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LONG-TERM DEFICIT OUTLOOK

FRIDAY, APRIL 12, 1991

U.S. SENATE, -
SUBCOMMITTEE ON DEFICITS, DEBT MANAGEMENT
AND INTERNATIONAL DEBT,
CoMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:03 p.m., in
room SD-215, Dirksen Senate Office Building, Hon. 3ill Bradley
(chairman of the subcommittee) presiding.

[The press release announcing the hearing follows:]

[Press Release No. H-11, April 9, 1991]

HEeARING PLANNED ON LoNG-TERM DEFICIT OUTLOOK; SENATOR BRADLEY SEEKS
BETTER WAYS TO MAKE BUDGET DECISIONS

WasHiNGTON, DC—Senator Bill Bradley (D., NJ), Chairman of the Subcommittee
on Deficits, Debt Management and International Debt, announced Tuesday that the
Subcommittee will hold a hearing on the long-term outlook.

The hearing will be Friday, April 12, 1991 at 2 p.m., in Room SD-215 of the Dirk-
sen Senate Office Building.

The hearing will examine the outlook for deficits over the long run, as well as the
long-term national priorities reflected in current decisions about deficits and budget-
ing. In addition, it will examine ways that the Federal Government could better
measure the long-term impact of Federal spending and tax policy.

“Our current Federal budget policy lacks a star to steer by. We too often lose
sight of the long-term effects of today's decisions. I hope that this hearing will start
to focus on ways to improve the Federal budget to help policymakers make better
long-term decisions. We need to determine what kinds of additional information or
analysis will help us in this process,” Bradley said.

OPENING STATEMENT OF HON. BILL BRADLEY, A U.S. SENATOR
FROM NEW JERSEY, CHAIRMAN Ol THE SUBCOMMITTEE

Senator BRADLEY. The subcommittee will come to order. This is
the first hearing of the new subcommittee created by Senator Bent-
sen, called Deficits, Debt Management and International Debt. I
call it the three horsemen of the apocalypse. Over the next 2 years
I hope and expect and we will examine a series of topics in the
international and domestic area.

The first hearing today, and I expect that there will be more on
this overall topic, will examine the outlook for U.S. budget deficits
over the long run as well as the discussion of long-term national
priorities reflected by current budget decisions. In addition, we will
examine ways that the Federal Government could better measure
the long-term impact of Federal spending and tax policy.

The subcommittee will also b2 holding hearings in the future on
international debt. Over the next 2 months we will hold two hear-

(N



2

ings, one on debt conversion proposals such as debt for nature
swaps and the other on debt and capital flight in Latin America.

Today’s hearing is on the budget. We all know that we have
budget problems but we lack a framework or a set of principles for
viewing the solutions to the problem. Tax reform, something I
worked on for a long while, was based on a set of principles: fair-
ness, equal incomes pay equal taxes, lowest rates for efficiency.
Those principles helped us to evaluate alternative proposals and
helped us to explain why taking away some preferences was neces-
sary for the greater good over the longer term.

I am concerned that the debate over deficit reduction often is not
based on principles and often is not focused on the implications of
Federal actions for the future. Actions on the budget in my view
need a star to steer by, and the purpose of these hearings is to try
to address whether we can find some stars to steer by as we make
very tough choices on the budget.

I will be asking all of the witnesses some of the same questions:
How well does the current budget as constituted provide us with
sufficient information to guide us in the future? What kind of addi-
tional information or analysis would help in our understanding of
how the budget affects the future? If we continue with our current
priorities, where will be in 10 or 20 years? What set of principles
should we use to guide budget policy? What principles look to the
future? Is there a star that can help us set our sails?

I hope that these questions will provide a thread of continuity for
the hearing and a thread of deliberation for the committee as we
try to take a serious look at the budget in the future over the next
several months.

Our first witness will be Dr. Robert Reischauer who is the Direc-
tor of the Congressional Budget Office in Washington. Dr. Reis-
chauer, thank you very much for coming and the floor is yours.

STATEMENT OF DR. ROBERT D. REISCHAUER, DIRECTOR,
CONGRESSIONAL BUDGET OFFICE, WASHINGTON, DC

Dr. ReiscHAUER. Thank you, Mr. Chairman. I appreciate the op-
portunity to appear at the inaugural hearings of this subcommittee
on an extremely nice day to discuss an important topic: namely,
the development of Federal budget information that could help to
improve long-range decisionmaking.

With your permission, I will submit my prepared statement for
the record and will summarize some of *he points that were made
in that statement.

Senator BRaDLEY. All right.

Dr. ReiscHAUER. As a backdrop to this discussion, let me start by
saying a few words about the budget outlook for the next few
years. CBO’s latest estimates are presented in my prepared state-
ment. They show that the deficit will be up at record levels in the
current fiscal year and the next fiscal year. In other words, it will
be around $300 billion in 1991 and 1992. After 1992, however, the
budgetary situation should improve markedly as the impact of tem-
porary factors begin to fade: the recession that we are currently ex-
periencing, and the hemorrhage of spending for the deposit insur-
ance accounts; namely, the savings and loan debacle.
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The outlook is also expected to improve because the savings from
last year’s budget agreement will begin to mount and mount sub-
stantially. In fact, by 1995, they should amount to something in the
neighborhood of $160 billion. If the spending limits that the new
Budget Enforcement Act established are adhered to, the deficit
should fall below $100 billion in 1995. If this occurs, it will be the
first deficit that is under 1 percent of GNP for the previous two
decades.

Much of the concern about the huge deficits that we have piled
up during the last two decades is related to a vague apprehension
that the deficits are going to be a burden to future generations. I
think most economists would agree that these concerns are quite
Jjustified for when the government spends more than it takes in, it
has to borrow. This borrowing absorbs private savings and reduces
the pool of resources that are available for productive investments.
Fewer investments, of course, mean a smaller capital stock, slower
growth and, ultimately, lower standards of living.

While it is far from perfect, the budget deficit as currently meas-
ured is an acceptable yardstick of the impact of current budget
policies on long-term growth. A number of analysts would disagree
with that assessment. In fact, they would argue that the current
deficit measure seriously overstates the detrimental impact of
recent budget policy on national saving and economic growth.

Among the more frequently heard criticisms of this sort are that
the conventional measure of the deficit is not adjusted for inflation
and does not treat net government investment properly. For the
most part, adjustments for these factors can be made. In fact, CBO
has done so in a recent study.

We found that once one made adjustments for these criticisms
and others, the basic pattern of deficits was not appreciably
changed. The conclusion that the government has absorbed far
more of the Nation’s saving in recent years than in earlier periods
remained true. As a result, one is still left with the sorry conclu-
sion that future standards of living are likely to be lower because
of our recent budgetary policies.

A number of analysts have advocated that the Federal Govern-
ment adopt a capital budget. They have argued, in part, that this
would reduce the bias that current budgetary practices exert to-
wards current spending and against future-oriented investment
spending. A capital budget would remove Federal investment out-
lays from the conventional budget and account for them separate-
ly. Only the deficit in the remaining budgetary accounts, which
would be labeled the operating accounts, would then be the focus of
policy concern since only that part of the budget would show the
government’s impact on reducing national saving and economic
growth.

CBO has expressed a good deal of skepticism about capital budg-
eting because we feel that it has several limitations. The first of
these relates to the potential for political manipulation of capital
budgets; what you might call the New York City syndrome. This
danger arises because it is inherently difficult to determine which
program should be considered investments. Political pressures
would inevitably arise to classify more and more types of spending
as investme.its in order to protect these programs from the deficit
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gis&:ipline that might be meted out on the operating side of the
udget.

A second concern that CBO has relates to the inherent difficulty
encountered when one tries to determine depreciation on govern-
ment assets. There are no markets for many government assets
and, therefore, depreciation would have to be estimated. This esti-
mation process would be subject to considerable error.

A final concern that CBO has is that if we maintain both a cap-
ital and an operating budget, it would be less likely that the full
resource costs would be taken into account when budgetary deci-
sions are made.

Those who focus on the budget as a tool that helps policymakers
make decisions about allocating resources among different uses
have long recognized that conventional budgetary practices treat
inadequately certain programs: namely, those involving credit and
various types of contingent liabilities.

The Omnibus Budget Reconciliation Act of 1990 reformed the
budgetary treatment of direct loan and loan guarantee programs
star(tiing with fiscal year 1992. This represented a major step for-
ward.

The new credit reform system will include the present value of
the government subsidy as the outlay in the year in which the
loans are disbursed. All other cash flows resulting from credit pro-
grams will not affect the budget deficit. This treatment of credit
programs will more accurately reflect their economic effects and
will represent a more accurate measure of what it is that decision-
makers can control.

The current budgetary treatment of Federal deposit insurance
suffers from many of the same shortcomings. Under the new
budget law, CBO is required along with the Office of Management
and Budget to examine different budgetary treatments of deposi-
tion insurance. We will be reporting back to the Congress on this
topic in the next couple of months.

Recently, a number of economists who are concerned about the
possibility that current budget policy might represent a burden on
future generations and who are convinced that our current metrics
are not capable of analyzing this kind of issue have begun to devel-
op new types of models.

One of these efforts, which has been undertaken by Professors
Auerbach and Kotlikoff, calculates a system of generational ac-
counts. At your request, CBO has begun to assess the feasibility,
advantages. and drawbacks of implementing such a system.

The system of generational accounts is intended to be an explicit
and precise estimate of the net burdens that government policies, if
extended indefinitely, impose on different age groups, including the
unborn. Generational accounts indicate, in terms of present value,
the net amount that each current and future generation is project-
ed to pay to the government. This system illuminates the genera-
tional implications of the budget as a whole as well as those of par-
ticular fiscal measures that the Congress might enact.

While we are still at the initial stages of our analysis, CBO has
several reservations concerning whether this approach is likely to
have widespread utility. Let me mention just five of these.
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First, a tremendous number of assumptions are needed for this
type of system, and the analysis that results can only be as good as
the assumptions that go into it. We plan to investigate the sensitiv-
ity of the results to variations in the assumptions.

With respect to the assumptions, it is also worth pointing out-
that models and methodologies that depend on controversial as-
sumptions are likely to be less useful to policymakers. This comes
through very clearly to those at CBO who have been involved in
estimates of the distributional consequences of various Federal
policies, particularly in the tax area where we quickly get into dis-
putes over the appropriateness of certain assumptions. The analy-
sis is attacked and discredited on the basis of the assumptions,
which is quite correct if the assumptions are dubious in any way.
But this type of problem will be multiplied many times with re-
spect to a system of generational accounts.

Second, it is inherently difficult to decide exactly what future
commitments are implied by current spending and tax policies,
which are an essential ingredient into this methodology. While
such judgments can plausibly be made for a 5- or even a 10-year
period, it would be very difficult to extend such kinds of judgments
to a life time, which is what a system of generational accounts re-
quires.

Third, the important feedbacks between fiscal policy and nation-
al economic growth are not taken into account, in the current ver-
sion of the generational accounting framework. From my earlier
remarks, you might have guessed that CBO feels that these are the
primary ways in which current budget policy affects unborn gen-
erations.

Fourth, generational accounting does not deal with the conven-
tional kinds of distributional analysis, such as the impact of gov-
ernment policies on the income distribution at a point in time. For
some issues, this is the overriding consideration for policymakers.

Fifth and finally, the results of generational accounting may be
hard to interpret for some. It may be difficult to attach meaning to
the results of this analysis. One does not really have a standard to
judge the appropriateness or the inappropriateness of the results.

~Future generations will probably be better off than current genera-
tions. How much redistribution should there be from the future to
the present given that likelihood?

Let me conclude by saying that I do not want you to interpret
my reservations as a rejection of this line of analysis. Comprehen-
sive and forward-looking frameworks, such as generational ac-
counting, could fill an important gap in the information that is cur-
rently available to policymakers. As such, they would best be
viewed as supplements to, rather than as substitutes for, our exist-
ing budget accounting systems. But before they can even fill this
more limited role, a good deal of further work needs to be done to
refine the models. CBO will be working with you and with this
committee to try and do that.

Senator BRADLEY. Thank you very much, Dr. Reischauer, for
your testimony. It is appropriate that you be first to frame some of
the questions that some of the later panelists will also address. And
I am sure you are familiar with the work of many of the people
who will follow you.
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In building on what was done in last year’s budget in terms of
present value for the government subsidy of loan programs, one of
the later witnesses is Jane Gravelle,-who will testify about the use
of present value in measuring tax changes.

Do you agree with her that a 5-year budget treatment really does
hide longer terms costs? And the present value analysis might ac-
tually be a better way at getting at the longer term cost question.

Dr. ReiscHAUER. Certainly for certain kinds of——

Senator BRADLEY. And to just lay it out—I mean yes or no? This
is the day when I hope a lot of people will disagree or agree.

Dr. ReiscHAUER. I would say that analyzing changes in certain
kinds of tax policy in a present value framework is important. It
should be a supplement to what we do now. The same way that
when CBO analyzed the cost of the savings and loan bailout, we
presented our analysis in present value terms. In addition, we in-
cluded the standard budget presentation as well. I think you know
that different questions are answered by different methodologies,
different approaches. This is a case where long-term impacts that
change either in magnitude or in sign in the distant future are im-
portant to analyze in present value terms to understand those costs
and benefits.

Senator BRADLEY. So you see no problem in developing this kind
of information for things other than the——

Dr. REISCHAUER. Oh, I see problems in developing it. [ mean the
methodological problems are tremendous. One has to make as-
sumptions about discount rates that can be quite controversial.

Senator BRADLEY. In your testimony that was submitted, you in-
dicated that payroll tax cuts would reduce national savings and in-
vestment and shift burdens among generations. Could you elabo-
rate on both those outcomes? How would it shift and how would it
reduce?

Dr. ReiscHAUER. Yes. The Finance Commitiee released yesterday
a CBO study that estimated the impacts of reductions in payroll
taxes using growth models. To summarize the findings, over the
very short run—the next couple of years—a payroll tax cut would
stimulate the economy slightly and add to employment because we
currently have less than full capacity utilization. But in the longer
run analysis, a payroll tax cut it would reduce national saving,
reduce the capital stock and, thereby, lower standards of living.

This analysis also took into account the long-run implications of
plans, such as Senator Moynihan's, which call for higher payroll
taxes in the next century. By the same token, when that occurred,
the national saving would rise and growth would increase.

Senator BRADLEY. So that if you have done this for a payroll tax
cut, could you do this for any tax change?

Dr. REISCHAUER. Yes.

Senator BRADLEY. And do you have that capacity now?

Dr. RE1scHAUER. Yes, we do.

Senator BRADLEY. You just have not been requested to do that, is
that correct?

Dr. REISCHAUER. Yes. At various times, we have done this sort of
analysis as to what would increase in the deficit, whether caused

by tax cuts or spending increases do to long-run growth.
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Senator BRADLEY. I hear your comments on the idea of genera-
tional budgeting, but what thoughts do you have in helping us
think through what the impact of specific decisions we take are ac-
tually going to be on future generations—other than the obvious
which is that if you reduce the deficit and you will increase savings
and everybody will be better off? If you would be more specific.

Dr. ReiscHAUER. Well, this is the point where we ask whether
the tools of economists are precise enough to provide you with spe-
cific answers, such as the generation born in the year 2000 will be
X percent worse off or better off from this policy. I guess I am at
the position where I do not think we have the capacity to do that.

Senator BRADLEY. But your fifth red flag that you raised about
generational budgeting, you said you assume that future genera-
tions are going to have a higher standard of living?

Dr. REISCHAUER. Because I assume that we will have real eco-
nomic growth in this country, which I do not think is an unrealis-
tic assumption given the history of the last 100 years and expecta-
tions about technological change and the fact that, while net in-
vestment has been low, it has been positive.

Senator BRADLEY. Well, what was your fifth point then? You said
that it is difficult to redistribute the future to the present?

Dr. REiscHAUER. No. Even if I could provide you with a set of es-
timates that policy A, if adopted, would change the generational
accounts in the following way, you are still faced with some very
difficult questions that basically involve value judgments that boil
down to how much better off should future generations be than
current generations. Each political cohort, in a sense, makes those
Jjudgments usually implicitly, rarely explicitly. This would probably
bring those sets of decisions out into the public debate more. I, for
one, think it would probably tilt decisions more in favor of future
generations, which would be a good antidote to the policies of the
last several decades.

Senator BRADLEY. So that you see that given the fact that it ulti-
mately is going to be a political/value judgment

Dr. REiscHAUER. But that is a value judgment on my part.

Senator BrRAaDLEY. But given the premise that it is going to be a
political/value judgment, it is possible to at least lay out the eco-
nomic facts or implications. Some people would say no.

Dr. REIsCHAUER. Whether it is possible to lay them out genera-
tion-by-generation—I mean, 10-year cohort by 10-year cohort—is an
open question in my mind. Whether we can say policy X is likely to
improve the situation for generations yet unborn or hurt them is
quite doable, but it is also quite doable through much simpler me-
chanics——-

Senator BRADLEY. Such as?

Dr. REISCHAUER [continuing]. Than generational accounting, such
as the growth models that we have relied on for the analysis of the
Social Security tax cut.

Senator BRADLEY. So you see that as two separate paths to
achieve the same objective?

Dr. REISCHAUER. I do not want to put words in his mouth, but I
think Professor Kotlikoff would say that the feedback effects or
macroeconomic impacts of reduced deficits can be built into a
framework of generational accounts, therefore, having in a sense
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~ the best of both worlds. But one would still be left with the alloca-
tion within a generational accounting framework being determined
by hundreds of assumptions, some of which might be extremely
controversial, some of which might be stabs in the dark.

As you know, when we present you with a printout, it becomes a
lot more certain than when I am speaking about this.

Senator BRADLEY. Right.

Dr. REiscHAUER. These numbers might take on more of a life
than they deserve.

Senator BRADLEY. I am certainly aware of the iron law of the
table, particularly the distribution table. But just so there might be
some sense here, when you look at 3 years, 5 years and 10 years,
what is the increase in the margin of error as you estimate?

Dr. ReiscHAUER. I think you would have to tell me exactly what
it is that we are estimating here.

Senator BrRapLEY. Well, all of the assumptions that have to go
into estimating say, budget policy, size of the deficit, interest rates,
unemployment, all those things. As you look out, after a certain
point it becomes——

Dr. REISCHAUER. Mammoth.

Senator BrRADLEY. It is hard for me to understand how scientific
it is as opposed to just picking a number.

Dr. ReiscHAUER. That is good. We would like to let you stay in
that state. These numbers become highly uncertain. By the time
you are 5 years out or 10 years out, I think the margins or error
are tremendous. Some of the underlying assumptions about the
world, the labor force or population change.

Senator BrRADLEY. So that would pertain to your own analysis of
the Social Security tax cut as well as to generational accounts?

Dr. REISCHAUER. It would apply more to generational accounting.

Senator BRADLEY. Why?

Dr. ReiscHAUER. Because what we did in our analysis of the
-impact of a cut in Social Security taxes was basically to use growth
models to ascertain the effect of a reduction in government reve-
nues—holding “spending the same, increasing the deficit—on infla-
tion and the GNP.

Senator BRADLEY. You say it is a more modest analysis?

Dr. ReiscHAUER. Right.

Senator BrRabpLEY. Of your five questions about the idea of gener-
ationai accounting, which one do you feel is the most important to
address or the most significant?

Dr. REiscHAUER. The first three are major problems; one being
the assumptions. Now if we found that the assumptions one had to
make to engage in this kind of analysis—that two plausible as-
sumptions gave different signs on the effects—then the question
would be, what is the usefulness of this approach? It really will be
open to a lot of controversy, a lot of debate. So that is terribly im-
portant. You have to get over that hurdle before you can go onto
the next stage.

