Generational Accounting.

Generati'onal'AccOuﬂtin'g; AR

method of long-termfiscal ‘analysis
and planning developed by miyself,” -
Alan Auerbach, and Jagadeesh = .-
Gokhale.! -Its goals are'tg assess the
sustainability of fiscal policy and to
measure the fiscal burdens facmg o
current’ and future generatlons ,

- facing future generations implied by-
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Generational accounting isa -

Although generat10na1 accountmg

is only five years-old, it has already
been applied to.the, United States L
Germany;, Italy; Norway, Sweden
Canada, New Zealand, Austraha and
Thailand. In addition;: generatlonal

accounting projects are under way, for

: Japan, Portugal, an dArgentma

: Interest in generatronal accountmg' is ..
. not juist'academic. In'Ttaly, Norway, -
. New Zealand, Japan, and Argentma -
L generatlonal accountmg was, ot is,

by governmental bodies ..

il:  such as the Bafik of Japan and the
| New Zealand Treasury The genera-
: tlonal ‘accounts for Sweden and:™
Thailand were produced by the, ;
Intematlonal Monetary Fund and The :
‘ World Ba.nk Finally, the U.S.

3 o

government has included U.S. genera- '

tional accounts in past editions' of the
Fedetal Budget Pt

This article bneﬂy descnbes o
_generatlonal accountmg, .compares. it ,

to deficit accounting,. apphes itto U. S
fiscal policy, cons1ders its shortcom—
ings, and suggests areas for future

research i
How it Works and What it Does

Generational accountmg is based
on the governrment’s mtertemporal

budget constraint which requires t_hat _

either current or future; generations

pay the government’s bills. The-, -.

government’s bills refer to the present.
value of the govemment’s pI'O_]eCted
futare purchases of goods and services

plus its official net ﬁnanc1al habl.htres
+ Subtracting from these’ b1]_1s the o

present value of prOJected future net |
tax payments of current generat10ns
gives the presert value net tax burden’

by Laurence J. Kotlikoff

current policy. Net tax:paymentsz‘a“r

taxes paid less Social Sec"urity,' :

- Medicare, and other transfer payments

recerved2 L N

The net tax burden’ facmg future
generations c¢an be divided by ‘the

present value of their prOJected labor ‘
earmngs to produce a hfetlrne net tax '

rate. By comparing the hfetlrne net '
tax rates facmg future generatlons N
with that’ facmg current newboms
(who are assuméd'to pay, ‘over

lifetimes; onily the net'taxés implied -
"by current policy); one‘_c_an_ assess-the

sustainability of current-fiscal:poli---

cies. -For example, -i.f‘th'é lifetime net: -

tax rate facing future-generations: is' -
higher than that facing newborns;: >
maintaining current: pohcy through

-, time; which means taxing'successive. .

new generations-at'the'same rate.as -

current generations, is not'sustajnablé ‘
because'it won’t su.fﬁce to’ pay for the :

government’s bills. :

Besides compa.rmg the hfetlrne net
tax rates facing future generations
with that of newborns,»_igenerational .
accounting calculates the presert: "

value changes in net taxes.of genera- -

~ tions; both living and future, resulting’

from changes in fiscal policies.. Take-
an expansion of pay-as-you=go-: - -
financed Social Security retirement - -
benefits. - Generational accounting
shows that this policy Kelps ¢iirrént -
older generations and harms current
younger and futiore generations. -
Specifically; it records ;th'efreduction
in the present value net tax payments
of older generations arising under the
policy and the. increase in-the present
value net tax payments of young and
future generations (whose increased.
payroll taxes have a larger present
value than do their increased Social
Security retirement beneﬁts) 3

Finally, generational accountmg
can identify the set of sustainable -
policies available to the government
For example generatlonal accountmg
can calculate the immediate and
permanent annual percentage increase

. raise taxes again?”’

in income tax revenues (relative to the
baseline projected time path of these
revenues) needed to achieve
intertemporal budget balance. - This -
calculation takes the government’s.
projected expenditures and non-
income tax receipts as given and asks:’
“By what percentage would one need .
to immediately and permanently raise
income taxes so as to be able (in
conjunction with other tax receipts) to
pay for the government’s projected
future expenditures and its current net . -
financial liabilities and never, have to

This sustainability calculation is,
by the way, essentially identical to -
that undertaken annually. by the Social =
Security trustees when they calculate - -
the immediate and permanent percent- .
age increase in payroll taxes needed'to.
equate the present value of projected : -
future Social Security expenditures o
the present value of projected future ::.
taxes plus the current Social Secur1ty &
trust fund. Indeed,if one were'to. s
include only Social Secunty_beneﬁts
and taxes in the construction of /it
generational accounts, one would:énd::
up with, essentially, the Trustee’s -
Report of the Social Securzty Admzm
tration.

