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Despitc recent altlemps to impaose disci-
pline on the federal budget-making proc-
ess, federal budget deficits have continued
to escalate over the past several years. The
prospect of still larger deficits gver the next
few years has stimulated discussion about
how 10 bring them under control. Some
have suggested reforms that would enable
the federal government to achieve balanced
budgets. not necessagily in every year in
the funre, but at least on average over a
numnber of years.i

On the face of it. such recommendations
seem to be sensible. On January 30, how-
ever, the govermment released 1991 pro-
jections for not one. but as many as four
different types of deficits, each based on
a ditferent definition of items included in
the calculaion.” The question then
arises: Which of these deficits should be
targeted for elimination? This paradoxical
set of events suggests a need to reexam-
ine the concerns prompied by large
budget shorifalls.

Two components underlie the generally
accepted wisdom about why budget def-
icits are important. First. as a manter of in-
tergenerational equity, it is important to
know how much of the burden of paying
for government expenditre is being
shifted onto future generations, Many
people mistakenly think that the mported
annuat budget deficit measures the extent
of such a redismribution resubiing from
current policy. Second. a shifting of the
paymenis burden onto future generations
is likely to adversely affect these genera-
tions” incentives (o work, save, and

invest. Thus, large redistributions of
wealth away from future generations
are likely to be detrimentat to future
economic growth.

Correct measurement of the intergenera-
tional redistributive impact of any fiscal
policy is, quite obviously, a precondition
for evaluating the policy’s implications
for future economic grow . This Eco-
nomic Commeniary surveys the reasons
for doubting that deficits, as convention-
ally defined. are adequate measures of
the effect of fiscal policy on intergen-
erational redistmibution. It also suggests
that evaluation on this score would be
improved by looking a1 generational
accounts — a system desigred to reflect
consistently the intergenermtional redis-
trbution implications of current fiscal
policy and of future policy changes.

B The Deficit — an Inadequate
Measure of Fiscal Policy
Dissatisfaction with reported deficits has
led to suggestions for making various cor-
rections to the deficit and to public debt
numbers. These inctude adjustments for
inflation, for market values of govem-
ment assets. for economic growth, and
for state and focal budget surpluses.3
However, the problem with using the
deficit as an indicator of policy runs
deeper than any of these modifications
can fathemn. Ik can be shown that deficit
nurmbers, no matter how they are meas-
ured. reflect nothing mere than the rules
of accounting used in their computation,
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The federal government often adopts
fiscal policies whose long-term impli-
cations for intergenerational wealth
redistribution are not correctly re-
flected in published budget-deficit
numbers, Correct measurement of
such policy-induced redistribution is
important in order to gauge the likely
impact of policy changes on future
economic growth. Generational
accounting provides a new method
for investigating this issue. An appli-
cation of this method for the Uaited
States reveals that today s fiscal poli-
cies involve a substantiai imbalance
in the treatment of current and future
generations.



and that such numbers are devoid of
eCOnOMIc conlent.

The starkest example of the dependence
of the size of the deficil on accounting
conventions is provided by the Social
Security system. At its inception. the
svstem was unfunded: The elderly gen-
erations then alive received old-age
benefits that were financed from Social
Security contributions of the then-
working-age generations. Implicit in
this scheme was a promise of future
benefits for the current contributors.
The contributions. however, were
called “taxes.” and the old-age benefits
to be paid in the future were labeled
“transfers.” If the words describing
these transactions had. instead, been
“borrowing™ and “repayment of prin-
cipal and interest.” respectively, the
sizes of the recorded government defi-
cits as far back as the 1960s and 1970s
would have been many times larger
than the 5200 billion deficits reported
during the late 1980s.

The installation of an unfunded Social
Security system is just one example of
how the government can engage in redis-
tributive fiscat policies whose long-term
implications are not corectly reflected
irt the reponted deficit. An equal reve-
nue shifi from sales/excise taxation to
income 1axation. for example. would
redisiribute wealth from yvounger and
future generations to older generations.
This is because the voung pay relative-
Iy more through income taxes, while
the old pay relaiively more in sales/
excise (consumplion} 1axes. A revenue-
neutral elimination of investmeni incen-
tives would also redistribute wealth
from younger and future generations to
older generations.”