My second reservation involved the question, how do you really
define current policy out into the future? Maybe this is the kind of
issue that could be resolved in the same way that the baseline defi-
nitions are set in the Budget Act.

Senator BRADLEY. No change you mean?
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Dr. ReiscHAUER. Well, but there is a question on what does no
change mean. Certain parts of our law are set in nominal terms—
target prices for wheat or whatever. By the year 2050, there will be
no program for all practical purposes, if that assumption held true.

How do we define current policy with respect to Aid to Families
with Dependent Children (AFDC) benefits? AFDC benefits are de-
termined at the State level and the Federal Government pays a
fixed percentage—well, a percentage that varies according to the
State’s squared per capita income. ~

Over the last 15 to 20 years, real benefit levels have declined by
about” one-fifth in AFDC. Is current policy to continue the decline
by one-fifth every 20 years? By the year 2050, we will have, for all
practical purposes, no AFDC program.

Senator BRADLEY. I see. So your point is that if you were going to
seriously do this, you would have to be able to assume spending
and taxing patterns that are not under the control of the govern-
ment even though the Federal Government pays the bill?-

Dr. ReiscHAUER. We would have to have some acceptable defini-
tion. Are we going to say that food stamps will always provide 4
percent or some fixed percentage of the income of the lowest quin-
tile and we will define that as current policy? One could do this. It
would be an interesting and useful exercise. Whether it should be
defined as official government policy for a government agency to
do is another question entirely.

Third reservation I had related to feedbacks between fiscal policy
and national economic growth. This certainly could be worked into
a system of generational accounts if we knew more. I think we
should devote more research to estimating these types of feedback
effects. They are very difficult to estimate.

I mean you think of something really quite simple—the provision
of benefits to the aged in America. To a large extent, the govern-
ment provision of Social Security benefits could be offsetting pri-
vate transfers that would have occurred in their absence. In other
words, children would have taken care of their parents. We are
looking at one side of this account. In complete framework one
might want to work in the private offsets to public policies.

Senator BRADLEY. You are raising a whole nest of complications
which I appreciate. But are you saying there are no solutions to
these complications? I mean these are all serious concerns. They
raise, well, can you actually get any accuracy from a longer term
analysis. And that is basically what we are exploring today; not
any particular one.

Dr. ReiscHAUER. | will have a more definitive answer to that
question when we finish our analysis of this model, which we are
now undertaking for you.

Senator BrRabLEY. All right. Well, I will look forward to receiving
the analysis and I appreciate very much your testimony. And
thank ycu very much. :

I have here some questions from Senator Grassley, which I will
submit to the record if you could answer them. Thank you.

[The questions appear in the appendix.]

Senator BrRADLEY. Our next witness is Charles Bowsher, Comp-
troller General of the United States.
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[The prepared statement of Dr. Reischauer appears in the appen-
dix.]

Senator BRADLEY. Mr. Bowsher, welcome to the subcommittee
and thank you for your own credibility on these issues. As I look
around I see that every time I turn, you are there telling what the
facts are as you see them, which is what I think you should be
doing. And I see you have come well prepared.

Mr. BowsHER. Right. I got a good team here.

Senator BRabLEY. The floor is yours.

STATEMENT OF H()N.Q(THARLES BOWSHER, COMPTROLLER
GENERAL OF THE UNITED STATES, WASHINGTON, DC

Mr. BowsHER. All right. Well, thark you very much, Senator.
And we are please to be here today. On my right is Dave Mathia-
sen; on my left is Sid Winter and Jim Kirkman. And we will be
pleased to answer any questions. What I thought I would do is just
read a few paragraphs of my statement and summarize the balance
of it and then I would like, if possible, to have it put in the record
in its entirety.

Senator BRADLEY. Your full statement will be put in the record
in its entirety.
d.[’Iihe prepared statement of Mr. Bowsher appears in the appen-

ix.

Mr. BowsHER. Our budget policies today are among the most im-
portant elements that will determine the national standard of
living in the 21st century. Witheut sufficient investment in new
factories, highways, research, education and all of the other factors
that determine the productivity of our labor force, the United
States will not be competitive in the future world economy. Unless
we save today in order to provide for that investment, our children
and grandchildren may find they cannot sustain a. high standard of
living while also supporting an increasingly large retired popula-
tion. Without increased savings and investment, our standard of
living may fall behind that of other industrial nations, and the
United States may very well lose the preeminent position it holds
today in the world economic order.

Unfortunately, our budget policies of the last decade have short-
sightedly promoted consumption at the expense of our future eco-
nomic well-being. Huge Federal deficits have drained private sav-
ings that could have been devoted to new plants, equipment, and
other productive private investments. At the same time, the budget
has provided inadequate funding for highways, education, research
and other public investments.

And if I could just run over the numbers a little bit here. In
other words, when the President sent his budget up here a couple
of months ago, it was finally acknowledged that our official budget
deficit was $300 billion and over 5 percent of the GNP. As we have
pointed out several times, even those official figures are somewhat
lower than what the real figures are, because the real figures, if
you took away the trust funds like the social security trust fund
receipts that you are using to pay general operations, you really
have :fl delﬁcit of around $400 billion here at the Federal Govern-
ment level. -

i}
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And it is interesting to think that in 1986, when the Gramm-
Rudman law was passed, we were at the $200 billion level. And so
the deficit has really been moving up rather than moving down
;{vhich is what, of course, the intent was of that law and other ef-
orts.

I think also we have to recognize that the debt is moving up very
dramatically. I remember briefing some of the incoming members
of the Bush administration and sayving that you should not be
overly impressed with some of the numbers that you are going to
see here in the official documents, because many of the problems
such as the S&L crisis that you are inheriting are going to be much
larger than anything that is booked there.

And so you have got a $3 trillion debt now and you are heading
to $4 trillion. And I was hoping at the time that there would be
policies put in place that would start to bring that down. But the
truth of the matter is, we are heading to that 4 trillion. We are at
something like 3% now. By the end of this year, I think we will be
at over 3.6. And we will not be too far away from the 4 trillion in
1992. And if we do not turn the trend around, why we can easily
head to the $5 trillion level.

This has a tremendous impact on the interest cost. I think CBO
has estimated that the cost might hit $300 billion this coming year
if we count the interest cost for the trust funds. And that will prob-
ably put us over the defense level as the number one budget item.
And that is a great burden that we are passing on to the next gen-
eration here. :

Now, it is not just a government problem. In other words, the
private sector too in recent years has loaded up on debt. I remem-
ber being in a meeting with Greg Jones, a former chairman at GE,
and he said, let us not just dump on the government here. He said,
ali of us in the private sector have seen a tremendous increase in
debt. And the personal savings rate has gone from 8 percent in the
1970’s down to 5 percent.

So then I think we have a very serious problem here if we are
not going to pass these problems on to the next generation. In the
report that we issued last September which you, Senator Bradley,
and Senators Grassley, Exon, and Moynihan had requested, we
were asked three questions. One was, how big is the budget deficit?
And that is when we said that the reported figure was about $300
billion, but that if you looked at the real figures, it was closer to
$400 billion.

The second question was, how long would it take to work this
down on a realistic economic basis? We projected about 7 years. We
said 6 years after the current year, so that was about 7 years. And
we said that the goal should be a 2-percent—of GNP—budget sur-
plus, or a balanced budget if you exclude the trust fund surpluses.
And we laid out some options in the defense, domestic, and revenue
areas as to how that might be done over that kind of a period.

Now, of course, as we were working on that project last summer
for you, the budget summit was going on and they came up with a
$400 billion-plus package which we said was a good start. The only
problem it seems to me now is that the timing was not so good. In
other words, just as they finished putting the budget agreement to-
gether, the government was sliding into a war situation and, of
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course, into a recession. And I think the war numbers are some-
thing that a lot of people do not fully understand.

In order words, the focus now is on the incremental costs of that
war, and there is no question I think that if the government can
collect on the burden sharing pledges from the other countries, the
incremental costs of that war can be covered. But there will be
other costs as a result of the war. In other words, as part of the
budget agreemnent last year, the Army was going to come down
from 18 divisions to 12. The Air Force was to come down by nine
air wings, and the Navy was going to come down by 100 ships to
about 450 ships. And so there was an agreed upon plan to come
down in the size of our armed forces. And that is really how we
were going to achieve the defense savings.

Much of that will not be able to be achieved this year or even get
started next year because it just is not going to be easy now to get
the force levels that everybody was hoping for. So I think we will
have some carryover problem, you might say, related to the budget
agreement because of the war situation. And those are real costs to
the American taxpayer, costs that will not be covered by other
countries.

Now, we also have to point out that of the anticipated savings in
the budget agreement, $144 billion has to be enacted in appropria-
tion bills in the next few years. So if you do not get those savings
enacted, you do not get those savings. So there is a lot of work still
to be done on the budget agreement.

Now, if I could just address the long-term budget situation and
what it means to the country’s competitive position, I think that
America has to become more competitive if we are going to contin-
ue to be a world class power in the economic area. And we have got
some major problem areas to address—problems which add a great
deal of costs to our products.

The health care area is a good example. In other words, our
health care program in the United States is at about 11 percent of
GNP and it is going up to 15 percent. We spend more money than
any other Western country on health care. And we have quite a
few problems of access to the system and other things like that.
But we have got to get ourselves a health care program that gives
access to most of our people within a reasonable cost framework.

Although the Canadian system would not be a perfect system to
transport to America, | am sure at the same time it has a lot of
features that ought to be looked at. They made some real changes
in their health care program about 20 years ago and they have lev-
eled off their cost trend. And so these are some of the things GAO
is working on in the health care area.

I think if you look at education, the drug war, or the defense
area where we are spending 5 percent versus 3 percent by a lot of
other countries—Japan just spent a little over 1 percent—these are
areas where we need to examine the levels and priorities for our
spending.

And then I think the last one, of course, is the large Federal defi-
cit. I really believe we have got to bring this Federal deficit down.
Letting the debt rise to $4 trillion and on up to $5 trillion is a very
worrisome situation.
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I think we also have un-met needs, like the infrastructure in the
transportation area. Ours was a nation that invested heavily over
the years in its transportation infrastructure, making it possible to
move vast amounts of people and material around. But we now
have these large deficits at the Federal level, and similar ones now
starting to develop at the State and local levels and in the private
sector. As a result, we are just not making the investments that we
once did.

Now, one of the things we have recommended is a change in the
structure of the budget so that you would have more insight into
what is really happening. We believe in the unified budget concept
so that economists and‘others know what is the impact of the Fed-
eral Government on the economy and what is the cash flow. But
we also think that the budget needs some other features. For exam-
ple, we are supporters of a break-out between capital investments
and operating expenses.

No question, there would be some problems in developing such a
breakout but these problems are not insurmountable. I think you
need that kind of information and also much better information on
our labor costs so that we can make investments. In other words,
we are never going to be a productive government if we do not
learn to make investments. Along these lines, one of the things
that we have done quite a bit of study on in the last couple of
years, and are going into ourselves, is this whole total quality man-
agement (TQM) approach to management and quality. In the pri-
vate sector, in some areas, there have been tremendous TQM im-
provements, but it takes investment. In other words, you have to
be willing to make the needed investments.

And in our type of budgeting where every dollar is an equal
dollar, if you are going to invest in a major system improvement,

-all of the cost must be expended in the first year. And so it is much
easier from a budget point of view to keep the same old system. I
think if you ever go to a service center of the IRS, you will see the
best example of this, where they are really using 1950 technology
to process all these 200 million IRS returns that t'i« American
people send in. And each year as they go through the budget proc-
ess, first being clipped by Treasury and then OMB and then
coming over here to the Congress, it is a tough hurdle race. And it
is not easy for them to sell investment. In other words, investment
adds to the deficit. The deficit is viewed as something that we do
not want to add to and, therefore, the investment starts to fall out
in the negotiations.

So I think a better break-out of the budget is needed. We have
proposed a six-part budget to show the general trust, and enter-
prise funds, with these in turn broken into capital and operating
parts. It is one of the ways we think that the decisionmakers would
have a greater insight into what is really happening here at the
Federal Government.

I have also been taken by Herb Stein’s ideas. In other words, I
am very glad to see that he is on your program here. We should be
trying to figure out how much do we want to spend for some of
these major areas and then figure out how to split that.between
the government sector and the private sector and have programs to

45-245 - 91 - 2
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really achieve it. And I think that that type of thinking is some-
thing that deserves a lot of consideration.

And that is what leads me to my last idea and recommendation
for everybody’s consideration, and that would be possibly the need
for another budget commission. I recommended it to some of the
people last year when they were going through the budget summit
talks. But in 1967, we did have a budget commission. A lot of
people from the private sector and the government sector served on
it. And we really have not had anything like that for 25 years.

And I just wonder if it is not about time for another commission,
but maybe not this coming year. I think we have got to let the
budget agreement work itself out for another year or so. But
maybe after the presidential election in 1992, it would be time to
have a commission again to see what kind of recommendations
they could come up with—and they could consider all of these ideas
including the generational accounting and budgeting.

Senator BRADLEY. Thank you very much, Mr. Bowsher, for your
testimony. You mentioned Herb Stein’s proposal and we are going
to hear from him on the next panel.

Tell me, what is it that you like about that proposal?

Mr. BowsHER. Well, what I like about that proposal is it gives
you a greater insight into what you are trying to do in the major
segments of your society. I think health care is a good example.
What we have really been doing for the last 20 years in health
care, is we have been moving costs from the public sector to the
private sector. When we think we have got a budget deficit and we
ought to get rid of some of these costs, we kind of push it over here
into the private sector. And then the private sector starts to run
deficits of the hospitals and everything, and they figure that they
have to push more of this back to the public sector. )

Each time some group is claiming cost savings. In other words,
every time people announce that they just achieved some cost sav-
ings and eliminated some inefficiencies here or there. But the truth
is, all they are doing is pushing the costs around from the public to
the private sector or vice versa.

When you look at Herb's thinking, why you would get more long
range planning, some thinking about well, what does this sector
really need to modernize, and then how much should be done by
the government versus the private sector.

Senator BRaDLEY. Are you familiar with Jane Gravelle’s net pri-
vate present value work?

Mr. WiINTER. Not specifically, unless you can clarify that.

Senator BRADLEY Are you familiar with trying to look at present
value for various tax changes?” You know, we looked at present
value on net in last year's credit budget agreement. This would
look over at the tax change area. Are you familiar with that?

Mr. BowsHER. Well, we are somewhat familiar with that. I am
also familiar with the fact that sometimes people like on the S&L
crisis want to use present value and only present value as to how
much is it going to cost. I think it is dangerous. In other words, I
think present value is a good thing to look at, but you also should
be looking at cash flow and the accrual of what is the cost all the
way out there. So I think the concept of present value is a very
useful economic thing. But sometimes people, I think, misuse it too.
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Senator BRaDLEY. Do you think we need full accrual of liabilities
for the Federal Employees Retirement System?

Mr. BowsHER. I have always felt that the major liabilities should
be accrued. I remember serving at the Pentagon in the late 1960’s
when they used to put up charts and they would show us that our
military retirement now is $4 billion, and in a few years we would
be up to $20 billion.

Just to put that in perspective, the full budget of any one of the
services was just over $20 billion in those times. So what we were
seeing in the privacy of that conference room was that this cost
was going to zoom because what we really have ended up with
here, is we have more Air Force officers on the retired payroll
today than we have on the active payroll, see. And it was not
booked any place: in the budget process, the accounting process or
anything like that. And I remember taking that on as one of the
issues. And we finally got that put through some years back.

But those are the kinds of costs that I think the government
should realize right up front that they are building up and they
should not be kidding themselves by trying to stick with cash ac-
counting. I think cash accounting is good for small organizations,
but I think when you get to large organizations, if you do not have
t):our major costs properly accrued, you are kidding yourself for the

uture.

Senator BRADLEY. Later we are also going to hear from Alan
Blinder believes that we should not really be concerned about that
part of the budget that is related to inflation, the so-called 100 bil-
lion number that Bob Reischauer mentioned before.

What do you think of not worrying about that number?

Mr. WINTER. Senator, are you referring to the question of the in-
terest on the debt?

Senator BRADLEY. Yes. I am referring to the overall inflationary
cost inherent in the debt. About $100 billion is what his analysis
says.

Mr. WinTER. Well, I think the constant dollar analysis of the
economy and of the Federal budget is a very essential supplement
to the current dollar analysis that the Congress actually uses. I am
not sure that there is a specific policy implication available there
in terms of looking at the constant dollars.

Senator BrapLey. Well, I mean, you know, you assume that pay-
ment on the debt is X and inflation is X plus 10. So the point is,
just consider X, without considering X plus 10. That is basically the
thought.

Mr. WiINTER. As I understand Professor Blinder’s thought, he
would like to change the budgetary treatment of the interest on
the debt to recognize the fact that because of the inflation, there is
some erosion of the principal amount of the debt going on each
year. The country is in a sense being partially released from the
burden of that debt in real terms by the fact that there is a con-
tinuing inflation.

And he has a proposal for changing the budgetary treatment in a
way that would reflect that fact. I think it is an informative pro-
posal. I would haggle with him about some of the details but I do
believe that it is an information proposal.
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Senator BRADLEY. You think that taking a look at it in that way
would be helpful?

Mr. WINTER. Yes.

Mr. BowsHER. Yes. But I am not sure that I would build it in as
the official figures. In other words, I think again it is good to be
looking in different ways to see what is really happening to you.
But I think you can -sometimes kid yourself if you are going to.
build that in and say, well, that is not going to cost us anything.

Senator BrRADLEY. And what about the generational budgeting
idea of Professor Kotlikoff?

Mr. BowsHER. We have just got that in recent days and we are
looking at it. But the one thing it seems to me is it does have the
advantage of focusing on what is happening to future generations
here. And I think by looking at their analysis, it seemed to me that
they brought themselves to some of the same concerns that we
have about what has happened here in the last 10 years and what
we think has to be done in the next few years.

So it seems to me again a useful exercise, but we have not stud-
ied it in any great detail or anything like that.

Senator BRADLEY. Do you have any specific suggestions other
than the ones that have been mentioned already as to how policy-
makers might take into consideration the impact on the future of a
particular action?

Mr. MaTHIASEN. Well, I think there is perhaps some catching up
that would be useful which is not nearly as dramatic as genera-
tional accounting. But if you recall, sort of during the development
of the congressional budget process in the late 1970's, there was
more emphasis on the medium term, 3-year numbers and 5-year
numbers. And the focus has really shortened a great deal during
the last decade. And maybe one of the first things to do is to try
and correct that and get back to somewhat more programmatic
"medium-term analysis. This really is neglected under the new
budget agreement because it is expressed in these aggregates that
do not have any programmatic details in them. So you do not know
anything about R&D or education or infrastructure. You simply
have something called domestic discretionary which does not tell
you much about the future.

Senator BrRADLEY. So you mean disagregating the three catego-
ries is the first step?

Mr. MaTtHiASEN. | think so. Disaggregating and having some
hope for reliable estimates; not precise but enough so that at least
Federal agencies and State and local governments that rely on Fed-
eral grants can begin to plan and have some expectations of what
kind of resources they will have over the next 3 or 4 or 5 years.

Senator BRADLEY. In terms of categories, I understand that the
three are really too broad. Do you have any number in your mind
that would be precise and yet not too detailed?

Mr. MaTHIASEN. Well, I think that if you overlay the functional
structure that is built into the budget resolution with our six-part
budget, you have a manageable and really quite insightfu) set of
numbers. It is not overwhelming but it does give you a preity good
indication of where the budget is taking the country.

