit entitlement debt (under
current policy).

« There are legal differences, although implicit debt often has
adjustments for inflation.

* Regardless, scorekeepers must consider law “as is” to avoid
circular arguments (typically, current law for most things and
“scheduled benefits” for mandatory).
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Explicit vs Implicit [2]

Economically, the reasons we care about explicit debt
are same for implicit debt:

* Investment
* Inter-generational fairness

e Closure

Treasury (explicit) debt is an accounting exercise for
technical (auction) purposes, not an economic one.

12
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As an Economics Measure,
Explicit Federal Debt is a Large Mismeasurement

“The entire current federal debt held by the public,
equal to around $27 trillion at start of 2024, is less
than the $62.7 trillion the PWBM calculates in present
value benefits paid (or projected to paid) by the Social
Security and Medicare programs alone to past and
current generations in excess of the present value of
payroll taxes collected from them.”

13
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https://budgetmodel.wharton.upenn.edu/issues/2024/4/19/w2024-1
https://budgetmodel.wharton.upenn.edu/issues/2024/4/19/w2024-1

Example: Social Security Act of 2100 (original)

Table 3: Social Security 2100 Act Effects on Key Macroeconomic Variables Relative to Current
Policy in Year Shown

Year GDP (% change) Labor Income (% change) Hours Worked (% change) Capital Services (% change)
2020 0.0 0.0 04 0.0
2029 -07 07 04 -23
2040 -1.5 -1.5 0.2 -4.6
2049 -2.0 2.0 04 -6.0

Mote: Consistent with our previous dynamic analysis and the empirical evidence, the projections above assume that the U.5. economy is 40 percent open and 60 percent
closed. Specifically, 40 percent of new government debt is purchased by foreigners.
https://budgetmodel.wharton.upenn.edu/issues/2019/3/1/the-social-security-2100-act-effects-on-social-security-finances-and-the-economy

« SSA OACT and PWBM: mostly solves 75-year imbalance. But even this
estimate focuses on future changes on explicit debt (scheduled benefits).

« PWBM estimated that SSA 2100 increases implicit debt by more than it
reduces explicit. How? Benefit tax reduction financed with higher taxes
on working age. So, K falls even relative to schedule benefits baseline.

14
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APRIL 1, 2026

How Federal Spending is

Distributed by Age

Age Group

Children & Young Adults (<26)
Working-Age Adults (26-64)
Retirees (65+)

All Ages Residual

Total

Table 1: FY2025 Federal Outlays by Age Group

Amount ($ Billions)
$448.9

$1,220.2

$2,708.6

$2,632.2

$7,010.0

Share of Total Outlays
6.4%

17.4%

38.6%

37.5%

100.0%

Share of Age-Assignable
10.3%
27.9%

61.9%

100.0%

Memo: Per Capita
$4.300
$7,300

$43,700
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SEPTEMBER 8, 2025

The Projected Impact of Generative

Al on Future Productivity Growth

generative-ai-on-future-productivity-growth/

Al could reduce deficits by $S400 billion over the ten-
yvear budget window between 2026 and 2035.

16
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SEPTEMBER 26, 2025

The Long—Term Outlook for Social

Assumptlons :

For Social Security: If Al is twice as large as what we project:

-4.2% of payroll long run imbalance --> -4.05%

For other programs: Baumol’s cost disease

17
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Skill-adjusted labor growth is slowing

Skill-Adjusted Labor Supply Growth Rates by Decade (percent per year)

Annual Growth Rates

Data Source Decade (percent) Major Contributor
1980-89 1.86
More women enter
2151 labor force
Historical (Census Bureau: 1990-99 2.56
Annual Social and Economic
Survey) 2000-09 1.21 Boomer retirements &
1.081 declines in LFP and
201019 1.06 fertility
2020-23 0.89 Boomer retirements &
L continued declines in
Projection (PWBM) 2030-39 062 0.68 - .
LFP and fertility (Covid
2040-49 052 effect in 2020-29)

Skill-adjusted labor supply
(the ginthervs g
comparison, i.e., 1+g =
(1+n)(1+x) ) is falling fast.

Some effects hidden by
global capital glut (baby
boomers) shallow over time.

18
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Table 1: Budget Effects

In bilfions of nominal dollars, excluding the effects of debt service

DECEMEER 4, 2024

Principles-Based Illustrative

Reforms of Federal Tax and
Spending Programs

Policy 2025 2026 2027 2028 2029 2030 2025-2034 2025-2054
Tax capital gains and dividends at ordinary rates a7 &0 40 39 41 42 444 1,800
Expand the base of employment taxes to cover all pass-through income 49 66 68 70 73 76 736 3,293
Disallow all itemized deductions except charitable deduction 18 127 254 264 276 288 2,507 12,785
Replace standard deductions and personal exemptions with a partially refundable credit 40 -558 -480 -488 -494 -503 -4,559 -17,102
Reduce the top ordinary income tax rate to 28 percent =1 =167 =113 -T2 =123 =130 -1,337 -6,079
Implement a carbon tax 85 g0 77 74 71 73 787 3,252
Raise the full-benefit Social Security retirement age from 67 to 70, phased in between 2037 and 2056 0 0 0 0 0 0 0 1,522
Flatten Social Security benefits, phased in between 2037 and 2056. 0 0 ] 0 0 0 0 2,368
Raise the Medicare eligibility age from 65 to 67, fully phased in by 2036. 0 0 13 14 15 16 135 1,702
Convert Medicare to premium support 80 85 91 96 102 108 1,059 5,286
Remove exclusion of ESI premiums and introduce mandatory Health Savings Accounts 437 499 an 926 540 556 5,472 22,860
Broad-based immigration reform 515 636 677 7N 763 801 7,781 43,159
Interaction effects =66 =256 =251 =270 =298 =316 -2.978 -15,872
Effect on primary deficit (-} or surplus (+) 1,083 572 Bar 928 965 1,013 10,046 58,974
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Table 3: Healthcare Effects

DECEMBER 4, 2024

Principles-Based Illustrative

Reforms of Federal Tax and 2034 | 2039 | 2044 | 2049 | 2054
Spending Programs Percent Change from Current Law
Population 3 5 7 9 12
Health insurance premiums =12 =15 -18 =21 -27
Table 2: Economic EﬁECtS Private health insurance spending/insured L -6 -8 =10 =12

Percent Change from Baseline

Insured payments

Private Insurance 4 16 29 30 28
2034 2039 2044 2049 2054 Medicaid -23 -27 -26 -27 -1
Gross domestic product 4.8 a1 1.6 15.8 211 Medicare -3 -1 -10 14 <14
Capital stock 4.8 8.2 14.8 22.0 31.3 Percent Levels
Hours worked 5.0 7.3 9. n.2 12.5 Current law
Average wage 0.0 0.9 2.4 4.3 6.3 Private Insurance, working age 68 66 65 62 57
Average consumption -0.9 11 3.2 6.0 9.8 Uninsured, working age 26 27 28 3 38
Debt held by the public -16.7 934 -28.8 336 -378 Uninsured, total population 19 19 20 22 27
Memorandum: Paolicy
Output per capita 15 27 43 6.2 8.3 Private Insurance, working age 9N a3 93 93 93
Uninsured, working age 0.5 0.5 0.4 0.4 0.4
Uninsured, total population 0.3 0.3 0.3 0.3 0.3
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Questions?
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