Scope and Construction of Gener
tional Accounts

‘Like the Trustee’s Report, gen
tional accounting mcorporates fiscaly
demographic, and growth projections
But unlike the Trustee’s Report,
which considers only Social Seciirity
taxes, transfers, and assets, genera—
tional accounting provides a compre
hensive analysis of the United Stat
and other countries’ fiscal situation
1t does so by considering all taxe
transfers, and net financial liabilitie
as well as all government spending
all levels of government (federal;
state, and local). :

EANITE]

The projections used in U.S
generational accounting are. provided
by the government, including the
Office of Management and Budget;
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: contznued from page 4

the Social Secunty Adm:mstranon
and the Health Care Fmancmg Ad— o
ministration.- Projected totals-of' taxes
and transfers (on a nat10nal mcome
and sex'to ex1st1ng generanons based
on age-sex proﬁles derived- from
 cross-section surveys-and-other- -
 informiation.: Generational- accountmg
. simply applies anthmet1c,to thesg™ "~
data. So'generational accéouriting is "
. not a complicated “black box.” =i+
Instead, it'is a straightforward means

- of drawing out the collective irnplica¥

. tions of the goveriment’s;separate:. -
- fiscal, del'r'iographic; and‘growth

, pr03ect10ns L S
U.S. Generatlonal Accounts -
Chart 1 presents hfetlm 'net tax

lightt bars-show the Tiet tax Tates: under
: basehne pohcy——U S ﬁscal pohcy as &

passed by’ Congress and reJected by
the Pres1dent i the late Fall 'of 1995--

cally h1gher hfetrme net taxvrate_ ‘ one
“equal to 84 percent'5 Not' that this 1's
* a‘net, not a gross, tax rate, ..-Since o
future generations would recéive
pos1t1ve transfer payments the1r gross
.. tax rate would exceed 84 percent '

Next, cons1der the Repubhcan

: ~budget plan. ‘This plan raises the: net
tax rates of current generations .- .
nrnanly by slowing the growth of ,
Medicare and Medrca1d transfers: - -
The ‘higher net.taxation of current
generanons coupled with reduced
levels: of ﬁlture govemment purchases,

- lowers the net tax rate faclng ﬁlture -

generanons but not’ by much. The
rate-declines from 84’ percent to only
71 percent whereas the 34 percent net
tax rate facing newbom mcreases only
margmally § Thus; Chart I tells 1 us that
waiting until 2002 to balance the™*
budget-is doing too little too late to
stabilize the het tax burden facmg i
ﬁlture Amencans Tar BH

Chart 1

Llfe lm Ne T X Rate
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“Deficit Accounting -

nd
]

Generatlonal Accountmg Versus

As just illustrated, budget: balance L
and generanonal balance bear ho -~ SF
necessary relationship. Nor should- -
they. Notw1thstand1ng it§’ ub1qu1tous
use ini ithe analysis of fiscal- aﬁ'alrs the

' deﬁc1t is neither a well- deﬁned

economic concept nor the answer. to_ ;
well-posed economrc questron Rather !
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Should one besurprised that the::
Republican budget.doesn’t come’close
to achieving generational balance, ..

defined as equal: lifetime net tix:rates : -

facing newborn and future generations?:
Not.really. - The.plan:doesn’t reduce
government debt... Instead, it lets it
grow by hundreds of billions of;; dollars 3
for seven more years and prov1des no
guarantee that it won’t grow at recordf
rates thereafter. The plan doesn’t - .,
stabilize the growth of Medicare and
Medicaid benefits. These benefits .
continue to grow year after yearat- ;..
roughly twice the rate of the economy.

And the plan doesn’t change America’s
demographic/fiscal dilemma--the fact
that the enormous cohort of baby. .~

" boomers starts collecting Social Secu-
rity benefits in just twelve years and B
Medrcare beneﬁts in Just ﬁfreen years.__,

‘.1..0 o |
* Net Tax Rates-

s0 " 60" 70 80 90 100

itis.a reﬂecnon of econom10a]ly )
arbltrary decisions by the government :
with respect to the labeling of goyern-'
ment receipts and’ payments 7 This is-
not the case for generanonal account-
mg, since the' answers to the key
economic questions addressed by _
generanonal accountmg are mvana_nt
to the choice of fiscal labels ‘