Senator BRADLEY. And your numbers would go for how long;
your six categories, about 5 years?
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Mr. MatHIASEN. That is basically a data question. Yes, you cer-
tainly could do it for 5 years.

Senator BRADLEY. Well, do you have any suggestions to policy-
makers who might want to look at what are the longer term im-
pacts of particular policies?

Mr. BowsHER. Yes. I would like to say something on that, Sena-
tor, and that is that it seems to me on major programs, like the
space station, that it would be good to look further out as to what
is this really going to cost and I think also what is going to be oper-
ating costs?

One day I got a telephone call from the Director of the Bureau of
Prisons and he said, Chuck, are you aware that I am in a growth
business? We are going from $1 billion to $3 billion over here at
the Bureau of Prisons. And he asked me if I would not come over
and discuss it. I think one thing I learned when. I went over to see
him is just how high the operating costs are every time you build a
prison. In other words, I think most people think in terms of what
the capital cost is; the one time cost to build that prison. But you
are buying yourself a very labor intensive situation here.

And so I think lots of times the total cost of what some of these
major programs is going to cost is not thought through. On the 5-
year limitation, I remember you asking Bob Reischauer about that,
I always felt that at the Pentagon we sometimes were not looking
far enough out. We got ourselves locked into that 5-year defense
program system over there. And I thought we were not looking far
enough out.

Another thing, I think it is significant that we do not spend a lot
of time on interest costs, except when we are trying to figure out
how to get something off budget. In other words, when we were
running budget deficits at $3 billion, $4 billion, $5 billion, most of
the costs of running the government was being paid by the taxpay-
er. Today a substantial portion of the cost is interest and when you
borrow on more programs on top of that, you are going to have to
borrow long-term to finance that. Right now we would never con-
sider that. | mean that is just something the Treasury pays.

And so I know there is great resistance to start adding the inter-
est cost to some of these programs as far as can we afford it. But
truly that is what you are going to pay. That is exactly what you
are going to pay in the next 10 years.

~ Senator BrabprLey. Well, let me ask you if I could, the example
that you choose which was NASA, how would you actually take
that cost out to a longer time horizon?

Mr. BowsHER. Well, I think you could at least ask the NASA
people to give you the estimates of the life cycle costs or something
like that for the period over which the space station is going to be
used—in other words, what it is really going to cost in total. I
think you would have a better idea then, when you considering in-
vesting in a space station, just what that future commitment is
going to be.

Senator BRADLEY. But how confident do you feel with their esti-
mates?

Mr. BowsHER. Well, they have to be reviewed because, having
worked some of the time with those things at the Pentagon, I know
that people have a great tendency not to include all the costs.
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Senalor BrRADLEY. One of the questions—and I think it has
emerged already and will through the rest of the hearing—after I
read all the testimony is as follow: Is this information, potentially
as inaccurate as it might be, worth putting out or is the informa-
tion so inaccurate and potentially fraught with so many misjudg-
ments because of its inaccuracies that you should not even format
it? And where do you come down?

Mr. BowsHER. Well, on the major programs, even if there is some
inaccuracy built into the estimates, I think that lots of times it is
worth doing. I do not think it is always worth doing for everything.
I think lots of time that is where we fall into the trap.

Senator BRADLEY. Can you give me an example of where, if that
had been done, it might have changed a policy decision?

Mr. BowsHERr. Well, 1 think one of the decisions that was made
here 10 years ago—it was a technical decision too—it was the
breeder reactor. In other words, should you go on with the breeder
reactor which was going to be a muliti-billion dollar investment?

We also had in Ohio a big investment in new technology for ura-
nium enrichment and things like that. And I think CBO did some
studies and we put some estimates together. I think it did show the
decisionmakers what the costs were really mounting up to be. And
I think that was helpful in making that decision.

Concerning the space station proposal coming up here now, I
think that is a good one to look at and see what it is going to cost.

Senator BrabLEY. But if you take a particular program and you
ask how much is it going to cost in the long-run and somebody pro-
duces a gigantic number, then what is the principal by which you
decide whether that number is worth expending? You cannot do it
in isolation.

Mr. BowsHER. Oh, no.

Senator BRADLEY. It has got to be in relation to the other——

Mr. BowsHER. It has got to be in relation to the other features of
the program. Sure. But what I am just saying is, that I think at
that point in time you are starting to see at least the components
of all the numbers that revolve around that program decision that
you are being asked to make, and what you are locking in the
future generations.

Senator BrRaDLEY. But it is also seen in the context of other gov-
ernment expenditures.

Mr. BowsHER. Yes.

Senator BraprLey. And, therefore, since its in relation to other
government expenditures. how can you play out one cost for the
long-term and not play out other costs for the long-term and have
a}?y })asis for making a decision to go with this and not to go with
that"”

Mr. BowsHer. Well, you would have to on some of the other
major programs. | mean in other words, that is why I think you
should break your budget down into capital and into operating and
start working off a more desegregated set of numbers that would
give you more insight into what are the basis costs that line up.
Now, if I were comparing major programs, I would be asking for
basically the same information on the other programs.

Senator BRADLEY. All right.

Mr. KirkMAN. May I add something?
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Mr. BowsHER. Yes. Jim, go ahead.

Mr. KirkMmAaN. If I may, Senator, I would llke to go back a
minute or two, when you asked what would we recommend as a
major way of getting the government into more farsighted budget-
ing. I would suggest a couple of things. First of all, begin to look
more at the long-term economic effects. It does not have to be 20 or
30 years down the road. Even if we look at the economic effects 5
or 10 years down the road, we * ould make a major step forward in
the way we budget.

If you think back about what happened when OBRA was negoti-
ated last September and October, there was the notion that the
government should try to save $500 billion or so in budgetary sav-
ings over 5 years. Now, you were much closer to the negotiations
than we were and we are not privy to all of the economic analysis
that went into that $500 billion figure. But our sense is that the
$500 billion figure was derived as something that was doable. It
was a good sized number—a big number—and was considered
doable. But I do not think there was any analysis or understanding
that if $500 billion savings were enacted over 5 years, it would
have a particular effect on the nation’s savings.rate; that having
that effect on the savings rate would have a certain effect on the
country’s investments; and that having such an effect on our in-
vestments would increase our gross national product by X amount.

So right now the government budgets in terms of raw dollars and
not in terms of the effects 5 years from now upon savings, invest-
ments, and the gross national product.

Senator BRADLEY. So your argument is the dynamic model?

Mr. KirkMAN. Yes, a dynamic model. Now along with that, a
second point I would make is that having a budget that lets us sort
out the Federal investment pieces would be very helpful because
Federal investments have long-term productive effects. It would be
important to agree upon what is a good Federal investment, maybe
an investment in battleships does not have a productive effect, but
certainly investments in other activities such as dams, bridges, and
certain R&D and human capital, do. And these latter kinds of Fed-
eral expenditures are not dis-savings to the economy. But right
now we are treating them as dis-savings to the economy.

So if we could have a budget that lets us get at this first point of
looking at the economic effects by saying, okay, what parts of the
Federal budget do have productive economic effects, then we have
taken two steps that let us be more farsighted in our budgeting.

Senator BRADLEY. Then you are not concerned as Mr. Reischauer
was earlier that it is very difficult to determine what is an invest-
ment and what is not, and political-gainsmanship put into the pic-
ture in a way that would surprise everyone?

Mr. KirkMAN. I think he raises good points and we have ac-
knowledged that in our studies.

Senator BRADLEY. All right.

Mr. BowsHER. But I would not be dissuaded frem doing that be-
cause of the problems.

Senator BRADLEY. Right.

Mr. WINTER. We think they are solvable.

Mr. BowsHER. Yes. We think those are workable and solvable.
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Senator BRADLEY. Thank you all very much for coming today and
we will look forward to your reports and continued work. -

Mr. BowsHER. Thank you.

Senator BRADLEY. Our next witnesses are a panel consisting of
Elmer Staats, Federal Accounting Standards Advisory Board, Prof.
Lawrence Kotlikoff from Boston University and Herb Stein of the
American Enterprise Institute. Let me welcome you to the subcom-
mittee and I appreciate all three of you taking the time to be here
today and share with us your own sets of ideas. And so why not
begin on the right with Mr. Staats and then go Mr. Stein and then
go Mr. Kotlikoff.

Mr. Staats, welcome to the subcommittee.

STATEMENT OF ELMER B. STAATS, CHAIRMAN, FEDERAL
ACCOUNTING STANDARDS ADVISORY BOARD, WASHINGTON DC

Mr. StaaTts. Thank you very much. I appear here in a different
capacity than the last time I appeared before this committee. I ap-
preciated your inviting me. I have to emphasize that the Financial
Accounting Standards Advisory Board is very new. We have had
only three meetings. So I am speaking today on my own rather
than on behalf of that board. :

I might tell you just a little bit about that board. It is a joint
project of the GAO, the Treasury and the OMB, and the idea is to
try to develop standards which would reflect the interest of all
three central financial agencies. So we are advisory. We are not a
standard setting body like the Financial Accounting Standards
Board or the Government Accounting Standards Board.

The objective is to obtain agreement among the three agencies as
to the appropriate accounting and financial reporting requirements
for the Federal Government, and to take a fresh look at what can
be done to improve existing practices. I emphasize this point. We
do not start from scratch. The GAO has had the statutory responsi-
bility for promulgating standards. But there has been disagreement
with the executive branch with certain of the GAQO standards and
the practice among agencies varies a great deal. Our optimistic
hope and expectation is that we can over time remove these dis-
agreements.

Second, accounting and financial reporting can help provide in-
formation useful for budgeting. But it serves a different function
basically. It tends to be retrospective rather than future oriented
and this is something we hope to address ourselves to—how we can
make it more future oriented.

The emphasis in budgeting is focused on obligational authority
and outlays over a 5-year period, but more usually it is less than
that; 1 year or 2 years. The underlying concept in accounting, how-
ever, is to recognize costs as they occur regardless of when the cash
outlays take place.

Accrual accounting was mandated by Congress as long ago as
1921 and reaffirmed in statute since that time, notably, 1956. It is
not been fully implemented for a variety of reasons. We will seek
to examine these reasons and hopefully find ways to overcome
agency objections.
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Accrual accounting includes more information on risk and con-
tingencies as well as more current market values of assets and obli-
gations. This is an issue being addressed by the FASB and the
GASB with encouragement from the SEC.

With this underlying principle in mind and consistent with the
-objectives of this hearing, let me mention several specific ways that
good accounting may help in longer range budget decision making.
Now, these are again my personal opinions but they offer examples
of things that we will take a look at it: post-employment benefits;
especially post-retirement health care; annual and sick leave accu-
mulation; loans receivable from the public and their condition; net
borrowing and from what sources; commitments and contingencies
during and beyond the budget period; tax benefits or tax expendi-
tures as more frequently they are called; loan guarantees and in-
terest subsidies; evaluation of physical assets, a very difficult prob-
"~ lem in measuring the condition and serviceability of public infra-
structure and other physical assets.

Like post-employment benefits, the tendency for budget makers
is to defer repairs and maintenance which complicates the problem
for the future in the valuation of these assets. Accounting data
should be designed to help compare budgeted with actual expendi-
tures. And this is something we cannot do very well right now. Did
agencies, for example, overspend or underspend budgeted amounts?

And finally, financial reporting can help identify potential but
not readily foreseen costs which can create crises and surprises. I
call this early warning or time bombs. Accounting will not reduce
these costs but can alert decisionmakers as to what their potentials
could cost and over what period of time. The S&L bail out and the
current bank difficulties are examples. The deterioration of the in-
frastructure is another easily understood example.

I conclude by reiterating that good accounting and financial re-
porting can help by providing information and measures of actual
and potential costs. But this conformation needs to be supplement-
ed by the input of other disciplines such as economics and actuarial
science. This is particularly true as projections are made on entitle-
ments and post-employment benefits. Experimentation is certainly
warranted and our board will, of course, want to evaluate such pro-
posals and maybe even make some of our own.

One experiment which I initiated when I was still in the Budget
Bureau was to develop a 10-year projection of budget outlays and
revenues based on things which might effect those either up or
down. Now this does not give you a mid-point but it does tell you
what some of the potentials are; demographic changes, for exam-
ple; legislation which has just been initiated but which has not yet
fully matured.

There are a number of things of this type where you can draw on
other disciplines—actuarial science, economics and others to help
identify the variables which could affect the long-term budget out-
look. This is simply one type of experimentation that I think we
gughg to take a look at and I hope that we can do that through this

oard.

Now, I have avoided the term inter-generational equity in these
remarks, as you will note. The term has several connotations but
failure to reflect costs as they occur is certainly relevant, and fail-
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ure to recognize potential costs is also relevant. I have chosen to
comment on the term used in your letter, “ways to help policymak-
ers make better long-term decisions’” as they relate to governmen-
tal accounting.

We would welcome any suggestions that you have as we under-
take the work of this board. We have three members from outside
of the government, which I am one now. We have six from within
government including the Congressional Budget Office, the Defense
Department and the Interior Department. And then, of course, we
have OMB and GAO and the Treasury on our board. Mr. Ronald
Young here is our staff director and he comes with a good back-
ground in this field. So we look forward to working with you.

Senator BrapLEY. Thank you very much, Mr. Staats.

[The prepared statement of Mr. Elmer B. Staats appears in the
appendix.]

Senator BRADLEY. Mr. Stein?

STATEMENT OF HERBERT STEIN, AMERICAN ENTERPRISE
INSTITUTE, WASHINGTON, DC

Mr. SteiN. Thank you, Mr. Chairman. I would like to comment
on something you said in your opening remarks about your search
for a star to steer by. Let me, having been around here much
longer than you, assure you you are not going to find a star to
steer by. You will be fortunate if you find 20 stars to steer by, and
I think that 20 stars is probably about as many as a member of
Congress can be expected to look at at once.

So I think your search for trying to reduce this whole problem to
some number, which you can say is either too much or too little, is
not going to succeed. Also, I would urge you, and that will be the
point of my testimony, to broaden your view beyond the question
of, how do we see the long-term effects of budget policy. It would be
good if we could see the short-term effects or if we could see the
immediate effects of government policies. I think we know very
little about that.

In fact, as 1 think about what we are doing with the $1.5 trillion
that we spend and how little we know about what the conse-
quences of any of those decisions are, to say nothing of the deci-
sions on the other side of the budget, and yet at the same time,
how well we seem to get along, I conclude either that it is not very
important or that some providence is looking after us.

Well, anyway some reference has made earlier to my views of
these things and I will repeat them very briefly. My basic point is
that budgeting is a process of dividing a given scarce resource
among competing uses. What is the given scarce resource the U.S.
Government is dividing up? It is not the $1,500 billion that is the
total of Federal expenditures. That total is itself a result of the
budget process. It is not the given beginning of the process.

What the government is dividing up by its decisions, what it is
budgeting, is the total national output. At a minimum, it is divid-
ing the national output between Federal uses and non-Federal
uses—private, State and local. But it is doing much more than this
minimum. It is strongly influencing the division of the non-Federal
part among competing uses. Actions of the Federal government
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greatly affect how much of the use of output that we conventional-
ly consider non-Federal goes for investment and how much for con-
sumption, how much for particular kinds of investment, such as
pollution control, how much goes for education, how much for
health, how much of the consumption is by poor people, and how
much by other income classes, and so on. The Federal Government
affects these allocations not only through its own expenditures but
also through its deficit, its taxes, its mandatory requirement and
even, in some cases, through its moral suasion.

These effects of Federal action on the non-Federal uses of the na-
tional output are not accidental or unintended. At least at a cer-
tain level of generality, these effects are the deliberate objects of
policy. The Federal Government wants to reduce its budget deficit,
if it does, because it has a preference for a higher rate of private
investment. It gives States tied-grants for certain kinds of welfare
expenditures because it wants States to spend their money in a
particular way. It excuses certain kinds of fringe benefits from the
income tax because it wants to encourage certain kinds of private
resource use.

In other words, the Federal Government, as the representative
and executor of national policy has a preference about the alloca-

—tion of the whole national output, and not just the part the Federal
Government uses directly, among certain categories of uses, and it
employs a variety of means to bring about this preterred allocation.

My suggestion is that this process, which 1s not implicit and
hardly recognized, should be made explicit, deliberate and as well-
informed as possible. Budget policies, and other Federal policies
should be made consistent with a certain understanding of the way
in which the national output should be divided among uses. And I
then illustrate this point by indicating some possible classification
of the total output that might be the basis for thinking about how
we want to utilize the influences of government.

I visualize the budget process as starting with an agreement
about what the nation’s problems and priorities are. From that
should be deduced a plan for the reallocation of the national
output among relevant uses to solve these problems and serve
these priorities. And I emphasize I am talking about the realloca-
tion of the national output, not of the budget. From that should be
deduced specific expenditure, tax, borrowing and mandated re-
quirement programs to bring out about the planned reallocation of
the national output. And from those decisions would be deduced de-
cisions about specific programs.

For example, I can imagine some future President saying.in his
budget message that he thinks the urgent national problem is that
too many people are poor, too many are badly educated and that
per capita output is growing too slowly. He would further say that
to correct these problems he wants to increase the share of the na-
tional output going to the consumption of the poor by 1 percent of
GNP; the proportion going to education by one-half percent and
the proportion going to investment by 1% percent of GNP. Corre-
spondingly, he would propose to reduce the share of GNP going to
consumption of the not-poor by 2 percent of GNP and to health
care of the not-poor by 1 percent of GNP.



24

He would then propose specific budget and other policies to bring
about these reallocations. For example, to reduce the consumption
of the not-poor, he might propose an income tax increase or he
might propose to cut Social Security benefits to elderly people who
are receiving benefits in excess of their contributions plus interest.
And Congress would go through a similar process.

Basically, I am proposing that the budget of the U.S. Govern-
ment should start with a budget for the U.S. GNP. I have three
purposes for making this proposal. First, I want to demythologize
talking and thinking abocuc the budget. I want to get away from
acting as if deficits and spending and taxing were ends in them-
selves, about which one could have convictions. 1 ~ant to get away
from dividing people into those who want to raise taxes and those
who want to cut expenditures, and make clear that these are differ-
ent ways of accomplishing the same thing.

I want to bring home the fact that there is a limit to what can be

done, and that the budget process involves choices. These choices
cannot be evaded by redefining the budget or by increasing the
total size of the budget. These things will not change the size of the
GNP out of which all choices have to be met. And I want to elimi-
nate the possibility of avoiding budget constraints by recourse to
devices like regulation.

When I make this proposal, as I have been doing for several
years, I encounter three complaints. First, people say that what 1
propose is planning and, therefore, illegitimate. I have been around
long enough not to be impressed with such labels. I am proposing
only that the government does whatever it does more consciously
and intelligently.

Second, people say that we do not know enough to do what I pro-
pose. And this relates to a question that you asked Mr. Reischauer
.and several other people. The problem is that if you carry this
question too far, you reach the point where you say that since we
do not know what we are doing we should not try to find out a
little more about what we are doing, but should go on doing it.
From an academic standpoint we are alway~ in favor of more re-
search.

I think the real question that is, since we cannot learn every-
thing and cannot learn more about everything, what are the most
important things for us to try to learn more about? We should not
say that because we will not learn precise-answers to these ques-
tions, we should not to try to learn something about them. Even
imprecise answers are better than not knowing anything in most
cases, I believe. That is a hunch I have.

Then third, people say that my proposal may be good economics
but it is poor politics. It requires government officials; that is, poli-
ticians, to reveal to the public what they are doing, and the politi-
cians will not stand for that. Well, this is not a good place to argue
about that.

Senator BRADLEY. You outnumber us.