Hence, by combining policies that are re-
fAected in the deficit with others that are
aol. by arbirrarily labeling govermment
receipts and payments, and by changing
accounting conventions and inclusion
rules. the govemment can essentialiy re-
port any number as the current deficit
while following the same undertying fis-
cal poticy. Deficit numbers can mislead
the public into thinking that governmeni
fiscal policy is profligate when it may

reafly be pradent, and vice versa. Be-
cause conventionally reported deficits
are arbitrary, we need 1o seok beter
measures of fiscal policy.

B The Need for an Alternative
Measure of Fiscal Policy

The annually reported deficil is a num-
ber reflecting the current net cash flow
of the govemment. The government,
however. ofien engages in fiscal poli-
cies that have long-term consequences.
Several of its policies. such as the intro-
duction and medification of an un-
funded Social Security system. changes
ity the relative importance of consump-
tion and income taxation. and the intro-
duction and subseguent elimination of
investment incentives. have significant
long-term ¢ffects on the resources of
private individuals.

Consider, for example. the 1983 Social
Security Amendment. This amendment
mandated higher payroll taxes now and
lower benefits in the future in order to
reduce the burden on future working
generations of supporting the baby
boomers who will begin ko retire carly
in the next century. The Social Security
system is currently generating large
surpluses which. when added 10 the
rest of the government’s budget. reduce
the magritude of the reported federal
budger deficit today. In 1983. however,
when the policy was changed, the
reported deficit was unaffected.

The tong-tertn implications of a given
policy will vpically vary for individuals
belonging to different generations. In gen-
eral, fiscal policies redefine how much
each generation will pay for government
spending aow and in the fumire. In short,
these policies are really generational pol-
icies, and they need 1o be recognized as
such. Thus. in order w evaluate current
fiscal policy. ore must exarnine its gen-
erational stance — how it redistributes
the burden of paying for government
spending among different cumrently living
and future generations. This. in fact. is
the concern underlying the word deficir.

B What Are Generational Accounts?
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of resources for the govemment's oper-

ation. The burden of financing govern-
ment spending will not. in general. fail

.................
given fiscal policy. members of each
generation make payments o and re-
ceive payments from the government at
different points during their [ifetimes.
A change in any component of fiscal
policy implies a change in the amounts
and timing of these payments. Genera-
tional accounts {GAs) track the dis-
tribution of the net-pavments burden
among different existing and future
generations thar is implied by the cur-
rent set of fiscal policies.

The GA for any given generation meas-
ures the present value of the net payments
that each member of that generation is
projected to make. on average. undes cur-
rent policy over his or her remaining life-
time. Thus. 2 policy-induced change in
GAs will indicate which generations lose,
and which gain, as a resuli of the change
in policy. The changes in the GAs will re-
flect current as well as projected Ruture
losses and gains arising from the policy
change. In evaluations of how any such
modification affects the intergenerational
distribution of paying for government
consumption. it is these policy-induced
changes in the GAs of different current
and future generations. rather than the
reporied deficit. that should be the focus
of atiention.

® How Are Generational

Accounts Computed?

The entire current and future consumption
spending by the govemment must be

paid for by at least one of three sources:
1) the government’s current net wealth,

2) resources taken from generations cur-
rently alive. and 3) resources taken from
generations as yel unbom.® Computing
GiAs, then. involves the following steps:
First, obtain the present value of the gov-
emment’s current and future projected
spending levels that are implicit under
current spending policies. Second. esti-
mate the government's current net wealth,
Third, compute the present value of the
projected net payments that each existing
generation is expected 10 make under cur-
rent policy over its remaining lifetime.,



THE COMPOSITION OF MALE AND FEMALE GENERATIONAL ACCOUNTS—
PRESENT VALUES OF RECEIPTS AND PAYMENTS
ITHOUSANDS OF DOLLARS)

Payments Receipts
Labor  Social Capital  Sei- Prop- Medicare Welfare Unem-
Generation’s Net  Income Security Excise Inceme  gno- erty ployment Food
Agein 1989 Payment Taxes Taxes  Taxes  Taxes rage Taxes OASDI® HI® AFDC® General Insurance Stamps
Males;

0 733 24.8 26.5 229 9.5 0.0 1.6 4.5 1.1 03 44 1.0 0.3
10 H16.8 40.8 43.6 29.8 156 0.1 26 6.7 1.9 0.5 1.6 1.6 0.5
20 169.1 61.9 66.2 339 24.8 Ol 4.1 9.5 29 0.7 53 24 0.8
30 194.5 69.6 4.4 332 84 0.l 6.1 14.3 4.6 0.8 54 23 095
40 176.2 60.9 65.1 30.5 9.8 0.0 7.6 21.9 74 0.5 53 18 0.7
50 114.t 42.1 45.0 244 521 0.0 7.1 37.1 124 0.3 54 1.1 0.5
60 18.9 202 21.5 i7.9 44.1 0.0 6.1 626 220 0.1 56 0.3 QA
70 =427 40 43 11.9 293 0.0 4.5 619 296 0.0 49 0.0 ¢.2
80 -35.6 0.6 0.6 7.5 17.2 0.0 30 369 244 6.0 3.0 0.0 0.1
gg!:gglions 89.5
Females:

0 364 14.0 14.9 20.2 s 0.0 21 5.0 1.5 23 7.8 04 1.3
10 60.4 233 249 2712 59 0.1 35 15 2.5 38 7.8 0.7 22
20 8535 34.8 37.2 322 9.3 0.0 54 10.9 39 52 9.2 i 33
30 90.9 350 37.5 330 14.9 0.0 7.4 15.7 6.1 3. 8.3 1.0 24
40 78.2 297 317 304 214 0.0 B.6 219 98 1.7 7.8 0.7 14
50 41.0 204 21.8 242 5.0 0.0 3.5 34.0 16.3 0.6 7.3 0.4 0.7
60 =225 9.3 9.9 174 234 0.0 8.2 55.1 278 0.0 7.2 0.2 04
70 -60.2 2.0 2.2 115 7.3 6.0 6.9 56.5 368 0.0 6.5 0.0 0.3
80 -50.8 00 0.0 7.2 838 0.0 5.1 374 299 0.0 4.3 0.0 0.2
Future
generations 44,2

a. ONe Age Survivors and Dhsability Insurance.

b. Health Insurance.

c. Aid to Families with Dependent Children.

SOURCE: Alan Auerbach, Jagadeesh Gokhale. and Laurence KatlikofT. “Generational Accounts: A Meaninglul Ahernative to Deficit Accounting.” in David Bradford.
ed.. Tax Pdicy and the Economy, National Bureau of Economic Research and MIT Press. No. 5, 1994,

begin receiving, on net, carlier than
males because of Social Security sur-
vivor benefits and the higher monzaliny of
their generally older spouses. These
generations also receive. on net, more
than males because of their refatvely
lower income and payroll tax liabilities
over their remaining life spans.

M Generational Accounts as of 1989
A breakdown of the net payments of cur-
rent generations according to types of
receipts and payments is given in table 1.
Several feamres are notable: First, the
GAs show a significant life-cycle profile
of the distribution of remaining lifetime
nei-payment burdens on current genera-
tions, Young and middle-aged genera-
tions make positve net payments to the
govemment in preseni value, while older

Once the present value of govemnment
spending and the present value of two
of the sources for financing it are
known. the present value of the third
component — the amoun that needs to
be 1aken from future generations—can
be obtained as a residual, We do not
know how this payments burden will
actually be distributed among future
generations. For the purpose of iltustra-
tion, however. it can be assumed 1o be

Particularly siriking is the comparison be-
tween the GA for current (1989) male

distributed equally except for an adjust-
. ment for economic growth. Future
generation-specific population projec-
tions can then be used 1o obtain the per
capita net-payment burden on future
gs:m:r.:ticms.T

generations receive, ot net, in present
value, mainly because of large Social
Security and Medicare benefits.

Second, middle-aged gencrations pay
more in present value than do the very
young, because the former are closer to
their high-eaming and high-taxpaying
years. Third, older female generations

newborns ($73,700) and that for future
genenations ($89.500), The growth-
adjusted differential between these two
numbers is 20.5 pn:l'cmms'9 In other
words, if the treaiment of current genera-
tions is maintained as under current
palicy, and if future projected per capita
govemment spending remains the same.,

v AP TS
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ADDITIONAL PRESENT VALUE OF NET PAYMENTS

TABLE 2
NEEDED TO EQUALIZE GENERATIONAL BURDENS
TIIGUSANDS OF DOLLARS)
Iacome Payroll Sales/ Capiral
Males Aged: Tax Tax Excise Tax Income Tax

0 1.8 2.1 23 1.4
10 30 34 30 23
20 4.5 5.0 33 s
30 54 5.5 33 5.
40 52 4.7 2.9 6.1
50 4.2 32 23 59
60 2.6 t.4 1.7 4.6
70 12 03 1.1 27
80 0.5 0.0 0.6 1.4
Future
generations -13.5 -13.1 -12.9 -13.9
Females Aged:

0 1.0 1.2 2. 0.5
10 1.6 2.0 27 0.9
20 22 28 31 1.3
30 2.5 2.7 32 20
40 25 23 29 28
50 2.1 1.5 23 3.0
60 1.3 0.6 1.6 25
70 0.3 02 1.4 1.7
80 0.2 0.0 0.6 0.6
Future
generalions 6.6 -6.3 -5.5 -1.0

Kolikoff, “Generational Accounts: & New

SOURCE: Alan Auerbach, Jagadeesh Gokhale, and L
Approach for Understanding the Effects of Fiscal Policy on Saving.” Scandinavian Economic Review,

forthcoming 1992.

will bear a 20.5 percent larger burden
than that imposed on current newborns.
This indicates that current fiscal policy
involves a substantial generational im-
balance.

A generationally balanced fiscal policy. if
kept in place, will result in the balance be-
ing preserved through time. Under such a
policy, every mew generation will pay an
amount that leaves the same growth-
adjusted. net-payment burden on subse-
quent generations. On the other hand, a
generationally unbalanced policy that re-
quires current generations to pay too linke

- would require future generations to pay

more. If kept in place, sach new genera-
tion would pay (oo little, and the relative
payment burden between current new-
boms and future generations would
WOrsen over time.

What if the government did nothing about
comrecting the generational imbalance im-
plied by current policy — say, for 10 or
20 years? A recomputation of GAs by ex-
tending current policy treatment 1o gen-
erations projected to be bomt berwean
1990 and 1999 indicates that the growth-
adjusted differential in the GAs of new-
boms in 1999 and 2000 will increase to
35 percent. if generations born before
2009 are treated as they would be under
current policy, the differental between
the GAs of those born in 2009 and 2010
will rise 1o 57 percent. A postponement
of policy directed ar equalizing burdens
o current and future generations will
gradually exacerbate the generational im-
balance in fiscal policy.

B Correcting the

Generational Imbakance

Whai can be done to bring the generation-
al accounts of newboms in 1989 and

1990 into balance? Obviously. either
more revenue will have 10 be extracted
from generations currently living, or
govemment spending will have to be
reduced. Several avenues are available
for achieving this kind of fiscal balance.
Current generations’ net payments can
be raised through higher income. con-
sumption. or payroll taxation or through
a combination of these with reductions
in governmenmt spending.

Table 2 shows the effects on the neir-
payment burdens of different generations
when vanous 1ax rates are increased. In
each case, average tax rates are raised so
that the growth-adjusted GA for future
generations is equalized to that of 1989
newboms. The average income tax rate,
for example, would have 1o be increased
from 14.5 10 15.3 percent. As a result, the
present value of a 30-vear-old’s net pay-
ment would rise by 55.400 for a male
and by $2.500 for a temale. However. the
present-value gains 10 future male and
fernale generations would be $13.500
and $6.600. respectively.

Reducing govemment consumption
alone. on the other hand. would leave the
nel-payment burden on current genera-
tions unchanged. but would nevertheless
reduce the amount that future generations
would be required to pay. Cakulations in-
dicate that the generational imbalance
would be eliminated if govemment
spending were permanently reduced by
3.3 percent. or by $37 billion annually.

It should be noted that each method of
correcting the generational imbalance
would result in a different profile of an-
nual revenue increases through time.
For example, calculations show that

the 1990 increase in revenue from rais-
ing payroll taxes in order to eliminate
the imbalance would have been $37 bil-
lion, while that from raising capital in-
come taxation would have been $33 bil-
lion. Hence. although all the pelicies
equalize net-pavment burdens on cur-
rent and future newboms. ¢ach will
generate a different stream of recorded
deficits through time.
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The government’s fiscal policies can
have significant long-tenm effects on the
resources available to members of dif-
ferent generations. Such policies do not
affect all generations equally, and their
implications for cross-generational redis-
tribution are not reflected in the curent
deficit numbers. Policy evaluation would
be better served by looking at generation-
al accounts, a system that reveals the dif-
ferential impact of policy changes on the
resources of members of different current
and future genermtions.

Computations for the United States indi-
caee that current policy (as of 1989) in-
volves a substantial generational im-
balance. If the treatment of all currently
living generations continues unchanged,
future generations will have to bear, on
average. a 20.5 percent larger lifetime net-
payrnent burden as compared o the bur-
den on current newboms. Undertaking
comective policy changes soon is impera-
tive if this large generational imbalance is
to be prevented from becoming worse.,
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amounts were adjusted for economic growth
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