Take, for example, the view of
many members of Congress that “the” '
federal deficit should be defined to '
exclude Social Security’s surplus. .
Under such a definition, the, . .
Administration’s 1995 plan to balance
“the” budget in-2005 produces a $120 .
billion deficit in that year rather than a
zero deficit.’ If the deficit is deﬁned
to exclude all Social Secunty contri- ,
but10ns (not simply those in. excess of
outlays) on the grounds that each
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- continued from page 5

dollar contributed purchases‘_an' ;

" implicit 1.0.U. for future benefits, :

from the government the 2005 deﬁcrt.
under the, Admlmstrahon 8. pohcy’ is .

over. $1 trﬂhon rather than zeror et

. Given that thie” deﬁc1t S deﬁmtlon

" is-arbitrary; it’s not clear what funda-:

mental policy.objective, if any; is:: =
being pursued by:balancing “‘the” . .
budget. What is clear, however, is
that generational accountmg, rather

than deficit accounting; is needed to ~ -

determine whether any. partlcular
policy is helping to achiéve, genera— B
tional balance. -

Achieving Generatlonal Balance in
the United States :
Assuming the adoption of. the
Republican budget or a 1é onabl
facsimile, what-additional .pohc1es are
needed to achieve generation:balance?
We assessed three types of policies.
These are (a) a permanent percentage
increase in federal'income tax rev-
enues, (b) a permanent percentage
reduction.in all federal transfer
payments, and (c) a permanent
percentage. cut in ‘federdl government

purchases. Edch of these policies.s, .

sustainable in that, once .undertaken
no additional adjustments:are pro- -

jected to be needed to satisfy the

government's mtertemporal budget
constraint. » -

Ach1ev1ng generatlonal balance by
ralsmg federal i mcome taxes reqmres a
taxes are ralsed startmg m 1996 and a
61 percent increase 1f they are ralsed
starting in 2006.1° The equahzed
lifetime net tax rates. facmg current
and future newborns are, in these two
cases, 41 and 44 percent, respectrvely.
If cuts iri'Social Security, Medicare,
and other federal transfer payments
are used instead to achieve genera—
tional balance, a 30 percent cut is .
needed startmg in 1996 and. a 43

'percent cut is neéded’ startmg in’
.2006."" For thése two pohcres the
equalized hfetlme net tax rates are 38 -

and 40 percent respectrvely Fmally,

. generatlonal balarice could be R

"“"able policy. . Sec

achwved by cuttmg federal purchases
by 71 percent startmg in 1996 or by an
infeasible 109 percent startmg m,_, ..
2006 Inboth of these cases, th
equahzed hfetrme net tax rate is 34 )
percent.? '

These ﬁndmgs tell us three thmgs :
First, the, 1995, Repubhcan budget
and, by extension, the . i o
Administration's 1995 budget fall
very far short of the kinds of ﬁscal
“adjustment needed to produce genera-
---tional balance and ach1eve a-sustain-

government waits-to aclneve genera-
tional b'al'ance,‘ft'he _
fiscal adjustment-will.b ﬁThlrd, the
long-term U.S.. ﬁscal-outlook is

As mdwated generatlonal account-
ing doesn’trely-on a.fully: articulated,
stochastic, gene ral equilibritim simu-
lation model.- Instead,-lt combmes
government's own forecasts of receipts
and payments with other: information
ina sunple and stralghtforward way.
This simplicity is both a-strength and
a weakness. I would much prefer -
pohcymakers to cons1der general -
equilibrium models, indeed a range of
such models, in-formulating their -
policies. But, as.a practical matter; -
generational accounting-may: be: the o
best, long-term fiscal planning tool" -
that policymakers would _actua]ly:use.

Because generationdl accotinting
does not consider general’ equlhbnum
feedbacks, it only piovidés af ap-
proximation to the trie generational -
welfare effects’ (1nc1dence) of changes:
in-fiscal policy.”* The quality of this--
approximation depends on the extent
to which the actual incidénce of fiscal

- changes is distributed across genera-

tions in accordance with geniératiorial
accounting procedures for a]locatmg
aggrégate changes in taxes‘and’;
transfers to speclﬁc generatlons

Hans Fehr and I studled the s1ze of
the approxnnatmn error m usmg ; o
generatronal accountmg to assess e

generational incidence.” We simu-
lated a variety of fiscal policies in .
closed- and open-economy versions of
the Auerbach-Kotlikoff Dynamic
Life-Cycle Simulation Model and
compared the dollar value of the .
actual change in utility of particular
generations with the change in their
generational accounts. We found that
changes in generational accounts
generally provide fairly good approxi-.
mations to generations’ actual utility.
changes. The approximations are . .