Mr. SteiN. But in fact, I do not accept that cynicism. Over the
past 75 years budget procedures have changed a great deal in the
direction of greater rationality, mainly in response to the prodding
of “reformers’” like me and despite the reluctance of politicians to
change.
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And I have spelled out these ideas further in a book called, “Gov-
erning the $5 Trillion Economy,” which I should have called, Gov-
erning the $6 Trillion Economy. But anyway, I have made copies
available. -

Senator BRADLEY. You could do that in the next edition.

Mr. StEIN. If there is one. I am getting beyond that.

Senator BRADLEY. Thank you very, Mr. Stein. Mr. Kotlikoff?

[The prepared statement of Mr. Stein appears in the appendix.]

STATEMENT OF PROF. LAURENCE J. KOTLIKOFF, BOSTON
UNIVERSITY, BOSTON, MA

Mr. KotLikorF. Senator, I am honored by this opportunity to
present my views concerning U.S. Fiscal accounting and the gener-
ational stance of U.S. Fiscal policy. My co-author, colleague, Alan
Auerbach, regrets he is not able to be here today. I am submitting
written testimony which I will now summarize.

Recent years have witnessed a growing unease with the use of
the fiscal deficit to gauge the stance of fiscal policy. Many econo-
mists question whether a single number, that relates primarily to
the government’s current cash flow, is the kind of measure needed
to understand the longer term effects of fiscal policy on saving, in-
vestment and growth. They also ask whether the deficit can tell us
how we are treating different generations, both those currently
alive and those yet to come.

Doubts about the deficit have been accentuated by the country’s
demographic transition. The aging in the U.S. population raises
major concerns about the viability of a short run pay-as-you-go ap-
proach to fiscal budgeting.

The practice in recent years has been to redefine the deficit to
make it more descriptive of our longer term fiscal concerns. This
practice has, however, eventuated an plethora of different deficits.
In its January, 1991 report, the Congressional Budget Office pre-
dicted the values of four different deficits, with the difference be-
tween the largest and smallest of these numbers equal to 3 percent
of GNP. This is a huge difference. We would have said that 3 per-
cent of GNP was an astronomical deficit 10 or 15 years ago.

- So the question of looking at the deficit is really the question of
which deficit. There is a huge difference of opinion as to which def-
icit we should be looking at.

Maybe it is time to step back and ask what question is the deficit
suppose to answer and then determine whether the deficit or some
other measure is most appropriate to answering that question.

The key econpmic question associated with fiscal deficits is which
generation will pay for what the government spends? The answer
to this question is obviously important for assessing generational
equity, but it is also central to the issues of saving, investment and
growth. Reducing fiscal burdens on current generations at the
price of increased burdens on future generations will stimulate con-
sumption of current generations. In addition, policies that redistrib-
ute toward older generations will expand current consumption
demand because older generations have high propensities to con-
sume then do younger generations.
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Now, does the deficit measure which generations pay? Unfortu-
nately, the Federal deficit does not record a great deal of the gov-
ernment’s generationai policy. Indeed, in my opinion, using the
Federal deficit to understand U.S. generational policy is akin to
driving in Los Angeles with a map of New York. Take for example,
the huge expansion of the “‘pay-as-you-go’’ social security system in
the 1950’s, 1960’s and 1970’s. This method of financing Social Secu-
rity transferred great sums of money to the generations who re-
tired in and around the last two decades.

The bill for that transfer is now being visited on the baby boom
generation and on future generations to come. Because of the
manner in which the government choose to describe social security
contributions and benefits payments, this enormous inter-genera-
tional redistribution did not show up on the government’s book.
Had the government historically classified the Social Security con-
tributions we make as loans rather than as taxes, the government'’s
official debt would now be three times larger. The unfunded closed
group liabilities reported by the social security actuaries is about
$7 trillion.

A second example of generational policy not captured by the defi-
cit is a switch from consumption to income taxation that is “reve-
nue neutral.” In other words, a balanced budget change in the
structure of taxes. Such changes can shift fiscal burden from one
generation on to another. We have had such a shift in the last 30
years. The share of consumption taxes in total revenues has de-
clined from almost one-third to less than a quarter.

A third example is government policy that alters the market
value of previously accumulated assets. Since the elderly hold most
of these assets, this type of policy redistributes from the elderly to
the younger generations who are able to purchase the same physi-
cal assets at a lower price. Of course, none of that shows up on the
government's books.

A fourth policy that does not show up on the books is balanced
budget changes in the structure of transfer payments, such as
those which reduce AFDC benefits and increases Social Security
benefits. With such policies we keep the budget deficit fixed, but
redistribute across generations; not only between those currently
alive but through time because we maintain these policies through
time.

A fifth example is a preannounced policy that redistributes
across generations, such as the 1983 legislation that reduced the
baby boomers’ Social Security benefits by about one-fifth. That is a
very substantial generational policy. It did not show up at all in
the 1983 deficit.

These and other examples indicate that as a measure of genera-
tional policy, the deficit’'s problems run much deeper than is com-
monly believed.

Now how should we measure the government’s generational poli-
cies? The answer suggested by economic theory is with genera-
tional accounts. Generational accounts indicate in present value
what the typical member of each generatioi. :an expect, on net, to
pay now and in the future to the government. A generational ac-
count is thus a set of numbers, one for each existing generation,
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indicating the average remaining lifetime burden imposed by the
government on members of this generation.

Generational accounting—is really what economic theory says
we should be doing in trying to understand these problems. It is
not really what Alan Auerbach and Larry Kotlikoff think is the
right thing to do. It is really what neoclassical economics, the
standard economic theory we teach graduate students, says is the
way to look at the problem.

Generational accounting automatically deals with each of the
major concerns that have been raised by those who think the defi-
cit is conceptually sound but simply needs to be adjusted. It deals
with Robert Reischauer’s concern with inflation, by measuring all
payments and receipts in inflation adjusted dollars. And it nets the
government’s real assets against its real liabilities. That is the con-
cern voiced by Charles Bowsher, that we need to think about the
government’s net worth which is ultimately going to be used in
generational accounting to help figure out the burden on future
generations.

Generational accounting also directly considers the government'’s
implicit liabilities to future transfer payments. And this is the con-
cern that was raised by Martin Feldstein and many others over the
years about ignoring implicit liabilities of Social Security and other
prografns.

It also accounts for State and local as well as Federal govern-
ment fiscal policy. Some people say we should add the State and
local deficit to the Federal deficit. Well, generational accounting
does essentially this automatically.

Finally, in projecting transfers, spending, and taxes through time
and the implied burden on future generations, generational ac-
counting deals with the question of economic growth including
growth associated with demographic change.

There are some tables in the testimony which I will not have
time to discuss. I think they are very instructive for understanding
the usefulness of the generational accounting approach. ‘

Let me just refer briefly to some of the criticisms that were made
here today. I appreciate the very positive remarks that were made
by the different panelists today. First of all, it is true that one has
to add a little bit more to the standard set of government numbers
to produce these accounts. But it is not like there are hundreds of
assumptions needed to do generational accounting. Generational
accounting basically uses the government’s tax and transfer num-
bers, and also the government’s demographic projections to form
its answer. So I do not subscribe to the view that this is a very as-
sumption-laden exercise.

It is really very much akin to the Social Security trustees analy-
sis that they put out every year. They publish a 75-year projection.
The exercise here is very much similar to that exercise. People
have been looking at that report year after year. They look at the
intermediate, the high and low assumptions, and they learn some-
thing. I think the same thing can be said about generational ac-
counting. As we do it through time, we will see that the lessons we
are going to learn are not going to be that sensitive to specific as-
sumptions. But I will stop right there.
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d.['Iihe prepared statement of Mr. Kotlikoff appears in the appen-
ix.

Senator BrRADLEY. Thank you, Mr. Kotlikoff. Each of you has
taken a little different approach to the question of how decisions
affect our future and how best to proceed. What do each of you
think of the other’s idea? Mr. Stein?

Mr. Stein. Well, I will say something about Mr. Kotlikoff’s pro-
posal because I think, as | said, you have a question of priorities of
what to study and what to look at because you are not going to be
able to look at everything. What you have in the budget is an enor-
mous multi-dimensional matrix in which you want to see the conse-
quences of thousands of decisions upon a very great variety of ob-
jectives. And you have to decide what you are most interested in.

So I come to my position. When I think about the future, the
next generation and the generation after, what I am concerned
about is not primarily how taxes and transfers are going to be di-
vided among them in the next generation. I am concerned about
whether we are going to have a population that is divided into two
alienated and hostile camps, whether we are going to have a gen-
eration that is half ignorant and half graduates of Princeton, and
whether we are going to have crime-ridden cities.

I think those are the most important things we are affecting for
the next generation by the budget or could affect through the
budget or should be concerned about what we are doing through
the budget. And so I would put concern with those questions ahead
of this set of issues that Mr. Kotlikoff raises which I think are very
important and would be useful to look at and are good ways of
looking at the deficit problem. But you see, I would not put the def-
icit at the head of my list of problems to be concerned about.

So I would encourage study of Mr. Kotlikoff’s problem, but not to
give it priority over what I think are more important things that
we need to learn about the budget. If we spend more for Medicare,
we do not know whether we are going to get more health care in
this country or not or whether we are just giving out benefits to
middle income people without doing anything about medical care.
And we do not know if we have more medical care, whether we are
going to live longer or not. We do not know those simple things
about what are the consequences of what we are doing, and the
simple things seems to be critical things.

With respect to Elmer Staats’ proposals, 1 think they do deal
with a certain range of issues. But what is unique about the Feder-
al Government'’s financial statements is that they cannot ultimate-
ly be synthesized to some final number which is net income, which
provides a standard of reference by which all financial accounting
is governed. You do not have a single standard, final number,
bottom line that you are trying to get down to. Your problem is
that you have to juggle a whole bunch of incomparable objectives
and that is why in the end you just have a lot of information that
cannot be synthesized in one set of accounts.

Mr. Staats. I guess my difficulty with the term inter-genera-
tional equity as I have indicated earlier, is that it is a pretty sub-
jective sort of a measure. If you look at accrual accounting in the
broadest sense, you are dealing with inter-generational equity be-
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cause if you do not pay those costs when they occur or at least re-
flect them, then you are pushing it on to another generation.

But let me say something though that I think is maybe perhaps
more basic here. I spent over 20 years in the budget making busi-
ness before I went to the GAQO. There have been many changes in
the budget process over time. For example, I was a member of the
President’s Commission on Budget Concepts in 1967, which devel-
oped the idea of the unified budget which I believe is still a very
fine idea.

The budget basically is a combination of objectives set forth by
the President. The 1921 statute mandated the President to send up
to Congress an annual budget. This budget sets forth his political
objectives, his economic objectives, and his program objectives. Now
that is his proposal. Congress disposes of that. There is a whole
range of issues that involve priorities and what the budget is all
about. It is a way of deciding how much you are going to take from
the economy in a given year and how much of it you are going to
postpone in the way of debt.

I think Herb Stein’s idea is certainly one part of that analysis. I
think it is an important part. But you also have to recognize that
the President has political objectives when he sends a budget to
Congress. He has an economic report to be sure; he has revenue
proposals which come up. But the budget document is one place
where it brings it all together. Now to the extent of which that
budget document looks forward to the future in terms of how those
priorities are going to play out, in terms of cost on the economy, is
an important function of the budget. However, it does not always
do this because again, the President has political objectives when
he sends the budget up. It is not a document which always analyzes
objectively the trade-offs from a purely economic standpoint. That
is what I am trying to say.

Senator BRADLEY. Mr. Kotlikoff?

Mr. KorLikoFF. Senator, I share many of the co-panelists con-
cerns. But I think that we need to focus the discussion a little

.more. From an economics perspective, fiscal policy involves four
things. There is the issue of how much the government consumes.
There is the issue of what incentives the government policy has for
certain kinds of behavior like getting an education. There is the
issue of which generations are going to pay for this government
consumption. And there is the issue of what members within the
generation are going to have to pay for government consumption.
So I think if we think about policy within that framework, it might
be helpful.

Generational policy is one of those four elements and we need to
understand what we are doing. We have no systematic way at the
moment to understand generational policy. Looking at the official
deficit numbers will not tell us what we need to know about how
much of a burden we are imposing on future generations and we
see this problem increasingly in the debate about how to deal with
Social Security.

I think the potential for being confused at a national level about
the meaning of the surpluses and the deficit is great, and we may
very well, focused on the deficit which is not a meaningful measure

45-245 - 91 - 3
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of generational policy, end up indirectly or indirectly dissipating
the Social Security trust fund for the baby boom generation.

So we need to really have these kind of generational statements
that can keep track for baby boom generations and other genera-
tions through time what exactly is happening to them. And yes,
projections will change, assumptions will change. But just as the
Social Security Administration, changes their assumptions through
time when they do their trustees report, but you still learn a great
deal by looking at those projections.

Senator BRaDLEY. Thank you very much. Mr. Stein, do you think
what Professor Kotlikoff said, the idea of generational budgeting is
not a lot different than the 75 year projections of the Social Securi-
ty trust? Do you think that is about right? *

Mr. SteIN. I think it is probably right. I mean there is a lot of
this that I do not understand but I think it is probably right.

Senator BRADLEY. In your proposal, how accurate would you be
able to get information on how much money is spent on transporta-
tion ?or education or how would you actually do that—manage that
data?

Mr. SteIN. I think to divide up the GNP in the functional way
that I want is not too difficult. It cannot be done precisely because
there are some uses which will fall in more than one category. You
will have a question whether we should include the training of the
armed forces under the head of defense or under the head of educa-
tion and so on. But those problems will have to be recognized. But I
think that part of the problem could be handled in general by
asking the Bureau of Economic Analysis which does the gross na-
tional product figures to make a further classification of the GNP
along these functional lines.

I first got interested in this when I was on the Council of Eco-
nomic Advisors. And in a 1970 report, we did it as well as we could
with the staff of the Council of Economic Advisors, and the Joint
Economic Committee did it many years later. It will be crude but it
is possible. .

I think the big difficulty is to make the connections between the
government policy and the change in the national expenditures for
a certain purpose. When I was working on this book, I called
people at the Department of Health and Human Services. I
thought they would certainly be able to tell me, if I increase Medi-
care expenditures by $10 billion, how much will national health ex-
penditures increase? They did not know that. That was a shock to
me. But anyway, that is the kind of thing you have to know, have
to discover or estimate as well as you can.

And when I wrote this book with the help of one research assist-
ant, we made the best estimates we could. But I think one point of
this proposal is to try to get the decisionmakers to think about
those things in terms of their real effects and not in terms of how
they look in the budget total.

Senator BRADLEY. So that once the economy was divided among
8, 10, 15 categories, it would include both private and public sector,
expenditure or tax, et cetera. A policymaker would then decide
how much in education should be public and how much should be
private? That is the decisionmaker's decision?
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Mr. STEIN. Suppose that the decisionmaker had decided that he
thinks the country ought to be spending more on education, he
would then decide what is the most efficient and equitable way to
go about increasing total expenditures for education. Of course, he
would then have to subdivide that. You know, he probably does not
want to increase all kinds of education equally. The whole budget
process is one of gradual decentralization. You make decisions in
terms of something like 15 functional categories, 70 subfunctions,
and 1,000 appropriations. Somebody has to subdivide all these
things. But I am saying what you should start with is some goal for
these big totals and then some goals for a lower level total.

So I can imagine then the President having said we want to in-
crease expenditures on education by 1 percent of GNP. He would
say, well, how would I go about doing that? One way to go about
doing that is to hold a conference in Charlottesville and urge the
States to do that and it might be a successful way. I mean it has to
be considered. He might say I am going to hand out vouchers. He
might say I am going to aid the States to increase expenditures for
education. I am going to give certain tax benefits for education. All
those decisions would still remain, but at least he would have de-
cided that I think increasing education is more important than in-
crease in the consumption of the not-poor people or that he would
have made these first priority decisions.

Mr. Staats. Mr. Chairman, the Budget Director and the Presi-
dent when they present a budget have to decide how certain stat-
utes already in being are to be implemented or to recommend
changes. This is not really contrary to what Herb Stein is saying,
but the President must start with a framework of statutes already
on the books and he either has to recommend whether those are to
be changed or not.

But the idea of breaking down the—say it was within the educa-
tion function—subcategories is certainly one that has to be done.
But it has to be done within the framework of existing laws.

We need to analyze the costs and benefits of programs over a
long-term perspective. The CED, for example, recently estimated
that a dollar spent on preschool education would save $6 dollars
over the first 10 years of a child’s life through reduced crime and
dependency. This kind of analysis I think is really very important.

Senator BrRapLEY. Well, let me thank all three of you very much
for your testimony. I appreciate it. It has been very helpful and en-
lightening. Thank you for taking the time to be here today.

Our last panel consists of Henry Aaron, the Brookings Institu-
tion, Prof. Alan Blinder, Princeton University and Jane Gravelle of
the Congressional Research Service. Let me welcome all three of
you.

Let us begin with Mr. Aaron, Ms. Gravelle, Mr. Blinder.

STATEMENT OF HENRY J. AARON, THE BROOKINGS INSTITUTION,
WASHINGTON, DC

Mr. Aaron. Thank you very much, Senator Bradley. It is late in
the afternoon and there have been a couple of panels. So maybe it
is time for a little flat out disagreement to emerge on these issues.
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I devoted all of my written testimony to a commentary on the
generational accounts proposal advanced by Alan Auerbach, Larry
Kotlikoff and their colleagues in a earlier paper and in their testi-
mony. I am not going to go through any of that testimony. I would
submit it for the record and I would like to approach the issues in
a slightly different way.

Senator BRADLEY. It will be in the record in full.

[The prepared statement of Mr. Aaron appears in the appendix.]

Mr. AaroN. Thank you. After all the adjustments they make,
Auerbach and Kotlikoff agree that current budget policy burdens
future generations. That is essentially the same conclusion that
has been reached by various analyses that look at current budget
accounts.

To be sure those accounts are flawed for reasons that have been
enumerated already, a failure adequately to take account of accru-
als and mishandling of loans and loan guarantees. Some of these
problems are going to be corrected. Auerbach and Kotlikoff’s
claimed innovation is that they can show how that burden will be
distributed among future generations. I want to focus on that dis-
tinction. I believe that claim is simply wrong.

The key question for budget policy is not which future genera-
tion will pay for what government now spends. It is instead one of
two other questions. How has the scope of government activity
changed or how will current policies cause them to change? And
what g)ontribution does the government directly make to national
saving’

The budget is a flawed document for both questions, but the
answer to neither requires generational accounts. Generational ac-
counts do raise interesting and important analytical questions that
merit careful study by scholars. But in my view the issues are so
inherently ambiguous, judgmental and politically charged, they
should not be the occupation of Federal statistical agencies.

All of the examples in the testimony cited by Auerbach and Kot-
likoff do reflect changes in the distribution of income among gen-
erations from various policies. But the effects of those policies on
their estimations are so judgmental, so difficult to pin down and
their sources so open to debate that I think attempts officially to
prepare such data are pointless.

I would like to focu$ in my remarks on the 1983 Social Security
Amendments which Auerbach and Kotlikoff point out reduced
Social Security benefits by about one-fifth. Well, did they? Under
the Auerbach and Kotlikoff assumptions, they surely did. Those as-
sumptions are that the tax schedule in effect in 1982 and the bene-
fit schedule too, would remain in effect in perpetuity. That is not a
reasonable assumption.

The Social Security System in 1982 was badly out of balance.
Congress had made crystal clear for the proceeding 40 years that
they would not tolerate sustained, large imbalances between Social
Security taxes and social security revenues measured over the long
run. Far more certain, far more likely than the continuation of the
precise benefit and revenue schedules in effect in 1982 was that
Congress would modify those taxes and benefits to restore balance.

Looking back now, we have a hard time detecting any effect of
the legislation of 1983 on personal saving or labor supply or any
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other form of behavior that might arguably have been affected by a
change in the Social Security System. In fact, with the cut in Social
Security benefits, one might have expected to see an increase in
private saving. In fact, private saving fell.

In addition to taxes, tax schedules and benefit formulas which
had changed every couple of years for a generation before 1982, the
principle that Social Security should be kept in long-run actuarial
balance also prevailed. On that principle, either the tax schedule or
the benefit schedule simply had to be changed and, I submit,
people knew it. To base generational accounts on a set of revenues
and expenditures which could not be sustained and to calculate
their effects on the distribution among generations, simply would
have made no sense.

We did know with a high order of probability what was happen-
ing in 1982 and what was likely to happen in 1983. We also knew
that the actuarial projections of what would happen in the year
2000 would not occur. Hence, the 1983 legislation changed some
formulas but not anything that had been effectively expressed in
private behavior. Furthermore, Congress could have elected to
close the paper deficit in Social Security by raising taxes currently
or in the future, by lowering benefits currently or in the future or
some mix of all of those actions. And when one thinks about the
distributional effects across by 5-year cohorts, the effects are radi-
cally different depending on which of those courses one might take,
none of which arguably was demonstrably clear prior to what Con-
gress actually did, and none of which, in fact, is even demonstrably
clear today as we know from the current debates about the financ-
ing of Social Security.

In short, Auerbach and Kotlikoff start with the one assumption
for 1982 that was simply inconceivable, and then they compare it
> with another set of assumptions, the currently legislated taxes and
benefits that are also quite likely to change. More real than these
particular legislative expressions is the underlying commitment to
long-run Social Security balance. We know what is being spent,
loaned and guaranteed this year. We should try to measure those
-actions accurately especially making outlay loans and guarantees
commensurable.

We need to measure how much government is currently contrib-
uting to national savings. But when it comes to predictions to
future taxes and outlays and estimates of the effects of government
actions on private behavior, we are in the world of analysis, not
statistical preparation.

I would like to pose a set of questions that one should think
about and have reliable, relatively agreed upon answers if want
wants to do these generational accounts. We spend government
revenues for a variety of purposes. What is the effect of spending
those revenues on acreage allowances, shifting Medicare financing
to the DRG system, increasing funding for the National Institutes
of Health for biomedical R&D, or cutting national defense? What is
the generational burden among cohorts now alive of the personal
income tax? Is it me, my kids? How am I affected by the taxes my
mother pays? And if that one is hard, what do you do about the
corporation income tax? What is the generational effect of that?
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Now, as an analyst I can sit down and make assumptions and
prepare estimates and I can use the most sophisticated techniques
that economic theory has available for me to use. But at root, I am
going to have to rely on a set of assumptions about which analysts
disagree intensely and about which they disagree very widely. So
in the end, I conclude that generational accounts are a useful and
technically sophisticated extrapolation of a variety of assumptions
that help increase one’s sensitivity to the implications of current
fiscal policy for future generations.

If I were reviewing this work for publication in a professional
journal, I would make a number of criticisms, I would urge a varie-
ty of revisions, but I would recommend it for publication without
hesitation. For purposes of this testimony, however, I am reviewing
this set of accounts from the standpoint of suitability for official
use. In that connection and without being facetious, I do not think
it is good enough for government work. Thank you.

Senator BRADLEY. Thank you very much Mr. Aaron.

Ms. Gravelle?

STATEMENT OF JANE GRAVELLE, CONGRESSIONAL RESEARCH
SERVICE, WASHINGTON, DC

Ms. GravELLE. | would like to thank you for the invitation to
appear before you today to discuss the Federal budget and methods
of improving budgetary analysis to facilitate long-term decision-
making. I would like to submit my testimony for the record and to
summarize it here.

The fiscal impact of revenue and spending options is currently
judged based on examining the budgetary cost over a short time
horizon. For proposals which have a stable pattern of costs relative
to GNP, this is satisfactory. For others, the initial cost in the first
few years may be considerably different from the cost in the
future. Thus, we may find ourselves confronted with proposals that
are virtually identical in an economic sense, but which are vastly
different in a budgetary sense because of timing difference in cash
flow cost.

In this current budgetary climate, we may choose the option
which costs the least in the short run, even if it is not necessarily
the most desirable option. Or we may adopt proposals that appear
to have small costs, but which actually cost substantial amounts.

Moreover, we may also be evaluating proposals which are similar
in a budgetary cost, but vastly different in an economic sense. For
example, we think as a rule of thumb that a dollar of deficit pro-
duces a dollar of savings, roughly. And that rule of thumb probably
works well for a lot of proposals, but for some proposals it does not
work very well. So there may be proposals which have similar ef-
fects on the budget which have markedly different effects on sav-
ings.

A third problem is that our budgetary calculations often fail to
assess the full distributional consequences of policies because they
lack a time dimension. While we calculate for many tax and trans-
fer options the distribution of benefits across income classes, we
fail to account for the distribution across generations.
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There are approaches that could help to make budgetary ac-
counting more consistent and approaches which would help us de-
termine the distributional effects on savings. One simple approach
that I would like to discuss is to calculate the budgetary cost as an
annualized present value; another is to develop generational ac-
counts; another is to use more sophisticated economic models such
as life cycle models to try to estimate the effects of policy changes
on savings.

To illustrate my notion of an annualized present value, I would
like to turn to a current, fairly important example which there has
been considerable discussion of: restoring, in full or in part, Indi-
vidual Retirement Accounts or IRA’s. These were restricted for
higher income individuals in the Tax Reform Act of 1986.

The administration has proposed a restoration of these accounts
as Family Savings Accounts or FSA’s. These FSA’s would differ
from the current and pre-1986 IRA’s, in that they do not allow an
up-front deduction, but also do not tax withdrawals. Because of this
treatment, they are sometimes termed ‘‘back-loaded IRA’s,” while
the current IRA’s are termed “front-loaded IRA’s.” There have
been proposals in Congress for restoring old style IRA’s or for al-
lowing a choice between a front-loaded or a back-loaded IRA.

The FSA and the IRA provide identical economic treatment.
Both effectively exempt interest income from the tax. But the IRA
has another element. A large tax savings appears at the contribu-
tion time, tax savings is repaid with interest at the time of with-
drawal. Individuals can achieve exactly the same retirement
income after tax under both plans. But the timing of the budgetary
costs is vastly different.

I have calculated some of these costs for a simple FSA/IRA com-
parison in page 9 of my testimony and it is very striking. The FSA
in the first year, per dollar of contribution, costs 2.3 cents. The IRA
in the first year, costs 25.3 cents. So in the first year the IRA costs
11 times the FSA. In year 5 these comparative costs rise and in the
5-vear average—the budget horizon that we have been talking
about using—the FSA costs 7.2 cents and IRA’s costs 30.2 cents. So
now it is only about four times as big. The FSA reaches a peak at
56 cents and a steady state at that value. The IRA rises to 65 cents
and drops to 40 cents.

By the long-run study state, the IRA, instead of costing 11 txmes
the FSA, costs only 70 percent of the FSA. So which one is it?
Which one costs the most? Well, because 1 have set them up to be
exactly the same—in fact, in a present value sense they cost exact-
ly the same. And what I have done is just take that present value
and turn it into essentially a mortgage payment that keeps pace
with GNP. And I found that that mortgage payment would be, per
dollar of contribution for the first year, 43.1 cents. So the proposal
that we say costs 2 cents in the first year really costs 43 cents.

The FSA/IRA comparison is only an illustration of a very
common problem. Indeed, in the President’s budget submission we
can very quickly find two more instances of this problem. The ad-
ministration’s capital gains tax proposal is estimated by the Joint
Tax Committee to raise revenues by $3.7 billion in 1992, but to lose
revenues at a rate of $3.4 billion by 1996.
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The administration’s proposal to include State and local employ-
ees in Medicare will raise revenues in a fairly consistent pattern
over time. But the increase of benefits to individuals now covered
by the changes will be delayed until years largely beyond the
budget horizon.

Many types of tax proposals are characterized by uneven reve-
nue costs. Proposals to index capital gains on newly acquired assets
would involve a much larger annualized cost than the short-term
budgetary cost. Accelerated depreciation is another type of tax
change which involves a very uneven revenue loss.

The FSA/IRA comparison also illustrates another problem with
evaluating programs by examining budgetary costs. Even if these
two proposals have the same present value and should have the
same economic effects, the IRA increases the deficit in the short
run much more than the FSA. Does this mean that the IRA is
likely to decrease savings if the deficit is not made up by increased
revenues elsewhere by increased spending? The answer to this
question, assuming that individuals have recognized the future tax
liabilities associated with their IRA’s but not present with FSA’s, is
no. The FSA may increase or decrease private saving. I think there
is reason in economic theory and analysis to believe that private
saving is actually likely to fall with an FSA. But the IRA should
increase private saving relative to the FSA by the exactly the dif-
ference in the annual cash flow budgetary costs. This difference is
the amount that individuals need to save to be able to pay their
future tax liabilities when they withdraw funds from IRA’s. And
let us hope they take that into account.

This savings example illustrates a general principle, that future
as well as current liabilities and benefits should be taken into ac-
count in evaluating the effects of deficits on savings. A dollar of
deficit is not always translated into roughly a dollar of reduction in
savings. Increasingly, it seems appropriate to turn to life cycle
models, which by their nature account for future tax liabilities and
benefits, to assess the savings effects of policy changes.

Just to finish quickly, the third issue in which budgetary ac-
counting fails to address is the distributional effects of tax changes
in different generations. Transfer programs, for example, tend to
benefit the elderly. Increased payroll taxes burden the young rela-
tive to the old because older generations receive less of their re-
maining income through wages. Excise taxes as compared to .
income taxes are likely to burden older generations more.

Some of the effects of policies can be less than obvious. A corpo-
rate tax rate cut, for example, benefits older generations, while an
investment credit benefits younger generations.

In order to capture the distributional benefits across the genera-
tions, we would need a set of generational accounts, perhaps com-
bined with accounts across income classes.

I believe the common thread in all of the shortcomings of the
current budgetary, economic, and distributional evaluation of pro-
grams is the need to provide a forward looking approach. As my
IRA/FSA example illustrates, in some cases this approach can pro-
vide a dramatically different picture of the costs of programs that
involve uneven costs over time.

Thank you.
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Senator BRADLEY. Thank you, Ms. Gravelle.

[The prepared statement of Ms. Gravelle, appears in the appen-
dix.]

Senator BRADLEY. Professor Blinder?

STATEMENT OF PROF. ALAN S. BLINDER, PRINCETON
UNIVERSITY, PRINCETON, NJ

Mr. BLINDER. Thank you, Senator. I want to first, in addition to
thanking you for the invitation, apologize for being late—with the
usual remark: “It was not my fault.” It was the Amtrak’s fault.
And, as I was sitting there I was pondering how much as I as a
taxpayer had paid Amtrak as a subsidy to carry me as a passenger.
It was not worth it.

Anyway, I thought my role here was going——

Senator BRADLEY. And how much that subsidy effected the future
as opposed to the present.

Mr. BLINDER. And all the future generations. [Laughter.]

I thought my role here was going to be to listen to what every-
body else said and try to react. Obviously I cannot do that. Let me
make a few remarks, some of which are in the statement which I
prepared for the record, and a few of which occurred to me as some
other people were speaking in the last half hour or so.

First, I really ought to confess that I do not believe that insuffi-
cient budget data is the major factor, or even a major factor,
behind what I and many other people think have been inappropri-
ate decisions made by the Congress for many years now.

In my view, Congress is full of very smart people and, if the
proper political incentives were in place, they would cut through
whatever lousy data they were given from whatever sources and
make good decisions anyway. I can assure you that very few insti-
tutions in American have worse accounting procedures than uni-
versities. And yet I think Princeton University and others make
some pretty good budgetary decisions. )

I think the problem is that Congress learned two things in the
1980’s. The first was taught to them by Ronald Reagan: that the
feared political taboo against grossly unbalanced budgets really
was a figment of somebody’s imagination. Congress people learned
that they could spend much more than they taxed, year after year,
yéithout paying the political piper; and that is a very seductive
idea.

The second thing they learned—and economists were partly at
fault for this—is that the chicken little school of the deficit was
wrong. The sky did not fall, and it is not falling now. Whatever
problems a large deficit causes creep on you gradually—which is, of
course, the reason for the long run focus of this hearing. But any-
thing you can do to cure the deficit problem causes immediate po-
litical pain; and that I think is the essence of the problem.

I also think we are going to have a very hard time getting Con-
gress to forgot those two lessons. Once learned, I do not think you
can go back. And that is in some sense an over-arching point about
all of this discussion. :

The second point was brought up by Herb Stein a few minutes
ago. Like him, I am not against more information. In principle,
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more information is always better than less information. So infor-

mation of the sort Herb Stein was talking about, information of the

sort Larry Kotlikoff was talking about, and so on, certainly can do

no harm and may do some good. However, it is a fact of life that

you cannot keep everything in your head at once. There are only a

gewkthings that can be kept front and center on the congressional
ocket.

And if I was then forced—I am not, of course, but some people
are—to be selective about what is going to be front and center, I
am not convinced that either generational accounting or the kind
of GNP accounting that Herb Stein was advocating—good ideas as
they may be—would be the chief candidate.

Now, let me take a couple of minutes to sort of pick on the Auer-
bach/Kotlikoff proposal. I should perhaps apologize for doing that;
but there is a very simple reason. It was the one thing I had in the
mail before I got here. So I actually could read it and I know what
is in it—unlike most of the rest of the testimony which I missed.

They begin with a premise that I would like to dispute. It says:
“the key economic question associated with fiscal deficits is which
generation will pay for what the government spends.” Like Henry
Aaron, I do not really think that is the key question. As I hear the
questions Congress men and women ask, and read the things they
write on op-ed pages, I do not think that inter-generational redistri-
bution of wealth is the chief thing on their minds. That is the issue
addressed by generational accounts. -

I think Members of Congress are concerned with stabilization
policy issues, as well they should be. And I think they are very
much concerned with capital formation and long run growth and
real interest rates and what the debt-to-GNP ratio—rather than
the deficit, by the way—has to_do with all that.

On the other hand, Auerbach and Kotlikoff were certainly right
to say that inter-generational redistribution is one of the important
issues raised by fiscal deficits, and the new tool they have to
offer—generational accounting—is a quite reasonable way to look
" at it. I have not the slightest quarrel with doing so.

I would, however, like to offer just a few somewhat skeptical, or
maybe even curmudgeonly, remarks to temper the enthusiasm that
you got from Larry Kotlikoff—as if Henry Aaron has not already
severely tempered it enough. The first is a point Henry already
made, which is that these calculations are subject to gigantic errors
I want to emphasize that. That does not mean Auerbach and Kotli-
koff have done a sloppy job. It does mean that the task they set for
themselves is exceedingly difficult.

Larry Kotlikoff mentioned, as an example, the Social Security ac-
tuaries. Well, as we all know they present a range of forecasts. And
when you take these forecasts out some large number of years, this
range gets pretty wide. That is not a criticism of them either. It is
just very difficult to project what is going to happen on a variety of
margins over a 50-year period.

In addition to that, something that has not yet been mentioned is
that even the discount rates to be used is a high contentious issue.
Auerbach and Kotlikoff use a 6-percent real interest rate in their
calculations. That struck me as a little bit high; it is roughly the
real rate of return on the stock market. The real long-term govern-
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ment bond rate nowadays is in the neighborhood of 3 percent or so.
And as you probably know, the OMB mandates a 10-percent real
interest rate for discounting the benefits of Federal investment
projects, like dams and bridges and things like that—which I think
is an absurdly high rate.

But the point is that whether you discount the future at 3 or 6 or
10 makes an enormous difference to the answers you will get in
tables such as the ones Kotlikoff a"1d Auerbach have presented.

The second point is that these generational accounts ignore the
past and only look at the future. Now, for many purposes that is
Jjust what you want because the dead hand of history is dead the
past has already happened and, for allocation questions, only the
futu-e matters.

But I am quite certain that, if these accounts should ever come
into common currency in this town, a major use of them would be
to appraise inter-generational equity. Are the young being treated
fairly? Are the old being treated fairly? And for that purpose, of
course, you need the entire lifetime contributions and receipts of
2ach generation, not just what is going to happen from now for-
ward. Fixing this so, of course, would require only a minor amenda-
tion of what they have done.

The third and last point is more substantive. Larry Kotlikoff said
that economic theory pushes you to these sorts of calculations. I
would like to dispute that somewhat—and very, very briefly given
the proximity of the bell.

There is a brand of economic theory that says that only present
discounted values matter, and that is the economic theory appealed
to by Auerbach and Kotlikoff. Aecording to this theory, if I pay
$1,000 in taxes today and get them back with accumulated interest
30 years from now in the form of Social Security benefits, neither
of those transactions, neither the paying nor the receiving, should
have any effect on my behavior. That is the world view that says
you should look only at the net difference between the present
value of receipts and the present value of payments. I do not be-
lieve, and I should say many economists do not believe, that that i is
the world we live in. While the naive view that only this year’s
income matters is most certainly wrong, I would be very reluctant
to adopt an accounting procedure that presumed that every Ameri-
can citizen could borrow or lend freely as much as he or she
wanted at 6-percent real interest.

Thank you.

[The prepared statement of Mr. Blinder appears in the appendix.]

Senator BRapLEY. Thank you very much, Mr. Blinder.

Let me say all three of you have offered a very strong set of
warrings about proceeding dramatically in the direction of genera-
tional accounting.

Only Mr. Blinder offered an opinion about Herb Stein’s GNP
analysis or GNP budget. And I would be interested to know what
both Mr. Aaron and Mr. Blinder think of Ms. Gravelle’s present
value analysis.

Mr. AAroN. I would like to comment specifically on the Family
Security Account issue which Ms. Gravelle raised because that
seems to be a glaring example of how budget procedures have
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almost certainly shaped the character of proposed legislation in a
way to deceive the public and Congress.

We have a 5-year planning horizon. It turns out you do not get
the tax benefit from family security accounts unless you hold this
particular kind of security beyond the 5-year planning horizon.
Then you can cash in.

No Member of the Senate or the House can intelligently appraise
a piece of legislation such as that unless one takes into account the
long run effects on the budget along the lines that Jane Gravelle
suggested. Now, that does not answer the question of whether tax-
payers rationally consider all of those flows in determining their
consumption and saving behavior in the short run. On that score I
am completely with Alan Blinder.

Your charge is not to formulate a refined prediction of how pri-
vate behavior is going to be affected, at least it is not solely that. It
is also to answer the question of what the effect of your actions i
on the long-term fiscal demands of the Federal Government. An
for that purpose it seems to me, the procedure she suggested of
looking at the piece of legislation, asking what it is all about and
using an analytical period appropriate to that piece of legislation is
exactly the right thing to do.

Senator BRADLEY. And what about Herb Stein’s?

Mr. AAroN. I have not seen Herb Stein’s proposal in detail and I
prefer not to comment on it now.

Senator BRaDLEY. Mr. Blinder, what about——

Mr. BLINDER. Yes. I would just like to say a word about the Stein
proposal, in about 5 seconds, lest I should be misunderstood. I
think it is a very fine way for members of Congress and others to
think about what in the world is going on when various sorts of
legislation are in front of them and in various committees. But I do
not think it is a way to do the budget. It does not obviate the need
to do the budget, as indeed he said. It is kind of a first strategic
level where we ask: what in the world are we up to? It does not fill
out the budget numbers in any way.