" better for living generations. They are

worse for policies that involve signifi-
cant changes in fiscal distortions, and
they are worse in economies with
sizable capital-adjustment costs g

Using a life-cycle model automatr-

cally rules out the possibility, raised. .’ s

by Robert Barro and Gary Becker, -
that private mtergeneratlonal tra.nsfers'
offset government mtergeneratlonal
redistribution. Were such the case,.
there would be much less need for
generational accounting. However
recent coauthored studies of mine
sharply reject such models. At the _
cohort level, postwar U.S. inter- N
generatlonal redistribution from - .
young and future generatlons to olde
generanons has been associated Wi
dramatic increases in the relative
consumption of older Americans.*
The data speak quite clearly: Older "
generations are spending the trans
they receive; they aren’t giving them
to their children via larger intervi
transfers or leaving them to the1r
children via larger bequests. Indee
the U.S. government’s past and
ongoing policy of transfernng from
young savers to old spenders ap
to be the major cause for the greate
than two-thirds decline in the U'S
national saving rate since 1950.16
cohort-level rejection of 1 mtergen
ational altruism is very strongls
confirmed by studies of the coi )
tion and intervivos transfers of indivi
dual extended American families

Perhaps the most 1mportant
concern about generat10na1 ace
continued on page 175
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Gen’eration’al- ‘Accounting

- continued from page 6 .

v

" is the choice of the proper discount-:,-‘
.- rate to use in an uncertain-woild: ;

. featuring multiple assets’and i dncom-:
.. plete markets. The key- questlon lS

how to properly discount future tax

- payments and’ transfer rece1pts mhght,

of the riskiness of these payments and

‘ rece1pts .This is an 1mporta.nt drea for
- fizture research on generanonal accormtmg

'. Conclusron 4

rNotwuhstandmg all the attent10n

- they receive, fiscal defigits are largely'
‘ pesides the point whe it comes to- -
. considering’ e1ther thg sustaitiability of
-fiscal policy or the fiscal:burdens
-being foisted on young and future i :
* generations. In contrast'to:deficits: @
accounting, generational'aC'(:i)uﬁting'

epresents a direct attempt: to.assess :

- the sustainability. of fiscal. policy and .
:to.determine which _generations; wrll

yay for the government’s bill., Apph---__.
ation. of general accounting;| to: the.,..;
United States shows that current U S ,

i fiscal policy is unsustamable and that
“recent budget proposa]s fall far short ‘
: of what is needed to prevent p1ac1ng

normous fiscal burdens on today S .
d tomorrow’s chlldren ' N

'f‘fLa‘urence J. Kotlikoff is Professor of
- Economics, Boston University, Boston,
"MA. . This article first appeared in the

NBER Reporter Winter-1995-96. .

_-'See Auerbach, Alan J,.Jaqueesh Gokhdle,"’
and Laurence J. Kotlikoff;."'Generational.- .. .;
ccounts: A Meamngﬁrl Altematzve 10 Deﬁczt
Accountzng, " in D, Br adford, ed, NBER .

Volume, Tax Poliéy and the Economny, vol. 5,
Cambridge, MIT Press, 1991, pp::55:110 and
Kotlikoff, Laurence J,, Generational . - ;

Accountmg New York, N Y: The FreePr ess,

unipaid by. current generations must be pzud
by future generations does not mean that ;
future‘generations must pay-off (retiré)
official. government debt at some finite

¢ date. They do, however, have to: - ..

Thls‘ statement assumes that the return to
cap texceeds the growth rate of the > economy.

/A generation’ s lifetime net rate is defined
as'the ratio of its lifetime net tax paymient to
ts llfetrrne labor earnings, both of which are

measured-as present values discounted to
the year the generation is born

5Agam, this figure is hrgh, in part, because
it is based on a counterfactual expenment in
which’currently hvmg generatlons are
assumed to pay, over the remainder of their -
lives, only the net taxes 1mphed by current
policy.

6 The net tax rate facmg current newborns is

increased because of the reduced: growth in
Medrcare and Medrca.rd, but reduced

- because of the Republicans’ ' plan to cut _

income taxes. These calculations i mcorpo— :
rate a 6 percent real discoint tate. 'The e
corresponding net tax rates:for current -:
newborns-and ﬁrture generations based ona
3 percent real. drscount rate are23. and 51

percent under the Repubhcan budget plan
Note that the genérationial inibalarce in -
baselifte policy;-defined as:theratio of the
net tax rate facmg Huture generations.to that;
facing newborns is; cp.ute similar whether 4
one uses a 6 or 3 percent discount rate. -
With a 6 percent discount raté, the fatio’is™
2.5, with a 3 percent rate, the ratio 182250
Under the Repubhcan plan, generatlonal
imbalance is 2.1 with a.6 percent discount rate
and 1.7 percent with a 3 percent dlscount rate.