Now, as to the present value notion, I think I half agree—maybe
more than half agree. I would put it differently. We are not talking
about the details of the FSA and the IRA which I did not quite get
as they were coming by. I think a key problem for some years now
has been that the preoccupation with the deficit has caused a high
degree of myopia in the Congress. This myopia works against in-
vestment projects which cost money up front and may bring back
returns, maybe handsome returns, later. A little bit of that is
taken care of by a 5-year horizon, but lots of it is left.

For example, the programs for children at risk that were men-
tioned a while back by Mr. Staats have very long run and appar-
ently very large paybacks. But there are lots of other examples,
like infrastructure, which does not pay back in 5 vears.

But the fundamental point that you want to look forward, and
not think of these things as 1-year events is indubitably correct and
very important.

Senator BRADLEY. Ms. Gravelle, do you have any thought on
Herb Stein’s proposal?

Ms. GrRAaveLLE. Well, I also have not had a chance to look at it
closely. But it seems to me there are a lot of important things he
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seems to be saying there. I gather that part of what he is suggest-
ing is that, for-example, when we decide to reduce our payments
for Medicare, then somebody else ends up paying for care. We need
to think about what is going on in the private sector and we need
to look at regulatory policies. So I think those are important issues
to lock at.

I am not sure how he intends to put this together in a budget. |
guess that is not what is very clear to me. I do think that we do
need to look at all the things that we do to the economy in direct
spending and regulation. Say, if we have mandatory health insur-
ance coverage for employers, that is doing something to the econo-
my. But I guess I am not really sure how you turn that into a
budget document. I guess I agree with Alan along that line. I am
Just not sure what we are headed to.

Senator BRaDLEY. Well, as I heard it, it is a formatting issue
first. You lay out what the economy spends on X and then you
decide whether what the goverriment is spending is appropriate;
whether it should be more or less. And then you make taxing deci-
sions to back that up.

Does that sound like an appropriate place to begin when you
start to think of a budget? I mean are these relevant in your own
mind? If the economy is spending X on transportation, maybe the
government does not need to spend more. I mean is that a reasona-
bie way to look at it, Mr. Aaron? )

Mr. AArRON. As you are characterizing it, Senator Bradley, I
think that is exactly the kind of analysis that should be done in
the Office of Planning in the retrospective departments or by the
congressional staffs that are trying to analyze issues to help guide
discussion on them. They will be informative and help people to
form views. But then one has to get down to the business of writing
up the accounts of what the government is doing, how large its ac-
tions are-and-what the balance is between revenues and expendi-
tures. And for that purpose, it seems to be its background; it is not
foreground.

Senator BRADLEY. You know, the réal question is, how can we get
a budget focused on the longer term as opposed to the short term.
And each of these ideas are ways to begin to try to look at the
budget a little bit in the longer term—beyond the common sense
notions such as if you invest in children, it is obviously an invest-
ment in the longer term; or infrastructure, it is an investment in
the longer term.

Do you see any value in trying to apply to the layman less
common sense notions about what is long term and short term? In
other words, we can make the decision on education and children,
but what is exactly the long-term impact on the Small Business
Administration expenditures or energy investment expenditures? Is
it valuable at all to try to begin to assess that?

Mr. AaroN. We have just gone through a decade long seminar on
the ineffectuality of mechanical rules for closing the deficit. We
have been taught that responsible fiscal policy takes political cour-
age and the willingness to sit down and work together to reach a
compromise. I think exactly the same thing can be said of increas-
ing our ability to look into the future. Mechanical fixes I think will
not suffice to do that ‘
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In the end what you are talking about, as Alan Blinker suggest-
ed, is the willingness to increase the degree to which the Federal
Government directly contributes to, rather than subtracts from, na-
tional saving; the willingness of the American public to support
taxes to pay for expenditures that will yield benefits, not just next
week or next year, but 5, 10, and 20 years in the future. That takes
leadership. It is not going to be solved or dealt with by mechanics.

Mr. BLINDER. I think of two things in answer to that question.
One, is in terms of focusing on the long run savings investment
balance and real interest rates and what is going to be the alloca-
tion of the GNP between the present and future, very broadly. The
eyeballs should be focused on the debt/GNP ratio: Where is that
going; where are the polices we are now promulgating taking us,
that is more important than this year’s budget deficit, by any
measure.

Second, the kinds of issues you were just posing suggests to me
capital budgeting, separating the budget into current and capital
budgets. Probably something was said about this before I walked in
the room. So I will just leave it at that. But that is where that
train of thought leads me.

Senator BrRADLEY. Do any of you have uneasiness about capital
budgeting when you get to deciding what is an investment and
what is not an investment?

Mr. BLINDER. Yes. That is exactly the problem. I have a lot of
uneasiness as all of us will when you start talking bout human in-
vestments and their——

Senator BRADLEY. Human investment?

Mr. BLiNDER. Human investment. And they are and should be a
big component of public investment. It is very hard to parse that
one out, among others.

Senator BRADLEY. Ms. Gravelle?

Ms. GrRAVELLE. I have almost lost track of your question now. But
let me say something I think is relevant anyway which is that
when you say you are concerned about the effect of the govern-
ment on growth and savings, you are making an inter-generational
equity statement right there. And so I really do not see why you do
not want to go further—I mean that is just saying, if the capital
stock changes, outputs are going to fall in the future; it is going to
have all these effects on future output.

It seems to me just as relevant to say: what are the direct set of
changes that we are making on different generations of people?
And so I think if you are trying to look forward to the future, you
need both these kind of things. You need to look at the effect on
savings, and that is hard to do but you have to keep trying. And it
makes sense to me when you are enacting a policy. For example,
from what we think we know, a value added tax is going to fall
more heavily on old pedple than young people. That is one of the
ways that it may increase savings.

But that is something that we ought to know and think about so
that when we are saying, a value added tax versus a payroll tax,
versus an income tax, I think we need to know not only their effect
on savings and what is going to happen to long run output, but also -
is it the 50-year-olds, the 60-year-olds, the 30-year-olds?
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I think that is very important. I am not saying that you should
substitute this kind of account for our present measures of deficit.
But I think it is a very important sort of measure to pursue. Other- -
wise, why are we concerned about growth if we are not concerned
about inter-generational policy?

Senator BRADLEY. Right. So that we do not just use the mechani-
cal approach, but also other bits of information. Now, what hap-
pens is, you are in a room and you are trying to decide what to do,
and you have information that assists you in making that decision.
One bit of information should be, well, what is the impact here on
growth? _

Reducing the deficit increases savings and enhances possibilities

- - for growth. What are the means to do that? Well, one of the ways
you do that is by raising taxes.

Well, if you are going to raise taxes, what are considerations?
One consideration is in terms of distribution issues—does it help
the wealthy or the poor? Another consideration might be, well,
what is its impact on generations? Does this tax mean that it is
going to hit people who are older or people who are younger? Is it
valuable in that sense? -

Mr. AARON. Let me say that I think the way the question is now
being posed is far more productive. The way it is being posed now
is, what is the difference of X, in this case a value added tax, in its
effects on different age groups from say an increase in income tax-
ation.

Senator BRaDLEY. Right.

Mr. AAroN. That is an analytically interesting and important
question which I am certain you as legislators would not be al-
lowed to ignore should you at some time seriously consider a value
added tax.

A variety of analytical techniques, tax models, and the tech-
niques that Auerbach and Kotlikoff would cast some light on that
question and would be useful.

The distinction I was trying to draw was that between useful an-
alytical studies and official statistics. What they have produced is
useful analysis but I think a pitfall riddled path for official statis-
tics.

Senator BrRabLEY. Well, maybe I am not sensitive enough to offi-
cial statistics. But my point is, any time someone proposes a tax
change, there is a distributional impact that is produced by the
Joint Tax Committee. That distributional impact always addresses
rich/poor questions. A distributional impact might also address
generational questions that would be produced by the Joint Tax
Committee or CBO for consideration by policymakers when they
are trying to decide what to do.

And if one could do that for any given tax change proposal or
any given spending change, that would be additional information
that would help you make your political case one way or the other.
What I have heard is the——

Mr. AaroN. You can do that now with existing tax models, but
you can do it in a different——

Senator BRADLEY. And could you do that for spending decisions?
One of the questions raised by Bob Reischauer relates to programs
like AFDC, where States control decisions. And if you are trying to
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make decisions on a generational basis and it goes out 20 years,
you do not have a clue what the States are going to decide to do.

So what I hear is that it is more difficult on the spending side or
at least it is limited to certain spending areas in which you have a
reasonable set of assumptions that are more or less agreed to at
the Federal level, at least that you are in control of. Is that not
right?

Mr. BLINDER. I think it is right. I think the big distinction is that
it requires projections quite far out into the future. And the fur-
ther they get out, the more subject to error they become. That is
what makes the inter-generational distribution different from the
rich/poor income distribution.

But I certainly think as you suggested, it would be a useful thing
for Congress to have in front of them when they consider tax legis-
lation like that.

Ms. GrRAVELLE. It might also be useful to have tax proposals run
through this kind of test when yvou do them so we can see——

Senator BRADLEY. Something like the Family Savings?

Ms. GravELLE. Right. If mean if there was ever an income tax
ghange, today would be like the future, but for others it would not

e.

Senator BRADLEY. Or capital gains?

Ms. GRAVELLE. Right. I think that would be very useful.

Senator BrabpLEY. Well, let me thank all of you very much for
your time today. I appreciate it. And this has been helpful for me
and I hope that the committee will also benefit from some of the
things that we are developing here.

As I said, this will not be the final hearing on these kind of sub-
jects, but at least it is a beginning and it has been a successful be-
ginning. I thank the witnesses who have been willing to come
today and offer their thoughts.

I appreciate it very much. And the subcommittee hearing is ad-
journed.

[Whereupon, the hearing was adjourned at 4:40 p.m.]
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PREPARED STATEMENT OF HENRY J. AARON !

Mr. Chairman: Thank you for the invitation to testify on generational accounts
and other issues concerning budget accounts. How statistics on government spend-
ing and revenues are presented to the public is important because it shapes public
awareness and understanding of the economic effects of government operations.
This issue has a long and troubled history, because the issues are complex. Regretta-
bly, incumbent governments on occasion have misused budget accounts to conceal
exactly what they were doing and the scope for manipulation is enormous. Further-
more, the presentation of budget accounts can be numbingly dull, which means that
few people other than those who want to manipulate the accounts have the stomach
for grappling with the technical issues. In the course of my testimony, I shall try to
make three major points:

First, official statistics on government operations are important for two dis-
tinct reasons: (1) they help the citizenry and elected officials to understand the
scope of government operations; and (2) they help fhe population to understand
what the goals of fiscal policy should be. At different times these objectives may
be best served by different methods of presenting official accounts.

Second, official statistics can be used by private analysts for a variety of othe~
purposes. The calculation of each generation’s payments to and benefits from
government is a worthy academic exercise and can be highly informative. But
such calculations inevitably depend on assumptions about which reasonable
people can and will differ. These differences will usually be large enough to de-
termine the nature of politically sensitive findings. As a result disagreement
about statistics will become the battleground for political dispute, an outcome
that will obscure the political debate and debase statistics. For this reason, the
government should not prepare and publish generational accounts.

Third, the estimates prepared by Auerbach, Gokhale, and Kotlikoff are inter-
esting and revealing. But these estimates rest on a number of assumptions some
of which seem to me to be clearly wrong and some of which are no more defen-
sible than alternative assumptions that would alter the results in major ways.

Laurence Kotlikoff has emphasized in many scholarly papers that governnent ac-
counts employ classifications that obscure the meaning of measures of cash flows to
and from the federal government. Private transactions are equally subject to such
arbitrary classification. Thus, an investor who sells some assets from a portfolio re-
alizes income and typically has to pay capital gains taxes. But the same investor
who borrows against such assets, and may realize the same cash flow, qualifies for a
tax-reducing deduction for interest paid. On such knowledge, lucrative legal and ac-
counting carcers are built. ‘

The federal budget is full of items that could be classified in various ways. For
that -eason, the absolute deficit or surplus, and indeed the level of federal spending
rva revenue are somewhat arbitrary. The President’s Commission on Budget Con-
cepts, appointed in 1967 in the wake of dubious budget manipulations by the John-
son administration, grappled with this problem. The major innovations were the in-
clusion in the official budget of the operations of social security and Medicare and

! Henry J. Aaron is the Director of the Economic Studies Program at the Brookings Institu--
tion. The views expressed in this statement do not necessarily reflect those of staff members,
officers, or trustees of the Brookings Institution.
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prohibition on treating proceeds from borrowing against government assets as reve-
nues.

The 1967 commission conspicuously failed to require any recognition of the contin-
gent liabilities associated with loan guarantees, an omission whose seriousness suc-
cessive administrations of both parties have demonstrated by freely issuing guaran-
tees and leaving successors to grapple with the consequences. From a budgetary
standpoint this practice might be called the Great Savings and Loan Deception, al-
though, of course, the guaranties of the FSLIC predate recent budget conventions.

What are Budget Accounts Good For? The budget can serve two major purposes.
First, it is an account of what the government is doing. Some people attach great
weight to the absolute size of the federal budget. They focus on the number of dol-
lars spent and collected in revenues, as measured by official accounts. While this
practice is widespread, the absolute level of spending and taxation contains little
information because, as Kotlikoff has shown, various classifications—the treatment
of a receipt as tax revenue or proceeds of borrowing or the use of loans rather than
loan guarantees, for example—are arbitrary and affect the apparent size of the
public sector.

Most people, however, do not use official statistics this way. Rather they compare
spending and revenues in one year with those in another year. Such comparisons
are meaningful, despite arbitrary classifications, if the classifications remain con-
stant over time and the relative use of various categories does not change very
much. If this condition is satisfied, changes in spending or in revenues give an ap-
proximately correct picture of the change in the size of the federal government. By
analogy, a thermometer may read 10° too high but correctly register changes in
temperature. It is in this connection that the increasing use of loan guarantees led
to a seriously misleading picture of the scope of government operations.

Many informed observers, including most of the staff of the Congressional Budget
Office and the Office of Management and Budget argue that this function of the
budget is the most important one. They hold that the budget should be comprehen-
sive and include all operations of government. Excluding some activities-social secu-
rity, for example—undermines this function of the budget, according to this perspec-
tive. It is this attitude, perhaps, that explains why, despite Congressional action to
exclude social security from the budget, both organizations continue to prepare most
prominent tabular presentations exactly as they did before Congress spoke.

This OMB-CBO view is understandable, in light of the budgetary chicanery prac-
ticed in some nations that exclude from commonly published accounts much of what
governments do. Nevertheless. I think that Congress was right to exclude social se-
curity from the official budget accounts and that the OMB-CBO view is therefore
wrong. For the first three decades of its existence, social security was excluded from
the budget accounts commonly reported in the press and featured in presidential

‘budget statements. This exclusion did not disturb the fundamentally conservative

management of social security. Nor did it cripple fiscal or monetary policy, because
officials in the Treasury, the Federal Reserve, and other agencies charged with ad-
ministering economic policy, having mastered elementary addition, were fully capa-
ble of using the national income and products account budget or other compilations
relevant to the particular problems they faced. The current generation of officials is
no less capable. Nor did the exclusion of social security from the budget hamper
rgéional decision making on national defense or domestic spending. It will not do so
today.

The second major function of the budget is to educate the public on the balance of
spending and revenues that will advance long-term economic growth. Given private
saving, the United States can achieve sufficient national saving to sustain hasic eco-
nomic growth only if the federal government runs a surplus on its total operations
approximately equal to the excess of social security revenues over soctal security out-
lays projected under current lauw.

I believe that the most important function of budget accounting is to help achieve
the objective of restoring adequate national saving. I suggest that if the goal of an
overall budget surplus equal to the annual accumulation of social security reserves
makes economic sense, the chances of achieving it are a bit better if social security
is excluded from the budget than if all operations of government are reported to-
gether. If social security is excluded from the budget, the long run goal is approxi-
mate balance on the remaining operations of government. If social security is in-
cluded in the budget, the public must be persuaded that it should run a persistent
annual surplus of a few hundred billion dollars. I believe that most elected officials
would find the chances of achieving and sustaining public support for a balance in
“the budget” better than the chances of sustaining support for a surplus of a few
hundred billion dollars.
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It would be silly to exaggerate the importance of budget accounting in reaching
this goal. Achieving balance on the overall budget, even with social security includ-
ed, is proving to be too large a task for our political system. But the target of overall
balance retains some heuristic value. The only chance of achieving adequate nation-
al saving, short of a dramatic shift in private behavior, will be if the federal govern- -
ment preserves currently projected accumulation of social security reserves and
manages approximately to balance the budget for the remaining operations of the
federal government.

Are Generational Accounts Useful, and Should the Federal Government Compile
Them? My answers to these questions are, respectively, yes and no. Much has been
written about generational conflict and the alleged burdens that the baby-boom gen-
eration is imposing, or will impose, on other generations. Some have alleged that
the baby-boomers have been short changed because public spending and job opportu-
nities have had to be stretched over larger-than-normal cohorts, resulting in fewer
benefits and opportunities per person. While demographic shifts cause major
changes in many aspects of the economy, one reasonable way of looking at whether
any group in the population imposes burdens on others is to calculate whether that
cohort consumes more over its life time than in produces. If a group consumes more
than it earns, it imposes burdens; otherwise, it does not. This calculation can be
split into two parts, for private consumption and public consumption.

Auerbach, Gokhale, and Kotlikoff present an estimate of the balance of public
consumption. They ask whether, under current policies the various groups alive at a
given date will pay more or less in taxes than the value of public services they re-
ceive. Asking whether various age groups are paying their way or not is exactly the
right question. Their estimates are interesting and informative. Their results broad-
ly interpreted indicate that older generations alive today are paying less in taxes
than they are receiving in public services. As a result, given their assumptions, the
authors estimate that younger generations alive today will have to pay more in
taxes than they receive in benefits.

Any such calculation must rest on a host of assumptions. Some assumptions are
technical in character and experts can agree on them. Others have little effect on
the results. For example, one has to decide on whether to treat children as inde-
pendent units or as part of parental units. However this matter is decided will have
little effect on the calculation of the kinds of trends in generational accounts with
which the authors are concerned.

But the calculations depend sensitively on many assumptions that reasonable
people will dispute. The present value of total future tax payments depends on three
critical assumptions: the growth of income against which taxes will be levied, the
evolution of tax rates used for computing liabilities, and the discount rate used for
reducing the resulting nominal taxes to present values. Since the calculation of gen-
erational accounts stretches more than 100 years into the future and the power of
compound interest is staggering, the choice of assumptions is critical. Let me illus-
trate the point. In the past three decades, annual growth of real worker compensa-
tion has ranged from 2.0 percent over the period from 1960 through 1978 to —0.3
percent over the period from 1978 through 1990. By the year 2100 wages will be
nearly eight times larger if growth returns to 1.9 percent than they will be without
growth. I really don’t know whether the plausible range of assumptions about the
growth of employee compensation is larger or smaller than the historical record
over the last three decades. But I would caution that we would smile tolerantly had
analysts working during the presidency of Ulysses S. Grant to try to forecast wages
of workers in 1930. That time span is the same as the one separating us from the
year 2100. Projections based on plausible assumptions can be informative and may
be necessary for program purposes. But it is easy to take them too seriously.

Over just the last three decades, the United States has replaced an income tax
system lacking any adjustments for inflation with one that contains full indexing
for nominal quantities but none for capital transactions. Legislated payroll tax rates
rose sharply as the baby boom turned into the birth dearth. Personal and corpora-
tion tax rates dropped sharply. Virtually every developed naticn other than the
United States adopted a value-added tax. To assume continuation of current law is
not a neutral assumption, and it is outrageously implausible. We know, for example,
that Medicare is drastically out of balance and that Congress will have to either cut
Medicare benefits or raise payroll taxes. The one policy that we know cannot persist
is current policy. But that is the one Auerbach, Gokhale, and Kotlikoff use. Which
ﬁf the infinity of possible alternatives is most reasonable? Quite simply, no one

nows.

Implicit in the calculation of generational accounts must be a path of wages and a
tax system. The choice of alternatives determines whether a given cohort will pay
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more or less in taxes than it receives in benefits. The pattern shown in Auerbach,
Gokhale, and Kotlikoff's tables 1 and 2 could be reinforced or reversed depending on
the assumptions one makes regarding future growth rates of wages and changes of
tax laws. To say that these critical quantities cannot be known with certainty is
more than understatement. The truth is that we haven’t a clue about growth rates
of wages or taxes decades into the future.

Whatever nominal tax flows result from these assumptions must be discounted to

present value. This choice of a discount rate is critical principally because of social
insurance. People typically pay taxes early in their lives and receive benefits late in
their lives. If one uses a low discount rate benefits will appear large relative to
taxes. If one uses a high discount rate benefits will seem small. But what discount
rate should one use? Disregarding inflation, responsible arguments could be ad-
vanced for rates as low as 2 percent and as high as 10 percent or more. The effect of
this choice is enormous . . .
"~ I have dwelled on the wide range of plausible assumptions regarding wages, taxes,
and the discount rate and on the sensitivity of the results to the choice of assump-
tions. Equally fundamental problems arise with respect to expenditures, the level
and composition of which has changed profoundly and will continue to change. To
assume that the current level and composition will persist is technically easy to do
and utterly without justification.

One additional assumption used by Auerbach, Gokhale, and Kotlikoff deserves to

be noted. They assume that cash flows of the government must be balanced within
the time period they analyze, except for relatively modest assumed changes in the
growth of public debt. That means that most of any difference between outlays and
receipts of any one cohort must be offset by an opposite imbalance of some other
cohort in their projection period. This assumption is arbitrary. There is no reason to
-think, for example, that the current federal debt, the result largely of fiscal imbal-
ances incurred during the lives of people now living will every be paid off. Each
cohort can receive more than it pays. That would be bad policy, but it can go on
forever if national income grows faster than the accumulated debt.

One might reply ‘o my comments by saying that in order to do calculations of
generational accounts one has to make some assumption. True enough. The implica-
tion of that rejoiader, however, is that calculating generational accounts is a worthy
academic activity, but that official agencies should not calculate them. Since there
is no way to select rationally among alternative assumptions and the selection of
assumptions defermines the results, calculation of such accounts would inevitably
become the focus of political struggle masquerading as analytical debate. Such an
outcome is lethal to the continued acceptance of official statistics as the product of
neutrai and objective calculation.

Do the Specific Estimates Presented by Auerbach, Gokhale, and Kotlikoff Make
Sense? The central finding of the authors, in my view, is that current policies pro-
vide people now alive with current benefits from government services far in excess
of what they are paying for those services and that someone some day is going to
have to pay for that excess. I pretty much knew that from the deficit, even after
allowing for the undoubted conceptual flaws in budget accounts. But the projections
of who will pay for the current excess and when they payments will be made are
not informative. The pattern is highly dependent on assumptions that could reason-
ably be varied. as I have just indicated. To underscore my criticism, I shall focus on
projections of the balance between payroll taxes and the benefits these taxes fi-
nance, old-age, survivors and disability insurance (OASDI), hospital ‘insurance (U,
and unemployment insurance (Ul.. Assuming a discount rate of 6 percent and a
growth rate of (.75 percent, the authors find that males aged 20 in 1989 will pay
payroll taxes with a present value of 366,200 and receive in return OASDI benefits
worth §9,100, HI benefits worth $2,900, and UI benefits worth $1,100, for a total
return of $13,100 and a net loss of $53,100. One has to wonder how 20 year olds can
be projected to get back benefits worth one-fifth of the taxes they pay from a system
that official actuarial projections indicate will pay out more in benefits than will be
collected in revenues. After all, OASDI has a small projected deficit, HI has a huge
projected deficit, and nobody even tries to project the balance in Ul.

What is going on? The answer is technical, but simple. Auerbach, Gokhale, and
Kotlikoff use a 6 percent discount rate; the actuaries use a 2 percent discount rate.
The relatively low discount rate of the actuaries necessitates far higher taxes to pay
for given benefits than would be required if they used a high interest rate that
would make future obligations seem small. The high discount rate used by Auer-
bach, Gokhale, and Kotlikoff shrinks the present value of legislated benefits,
making payroll tax financed systems, widely seen as inadequately funded, seem to
be awash in surpluses.
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If one accepts this discount rate, one can reach either of two extreme policy rec-
ommendations. Either payroll taxes can be cut drastically, because future obliga-
tions are far smaller than most of us had supposed; or social security is a monumen-
tal rip-off and should be repealed. The obviousness of such inferences, however
unwise both may be, guarantees that such technical assumptions would become the
battlefield for political wars of great ferocity.

In the end, I conclude that Auerbach, Gokhale, and Kotlikoff have produced a
technically sophisticated extrapolation of a variety of assumptions that help in-
crease one's sensitivity to the implications of current fiscal policy for future genera-
tions. If I were reviewing their manuscript for publication in a professional journal,
' would make a number of criticisms and urge a variety of revisions, but I would

commend it for publication without hesitation. But you asked me to review this

ot of accounts from the standpoint of suitability for official use. Without being face-
tious, I den't think its good enough for government work.

PREPARED STATEMENT OF ALAN S. BLINDER

The question for this hearing is: How can we provide members of congress with
better budgetary information so that they, in turn, can make better long-term deci-
sions? It's a good question, and I will address it shortly. But first permit me a few
words on how to provide better accounting data for short-term budget decisions.
After all, the long run is just a sequence of short runs.

The short run to which I refer is the period over which the central fact about
fiscal policy is its contribution to total spending, the period of time relevant to stabi-
lization policy. Concretely, that may mean one or two years. The budget deficit as
conventionally measured is a terrible indicator of the impact of fiscal policy on the
economy for several well-known reasons. Congress would better understand what it
was doing if it focused on the inflation-corrected, structural deficit. That implies two
adjustments:

(1) The structural deficit corrects for the automatic effect of the state of the econo-
my on the budget. The idea is by now a commonplace, so I will not belabor it. One
of the best features of the Budget enforcement Act of 1990 is that it implicitly di-
rects attention to the structural deficit, rather than the actual deficit, by making it
unnecessary for Congress to cut spending whenever a weak economy reduces reve-
nues. It remains to be seen if this will elevate the nature of congressional debates
over the budget. I hope it does. :

t2) The correction for inflation is a simple matter of getting our accounting
straight in an inflationary world. Without it, inflation distorts the measurement of
thﬁ deficit, making it look too large when inflation is high. An example will show
why.

Suppose the real interest rate is 3¢, inflation is zero, and long-term government
bonds yield 3%. For each 31 million bond, the government pays 330,000 in interest,
which is counted as an expense item in the budget. When the 31 million is repaid, it
is not treated as an expenditure but rather as return of principal. This is as it
should be.

Now think about how these same transact ions are treated at a 5% inflation rate.
Suppose the real interest rate is still 3%, so the nominal interest rate on the bond is
8%. The annual interest payvment rises to 380,000, and the deficit rises according-
ly—even though nothing real has changed. When the loan is paid back—after a
year, say—the 81 million is still treated as return of principal. But that is a another
mistake. If there has been 59 inflation in the interim, it takes $1,050,000 to pay the
bondholder back in purchasing power terms. So $50,000 of the 380.000 payment
should be treated as return of principal, leaving only 330,000 as interest expense.

In sum the proper accounting for interest in an inflationary world is to count
only the real component of interest as a budgetary expenditure. Critics will say that
this number is hard to know precisely. That is true. But it is easy to estimate toler-
ably well. We can approximate the inflation-corrected deficit by reducing the official
deficit by the product of the inflation rate times the volume of debt outstanding at
the start of the year. For fiscal 1591, that would be about:

$2115 billion (debt held outside government) x .05 tinflation rate) = $109 billion

This calculation could easily be off by $10 billion or so. But the number we use now
is off by $110 billion!

Having made my pitch for a more sensible annual budget concept, let me turn
more directly to long-run decisionmaking. Two obvious uses of long-run debt and
deficit numbers occur to me:



50

(1) Congress may be interested in how indebted the Federal government is becom-
ing to its citizens because it worries that a larger national debt will lead to higher
real interest rates, lower investment, and slower growth.

{2) (in deference to Auerbach and Kotlikotf) Since debt is, in a sense, deferred tax-
ation, Congress may care about the relative burdens it is placing on different gen-
erations—including unborn generations.

Let me take these one at a time.

CAPITAL FORMATION AND GROWTH

If Congress is worried that the public debt will crowd out private capital, its eyes
should be focused squarely on changes in the ratio of debt to GNP. The reason is
simple. The nominal scale of our economy grows each year both because prices go
up and because the economy gets bigger in real terms. It is therefore only natural
for every form of debt—household debt, corporate debt, and government debt—to
rise from year to year in nominal dollars, as they normally do. An obvious quest ion
is whether the public debt is growing taster or slower than GNP. If slower, it is be-
coming a decreasingly important user of capital. If faster, it is becoming increasing-
ly important and presumably ‘“crowding out’ other uses.

How large a deficit -would keep the ratio of debt/GNP constant? If we ignore the
current recess ion (as we should for long—run purposes}, the real growth rate of our
economy is now ground 2.5% and the inflation rate is around 4.5%, making 7% the
“normal” growth rate of nominal GNP in the early 1990s. For the nominal Federal
debt to grow 7% this year, the nominal (structural) deficit should be around $160
bil'!i(l)ln. Any higher deficit would make the ratio rise; any lower deficit would make
it fall.

Congress, however, might not be content with a stable debt/GNP ratio. After all,
the Federal debt climbed from about 239 in 1980 to about 42% today. Many people
think that is too high. So Congress might want to see a lower debt/GNP ratio in the
long run. For example (and still ignoring the recession), suppose Congress wants the
ratio to drop by 2 percentage points a year. If so, the permissible deficit shrinks by
about $110 billion (29 of GNP), that is, from $160 billion to 350 billion.

Regardless of whether we decide to shoot for $160 billion or 350 bill ion, two fur-
ther points should be kept in mind.

{1 If long-run crowding out is our concern, we should be looking at the Federal
government's net indebtedness. When the government borrows in order to lend, it is
acting as a financial intermediary, not "‘using up” capital. If the government lends
money at below-market rates, as it often does, only the net subsidy should count as
a current expenditure.

(2) In principle, we should also deduct the government's assets to arrive at an esti-
mate of government net worth. That is the basic logic that drives us toward a sepa-
rate capital budget: Bonds issued to build government capital do not erode the gov-
ernment’s net worth.

In practice. it is devilishly hard to put market values on many government assets.
However, one small step in this direction is easy to take: Receipts from asset sales
should not be counted as revenues. The net worth perspective shows why: If the gov-
ernment sells off 310 billion in, say, student loans and uses the funds to retire
bonds, its liabilities fall by 310 billion but so do its assets. Its net claim on the cap-
ital market does not change. Nowadavs. the main application of this point is to the
operations of the Resolution Trust Corporation. That ts why RTC purchases and
sales are properly treated as “off budget.”

GENERATIONAL ACCOUNTING

Auerbach and Kotlikoff would presumably disagree with most of what I have just
said. In their view, neither the annual deficit nor the accumulated debt is a mean-
ingful number because either could be changed dramatically by adopting different
accounting conventions. They claim that The key economic question associated
with fiscal deficits is: Which generation will pay for what the government spends?”

I don't agree with that. Based on what members of Congress say and write, and
the questions they ask at hearings, I doubt that their primary concern is the inter-
generational redistribution of wealth. In fact, I have just discussed several "‘key eco-
nomic questions’ that, [ think, worry Congress more. However, Auerbach and Kotli-
koff are surely right that intergenerational redistribution is one of the important
issues raised by fiscal deficits. And the new tool they offer—generational account-
ing—is a fine way to look at it.

I have not the slightest quarrel with using something like their generational ac-
counts as a supplement to the budget, and think the numbers it showed would be of
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genuine interest. However, I would like to offer a few curmudgeonly remarks to
temper their enthusiasm.

First, the calculations they make are subject to huge errors. That does not mean
that Auerbach and Kotlikoff are sloppy, only that the task they set for themselves
is exceedingly difficult. For each generation, they must estimate the annual {low of
taxes it will pay and benefits it will receive under current law for each year of its
remaining life. Then they must discount these flows to the present. The difficulties
of making projections out 50 years or more are perhaps self evident. But even the
discount rate is a matter of intense debate. Auerbach and Kotlikoff use a 6% real
interest rate in their calculations. Earlier in this statement, I noted that the real
rate on long-term government bonds is about 3%. And OMB prescribes a 10% real
rate for valuing Federal investment projects. Whether you discount the future at
3%, 6%, or 10% makes a huge difference to the answers you get. Auerbach and Kot-
likoff's choice is approximately equal to the long-run real return on the stock
market. That strikes me as too high. Are the flows of taxes and transfers really as
risky as equity returns?

Second, the generational accounts they develop consider only the future, ignoring
the past. For many purposes, that is exactly what you want; after all, the dead hand
of hi story is dead. But, if generational accounts ever become widely used, I am sure
they will be scrutinized for at least one purpose for which the past cannot be ig-
nored: appraising intergenerational equity. For this purpose, we want to know what
each generation will pay over its lifetime, not what each wili pay from today for-
ward. This, however, requires only a minor extension of their } .ocedures.

The third and last point is more substantive. The theory that underlies these
numbers assumes that only present values matter. If I pay $1000 in taxes today, and
get those taxes back (with accumulated interest) as social security benefits 30 years
from now, the transaction is not supposed to affect my behavior in any way. That is
the world view that justifies ignoring annual flows and looking only at the net dif-
ference between the present values of lifetime benefits received and lifetime taxes
paid. But that is not the world we live in. While the naive view that only current
income matters is also wrong, I am most reluctant to adopt an accounting procedure
that assumes that every American citizen can borrow or lend freely and without
limit at a 69 real interest rate.

I close with a confession that should perhaps have been made at the outset: I do
not believe that inadequate budget data are a major factor behind inappropriate
budget decisions. The Congress is full of smart people and, if the proper political
incentives were in place, they would cut through the lousy data and make good deci-
sions anyway. I can assure you, for example, that few institutions have worse ac-
counting procedures than universities. Yet I think Princeton University usually
makes pretty good budgetary decisions. ~

The problem, I think, is that Congress learned two things in the 1980s. First,
Ronald Reagan taught them that the feared political taboo against grossly unbal-
anced budgets was a figment of their imagination. They learned that they could
spend much more than they taxed, year after year, without paying the political
piper. Second, they learned that the Chicken Little school of thought on the deficit
was wrong: the sky did not fall. Whatever problems a large deficit causes creep up
on you gradually. But the cure causes immediate pain. With two-year political time
horizons, that creates an all-but-irresistible temptation to temporize.

Now that Congress has learned these two lessons, we voters are going to have a
devil of a time putting the deficit genie back into its bottle.

PREPARED STATEMENT OF CHARLES A. BOWSHER

Mr. Chairman and Members of the Subcommittee:

I am pleased to have this opportunity to appear before you today to discuss a sub-
ject that does not receive the attention it deserves—the effect of today's budget deci-
sions on our future economic wel} being and that of our descendents.

Our budget policies today are ainong the most important elements that will deter-
mine the national standard of living in the twenty-first century. Without sufficient
investment in new factories, highways, research, education and all of the other fac-
tors that determine the productivity of our labor force, the United States will not be
competitive in the future world economy. Unless we save today in order to provide
for that investment, our children and grandchildren may find they cannot sustain a
high standard of living while also supporting an increasingly large retired popula-
tion. Without increased savings and investment, our standard of living may fall
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behind that of other industrial nations, and the United States may very well lose
the preeminent position it holds today in the world economic order.

Unfortunately, our budget policies of the last decade have short-sightedly promot-
ed consumption ai the expense of our future economic well-being. Huge Federal
deficits have drained private savings that could have been devoted to new plants,
equipment, and other productive private investments. At the same time, the budget
has provided inadequate funding for highways, education, research and other public
investments.

The Congressional Budget Office estimates that the total Federal budget deficit
will be a record $309 billion this year. As bad as that sounds, however, the situation
is actually worse. Trust fund (Social Security, Medicare, Federal retirement and
others) surpluses totalling $120 billion partially mask a general fund deficit of over
3400 billion. By the end of this fiscal year gross Federal debt will probably grow to
more than $3.6 trillion. This level of debt will require annual interest payments of
almost $300 billion, about 19 percent of gross Federal outlays. The Congressional
Budget Office estimates that interest payments will exceed defense spending in
fiscal year 1992, becoming the largest item in the Federal budget.

The standing of the United States as a world superpower, as well as the future
standard of living for us and our descendants, depends on our willingness to assume
responsibility for the economic future by reversing our budget policies anu providing
for investment in that future. '

NOT JUST A GOVERNMENT PROBLEM

It is important to point out that this kind of economic short-sightedness is not
confined to the government. Our whole society seems beset by an increasingly short-
run focus. Many observers decry the extent to which American business managers
seem to be driven by short-run profits at the expense of the long-term health and
growth of their companies. Businesses that emphasize a long-term view are suffi-
ciently rare as to prompt major news stories in the financial press. Meanwhile, the
personal savings rate has declined from an average of 8 percent of disposable
income in the 1970s to just over 5 percent in the 1980s. There is even evidence that
many citizens believe that personal saving is bad for the economy—that consump-
tion is all that keeps unemployment down and incomes up.

1 believe we all need to work to change these attitudes and to instill in our society
a greater sense of responsibility to provide for a better future, but my testimony
today is about what the Federal Government can do directly tc improve the long-
term economic outlook. :

DEFICIT REDUCTION

- The first, and most important, thing that the Federal government should do is to
take additional steps to reduce the Federal budget deficit. A key issue here is the
effects of our deficits on investment levels.

Our future economic well-being depends on investments in both physical and
human capital that increase our ability to produce goods and services in the future.
Funds for these investments come from national savings and capital from abroad.
Since foreign investment leads to future flows of income from the United States to
foreigners, our future standard of living will be enhanced to the extent we finance
investment through our own national savings.

National savings is simply the sum of private savings and the total governmental
{state and local governments as well as the Federal government) deficit or surplus.
Everything else being equal. an increase in the Federal deficit reduces national sav-
ings. As you know, the Federal deficit has increased dramatically in recent years,
doubling every decade since 1950, In the 1950s the Federal deficit averaged less than
a hali percent of GNP. In the 1980s it averaged more than 4 percent of GNP. The
C}?ngressionai Budget Office estimates that the deficit will equal 5.5 percent of GNP
this year.

But, in fact, everything else has not been equal. As I mentioned earlier, at the
same time that the Federal deficit has skyrocketed, the private saving rate bzs
fallen significantly. The Federal Government should certainly consider whether
there are steps that could be taken to increase the private saving rate. But the
surest means of increasing nationai savings is to cut the Federal deficit.