"Martin Feldsteln s study, “Social § unty,
Induced Reurement, and Aggregate Ca 1tal
Accumulation;” Journal of Political
Economy, vol. 82, 1974, made a. serrnnal
contribution in pointing out not only that
pay-as-you-go Social Secunty programs
could reduce natlonal saving, but also that
the government’s measure of debt excludes”
unfunded Social Security liabilities. In so
doing, Feldstein implicitly raised the .
question of whether the debf and it changes
over time were Well-defined concepts §

& These’ questlons are: (a) how the fiscal*
burden facing newborns:compares with. that

- facing future generations, and (b) how .

changes in policy,alter the fiscal burdens of
living and future generatlons SRS

9 Under intermediate assurnptlons the Soc1a1

Security Trustees project a sirplus of $134.9

billion in. 2005 (see 1995 Annual Report of
the Board of Trustees of the Federal Old-Age

and Survivors’ Insurance and. Drsabzhty In-

surance Trust Funds, p. 181)

* 10 Thesé tax'increases are calculated =

assuming a'6 percent real discount rate.- If
one uses a 3 percent real discount rate, the
requisite federal incorie tax increases are *
54 percent starting in 1996 and 62 percent
startmgrn2006 o

! These fransfer cuts are calcu]ated assummg
a 6 percent real discount rate, Ifone uses a
3 percent real discount rate, thé requisite cut
in transfer payments is 35 percent starting

in 1996 and 74 percent starting in 2006, ,; i, -~
12 This cut in federal spending is calculated:-
assuming a 6 percent real discount rate.; If .-
one uses a 3 percent real discount rate; “the. L
requisite spending cut is 95 percent startmé |
in 1996 and above 100 percent startmg 1n
2006.

13 For a critique of generational accountmg :
and a reply, see Robert Haveman, “Should *; -
Generational Accounts Replace Public., - -
Budgets and Deficits?” and Auerbach, Alan, :
1., Jagadeesh Gokhale, and Laurence J.” ™~ -
Kothkoff “Generatlonal Accounting: A
Meamng‘ful Way to Evaluate Fiscal -
Policy.” Both articles appear.in The < -
Journal of Economic Perspectrves, Vol 8

no. 1, Winter 1994, :

"“See Fehr, Hans, and Laurence I Kothkoff :
“Generational Accounung in General.
Equilibrium,” NBER working paper no

5090, April 1995. -

15 See Abel, Andrew, and Laurence J
Kotlikoff, "Intergenerational Altruism and

the Effectiveness of Fiscal:Policy—-Neiw: -

Tests Based on Cohort Data,".in Savings ..

and Bequests, Toshrakl Tachlbanalq ed,
Ann Arbor, Michigan: The Umversﬂy of 77 .
Michigan Press 1994 pp 167-196 (NBER &
Reprint 1928).

16 Gokhale, Jagadeesh, Laurence Jooo
Kotlikoff, and John Sabelhaus, “Under-
standing the Postwar Decline in U.S. . y
Saving: A Cohort Analysis,” forthcommg

Activity, 1996 shows that the government’s: |
intergenerational redistribution from- young.:
and future generations to the elderly is

saving. In addrtlon, Auerbach, Alan J
Jagadeesh Gokhale, David N. Weil, “The *
Annuitization of Amencans ‘ResourcesiA ™
Cohort Analysis,” NBER working paper % -
no. 5089, April 1995, shows that, as a: share, o
of their resources, older Americans have
reduced their life insurance holdlngs not -
increased them, in response to anmcrease '
in the annuitization of their resources. - - -

7See Altonji, Joseph, Fumio Hayash1 and
Laurence J. Kotlikoff, “Ts.the Extended -
Family Altruistically Linked? New Tests
Based on Micro Data,” The American.
Economic Review, December 1992. (NBER
Reprint 1811), Hayashi, Fumio, J oseph
Altonji, and Laurence J. Kothkoff “Risk
Sharing Between and Within Families,” " -
NBER working paper no. 3834, forthcom-
ing in Econometrica, 1996, and “Parental . -
Altruism and Intervivos Transfers: Theory .. .
and Evidence, forthcommg NBER worklng
paper, Boston University Institate for =+
Economic Development working paper-no.:
65, Oct. 1995.
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