Last September GAO issued a report! that called for Federal deficit reduction of
approximately $1 trillion over the six years from fiscal year 1992 through 1997.

q;OThe Budget Deficit: Outlook, Implications, and Choices (GAO/OCG-90-5, September 12,
1990).
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Using then current budget projections we calculated that deficit reduction of that
amount would produce a total budget surplus equal to about 2 percent of GNP by
1997. This would bring the general fund (excluding Social Security and other trust
funds) close to balance and, if private savings rates remain constant, would restore
the national savings rate to the pre-1980s post-World War II level needed to sustain
long-term growth and ensure steady increases in our standard of*living.

Last year’s deficit reduction agreement was a step toward the goal, but fell some-
what short. The deficit reduction contained in the Omnibus Budget Reconciliation
Act of 1990 and required under the Budget Enforcement Act of 1990 will total ap-
proximately $482 billion through fiscal year 1995, if fully implemented. However,
the promised savings fall short of the deficit reduction called for in our report last
September, and achieving even those promised savings is not certain. Funding for
emergencies is excluded from the discretionary spending limits of the Budget En-
forcement Act, and history indicates that we should expect at least some emergen-
cies requiring additional expenditures over the next four years. Any additional
spending required to resolve savings and loan or bank failures would also erode the
anticipated savings. In addition, 3144 billion of the anticipated savings depends on
legislation yet to be enacted—that is the appropriation bills for fiscal years 1992
through 1995, Achieving the required discretionary savings in the defense area
could be especially difficult since the anticipated military force reduction has been
at least delayed by the Persian Gulf War. Finally. the deterioration of the economy
since last September makes it likely that even deficit reduction in the amount we
called for would not produce a 2 percent surplus by the late 1990s,

Thus, while a good start was made last year toward eliminating the deficit drag
on our economy, more deficit reduction needs to be achieved as soon as we have
recovered from the recession.

ASSESSING LONG-TERM ECONOMIC EFFECTS

A second important step is for decision-makers to pay more attention to the long-
term economic consequences of budget decisions. Some progress has been made in
this regard recently, as seen from the debate over the need to ensure that the cur-
rent Social Security surplus contributes to our ability to meet the high benefit pay-
ments that will be required as the baby boom generation retires. However, it is
striking how little explicit consideration is given to economic goals and outcomes
during most of the debate on the budget. Last vear, when the Congress and the
President were considering the deficit reduction package. the level of the deficit
that would result from that package was discussed extensively (although most of the
estimates were exceedingly optimistic), but the effects of the package on future eco-
nomic growth or income were virtually ignored.

Many people talk at length about the importance of deficit reduction, but not
enough has been done to demonstrate the actual economic effects of such reduction
and to convince the American people that it is worth sacrificing now in order to
bring the deficits down.

Those effects are demonstrated. however, in a recent study from the Federal Re-
serve Bank of New York.? That study provides quantitative estimates of the adverse
effects of low savings in the 1980s, and the benefits that would derive from a resto-
ration of the saving rate to the average level of 1950-197Y. These estimates show
LORY GNP at least 3 percent lower than it would have been if savings had not fallen.
By next year. the output loss may have grown to the point where we will not only
be saving less, but also consuming less. than if we had maintained the higher saving
rate. All the fun of the binge will be over, and there will be only the bills to pay. If
the saving rate remains depressed. the annual GNP losses continue to increase into
the early decades of the next century. when the retiremeat of the baby boom gen-
eration will put additional pressure on living standards.

The policy suggested in the New York bank’s study—to achieve a unified budget
surplus of about 2 percent of GNP late in this decade—closely conforms to our rec-
ommendation of last September. The study calculates that the first five years of this
recovery policy add an average of a ha!f percentage pcint to annual GNP growth,
with larger gains thereafter. Higher savings will give us a brighter economic future,
but the process takes time. It is not the path of instant gratification.

In addition to paying more attention to the kind of economic analysis in the New
York bank’s study, we also need to consider more systematically the long-term eco-
nomic effects of a whole range of policies that are crucial to our ability to compete

2 Harris, Ethan S. and Charles Steindel. *The Decline in U.S. Saving and Its Implications for
Economic Growth. * FRBNY Quarterly Review, Winter 1991, pp. 1-19.
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in the international market. Additional investments in plant and equipment will
not keep the United States competitive if we continue to fall behind other nations
in the quality of the education that we provide to our future work force. Drug use
diverts resources from productive investments and makes workers less productive,
Escalating health care costs soak up a greater percentage of national resources
while many citizens continue to receive inadequate health care, making them less
productive and likely to require more expensive care later. Inadequate investment
in the transportation infrastructure threatens gridlock on the ground and in the
skies, with resulting economic paralysis. Disarray in the banking system and carital
markets threatens U.S. leadership in these areas.

In all of these areas, and in many others as well, it is important to look beyond
the immediate Federal budget costs of policies and consider their long-term conse-
quences. I should add in this regard that the ideas of Herb Stein about “budgeting
the GNP" through a multi-year plan 3 are interesting and worthy of consideration.
As he points out, the government should also evaluate its tax, expenditure, and reg-
ulatory decisions in terms of their future effects on the allocation of the nation’s
total economic output, private and governmental, among such activities as national
security, private investment, public investment, health care, consumption by the
poor, etc. We must understand this total allocation, not simply the government'’s
share, if we are to fully understand the impact of governmental decisions on current
and future generations.

IMPROVED BUDGET PRACTICES

Of course, better analysis of the long-term effects of budget decisions is not
enough. That information must be integrated into the budget decision-making and
enforcement system in order to focus attention on those effects and to provide incen-
tives to deal with them. This involves structuring the budget in an appropriate way,
accurately accounting for long-term effects in the budget, and assuring the achieve-
ment of long-term goals on which agreement has been reached.

GAO has pointed out many areas where such improvements would be desirable.
GAO’s recommendations have already been at least partially adopted in a number
of areas, such as the budgetary treatment of Federal credit programs, accrual of
military retirement benefits, and multi-year congressional budget resolutions and
Budget Act enforcement.

One GAO proposal not yet adopted that would help illuminate the long-term eco-
nomic effects of budget policies is the proposal for a six-part budget.

Six-part Budget

Although GAO strongly supports a unified budget, we believe that the present
budget structure, with its exclusive focus on a bottom-line cash deficit, obscures im-
portant differences among programs, making it difficult for the public and many of-
ficials to understand what is actually going on in the government's finances. For
example, looking only at a total budget deficit that nets out trust fund surpluses
provides a misleading picture of the status of the government's financial affairs. In
addition, large business-type operations such as the Postal Service are unable to
plan and operate efficiently if they are subject to short-term spending controls more
appropriate for programs financed from the general fund. Finally, critical capital
investments for nuclear weapons plant modernization, bridge repair, and other pur-
poses are postponed because the budget treats the purchase of long-term assets the
same as the purchase of paper, pencils, and other consumables that are used up im-
mediately. -

GAO believes that the unified budget should be retained in order to reflect the
governnient's total financial operations, but it should be divided into three major
components—general, trust, and enterprise funds—with each component subdivided
to distinguish between operating and capital expenditures. (See attachment showing
the fiscal year 1992 budget displayed in the six-part format.)

The Congress has addressed certain aspects of the trust fund and enterprise fund
issue by moving Social Security and the Postal Service off budget. We do not believe
that this is an appropriate solution to the problems because it creates confusion
about the fiscal effect of total government operations and because it does not pro-
vide for consistent treatment of all trust funds and government public enterprise
activities. In addition, history has shown that agencies that are moved off budget
are moved back on at some point.

q" Stein, Herbert. Governing the $5 Trillion Economy. New York: Oxford University Press,
9.
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The earlier discussion of the need to increase national investment highlights the
importance of dividing government spending between operating and capital expendi-
tures. If we want to accurately measure the impact of the budget on national sav-
ings and investment, we should not assume, as does our current budget accounting,
that all government expenditures represent consumption. We need to recognize that
government expenditures for long-term assets do represent an investment in our
economic future. We are aware that many people in the budget community fear
that a separate capital budget within the unified budget could provide greater op-
portunities for gaming the budget process and avoiding controls on spending. We
understand that some modification of our capital budget proposal may be necessary
to allay these fears. We are eager to explore ways in which an appropriate treat-
ment of capital expenditures can be achieved without jeopardizing appropriate con-
trols on spending.

Other Possible Improvements

GAO has identified other areas in which improvements might be made: full accru-
al of liabilities for Federal civilian employee retirement and other employment ben-
efits and, possibly, accrual of liabilities for Social Security and other entitlement
benefits; budget treatment of contingent liabilities such as deposit insurance; recog-
nition of possible Federal financial exposure in connection with Government-spon-
sored enterprises; and consideration of future costs resulting from Federal govern-
ment responsibilities in areas such as the clean-up of nuclear weapons facilities. We
are continuing our work on these issues and will be happy to discuss our views on
them today or in detail at some future date.

One other area of concern is our dependence on the baseline in analyzing-whether
our policies achieve the desired results in the outyears. The baseline is intended to
show what the budget would be in the outyears if direct spending and tax policy do
not change and discretionary spending is increased to keep up with inflation (or is
at the levels set by statute, as in the case of the Budget Enforcement Act discretion-
ary spending limits),

Something like the present baseline is probably an essential starting point for de-
bating budget choices. Unfortunately, however, it can lull us into a sense of compla-
cency. It is easy to think that we have the deficit problem well under contro! if the
estimates of economic growth are high enough, or the estimates of the costs of pro-
grams such as Medicare are low enough. In addition to the problem that baseline
estimates can be overly optimistic (and there are many who think that they general-
ly are), the current baseline concept is not intended to capture spending increases
resulting from the need eventually to clean up DOE's nuclear weapons facilities, re-
build America’s infrastructure, fight an AlDs epidemic, or fight a Persian Gulf War.
We all know that the government has unmet obligations and that we can expect
bad things to happen occasionally, but the baseline simply does not reflect this
knowledge.

When we use the baseline to judge our budget accomplishments, we should be
aware of these shortcomings and adjust our evaluations accordingly. It would be
wise for us to tend toward pessimism in our budgetary decision-making so that we
will not continually come up short in our attempts to eliminate the Federal deficit
and increase our investment in the national econcimy.

In addition, the use of the baseline can sometimes cause confusion. For instance,
the baseline level for Medicare is the level of spending estimated to occur if current
law is not changed. If the law is changed so that estimated spending is less than
that baseline level, this is considered as savings even though total Medicare costs
may be higher than the year before. This allows decision-makers to separate out the
effects of policy decisions from the effects of such factors as growth in the Medicare
eligible population. It also recognizes the fact that restrictions on Medicare services
certainly seem like cuts to beneficiaries even if total program costs go up. However,
it is difficult to explain to decision-makers themselves, let alone the public, how we
can cut Medicare year after year and yet Medicare costs are dramatically higher
than they were a few years ago.

BUDGET STUDY COMMISSION

We recognize that these matters raise many policy and technical issues. Not all
elected officials and budget experts would agree with our understanding of the prob-
lems and our prescribed solutions. Furthermore, there are other budgeting proposals
that raise even more fundamental questions, such as proposals for line-item veto au-
thority for the President.

Considering the importance of reaching consensus on how to improve our budget-
ing practices, I think that the Congress should consider establishing a high-level,
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bipartisan budget study commission similar to the 1967 President’s Commission on
Budget Concepts. I would probably wait a year or more before establishing such a
commission, so as not to divert attention from the main task at hand—enforcing the
current deficit reduction plan and enacting additional reductions. But the time will
eventually come, 1 am sure, when such a body could make a major contribution. I
also would think that one of the main objectives of such a commission would be an
examination of how the Federal Government can better budget for the future.

CONCLUSION

We have made a start toward eliminating the deficit, but much remains to be
done, both in dealing with the deficit itself and integrating the consideration of
long-term economic effects into the budget process. Perhaps most importantly, we
need to mount an all-out effort to convince both decision-makers and the American
public that today’s budget is a’‘crucial factor in determining tomorrow's economic
well-being. GAO will certainly continue its efforts in this regard.

This concludes my statement. I will be happy to answer any questions.

Attachment.

PRESIDENT'S FISCAL YEAR 1992 BUDGET RESTRUCTURED ACCORDING TO GAO PROPOSAL

[Oollars in billions]
Total . General Il ~Trust }L Enterprise
Operating Surplus/defict (—) ... ... B U N
Capital financing requirements. ... ... BT i -3 i —-33 _i 8 ; -6
| e S S S T T
Unified budget financing requirements.................... - 281 | —435 i 154 I 1
: |

Numbers may nol add due 10 rounding

PREPARED STATEMENT OF JANE G. GRAVELLE

Mr. Chairman and Members of the Committee, I would like to thank you for the
invitation to appear before you today to discuss the Federal budget and methods of
improving budgetary analysis to facilitate long-term decision making.

The fiscal impact of revenue and spending options is currently judged based on
examining the budgetary cost over a short time horizon. Thus, estimates of the re-
sources needed to effectuate a change which has repercussions far into the future
may rest on numbers which capture only a few years of the cost. For proposals
which have a stable pattern of cost relative to GNP, this g a satisfactory way of
considering the magnitude of resources devoted to the proposal. For others, the ini-
tial cost in the first few years may be considerably different from the cost in the
future. Thus, we may find ourselves confronted with proposals which are virtually
identical in an economic sense, but which are vastly different in a budgetary sense
because of timing differences in the cash flow costs. In the current budgetary cli-
mate, we may choose the option which costs the least in the short run, even if it is
not necessarily the most desirable option. Or we may adopt proposals which appear
to have small costs, but which actually cost substantial amounts.

Moreover, while we may be evaluating proposals which are identical in an eco-
rnomic sense, but vastly different in our conventional measures of budgetary cost, we
may also be evaluating proposals which are similar in a budgetary cost but vastly
different in an economic sense. For example, we think as a rule of thumb that a
dollar of deficit reduction produces roughly a dollar of increased savings as the gov-
ernment reduces its claim on capital markets. This rule of thumb probably works
well for many types of revenue and spending options. But the consequences for over-
all savings depend on the effect on private savings as well. That effect depends on
what sort of expectations of future taxes and benefits are associated with the pro-
posal, how individuals respond to both prospective and current costs, and which
groups receive these taxes and benefits. Thus, proposals which have similar effects
on the budget may have markedly different effects on savings.

A third problem is that our budgetary calculations often fail to assess the full dis-
tributional consequences of policies because they lack a time dimension. While we
calculate for many tax and transfer options the distribution of benefits across
income classes, we fail to account for the distribution across generations.
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Because of the short-term focus, traditional budgeting and budgetary analysis
may provide poor, or even misleading, information about the true costs, the effects
on savings, and the distributional consequences of programs. There are approaches
which could help to make budgetary accounting more consistent and approaches
which would help us determine the distributional effects and savings. One simple
approach which I would like to discuss is to calculate the budgetary cost as an an-
nualized present value. Another is to develop distributional models which account
for not only tax burdens and benefits across income classes but also across genera-
tions—generational accounts. This measure, as suggested by Auerbach, Gokhale,
and Kotlikoff, provide information about the distribution across generations as well
as calculating consistent cost figures.! Another is to use more sophisticated econom-
ic models, such as life cycle models, to try to estimate the effects of policy changes
on savings.

To illustrate the first issue—that short term budgetary costs can provide very
misleading information and that identical proposals (in an economic sense) can have
vastly different short term costs associated with them, I want to take an example
from tax policy, where these types of timing problems frequently occur. There has
been considerable discussion of restoring in part or in full, or even expanding on,
Individual Retirement Accounts, or IRAs. Prior to 1986, IRA provisions allowed all
taxpayers a deduction for amounts deposited into retirement accounts up to $2000.
These funds can be withdrawn in retirement. At that time, all withdrawn funds,
whether principal or interest, are taxed. IRAs were restricted for higher income
people by the 1986 Tax Reform Act in order to meet revenue and distributional ob-
jectives.

The Administration has proposed a restoration of these accounts, with somewhat
more generous limits and more flexibility, as Family Savings Accounts, or FSAs.
These FSAs would differ from the pre-1986 IRAs in that they do not allow an up-
front deduction; but also do not tax withdrawals. Because of this treatment they are
sometimes termed ‘“back-loaded IRAs,” while the current IRAs are termed “front-
loaded IRAs.” The FSA treatment is, however, identical to the treatment of a tax
exempt bond-—interest is not included in taxable income. There have been proposals
in the Congress for restoring old style IRAs or allowing a choice between a front-
loaded or a back-loaded treatment.

Aside from differences in limits (and other differences not considered here), the
FSA and the IRA provide identical economic treatment—both effectively exempt in-
terest income from tax.2 The IRA also has another element—a large tax savings ap-
pears at the contribution time, but the tax saving is repaid, with interest, at the
time of withdrawal. Individuals can achieve exactly the same retirement income
after tax under both plans. But, the timing of the budgetary costs is vastly different.

The first few years’ cost of the FSA will be small relative to the long run costs as
the accounts build up in size. The effects of a deductible IRA show a completely dif-
ferent pattern. Costs are much larger in the short run, they rise to a higher peak,
but then decline as individuals begin to withdraw funds from their IRAs and pay
tax on the withdrawals. I would like to illustrate this pattern of budgetary costs for
a simple FSA versus IRA program which assumes that annual contributions keep
pace with GNP. This example assumes that the average IRA account is invested for
fifteen years and then withdrawn as an annuity over ten years. I assume a tax rate
of 23 percent, and an interest rate of ten percent. (These numbers are also reported
in the attached Table 1). :

The first year budgetary cost of the FSA per dollar invested is straightforward—
2.3 cents, which is simply 23 percent of the ten cents interest on the dollar in the
first year. The first year cost for the IRA is, however, much higher. In addition to
the 2.3 cents of foregone taxes on interest, the contribution itself is deducted for an
additional cost of 23 cents, for a total of 25.3 cents. For the first year, the budgetary
cost of an IRA is much larger than the FSA—eleven times as large.

Moving to a 5 year budget horizon narrows relative costs of the two approaches.
Because of the growing amount in the accounts, the cost of both proposals is rising;
at five years the cost for the FSA is 12.2 cents and the cost for the IRA is 35.2
cents.® At The average cost over five vears for the FSA is 7.2 cents; the average cost

' This approach is outline in Alan Auerbach, Jagadeesh Gokhale, and Laurence Kotlikoff,
Generational Accounting: A Meaningful Alternative to Deficit Accounting, National Bureau of
economic Research working Paper 3589, January 1991.

2 The IRA results in a zero effective tax rate assuming the tax rate does not change between
deposit and withdrawal. If the tax rate is lower on withdrawal, the effective tax rate is negative;
if 1t is higher the effective tax rate is positive.

3 All calculations are measured at first year levels of income.
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for the IRA is 30.2 cents. Over this somewhat longer horizon, the cost of the IRA is
slightly over four times as great as the FSA.

But, if we look further into the future, we find that these comparisons continue to
change. The cost of the FSA continues to rise until it reaches a steady state, and a
peak, after twenty five years—when the cost has now become 56.1 cents. The IRA
reaches a peak earlier, at 15 years, when the cost is 65.2 cents. Then as individuals
begin te-withdraw taxable sums, the cost begins to fall until it reaches a-steady
state value of 40.3 cents. In the long run, therefore, the annual cest of the IRA is
only about seventy percent of the cost of the FSA.

Does the IRA cost eleven times the FSA, or does it cost only seventy percent as
much? In fact, because these proposals have been chosen to be identical, they cost
exactly the sam. in present value, assuming that individuals respond to them ra-
tionally. One way tc measure this cost on an annual basis is to calculate the present
value and then annualize it. That is, we ask what is the amount of annual cost
which is a constant percentage of GNP which will produce the same discounted cost
ag ihese proposals. That calculation tells us that the true cost of these proposals is
43.1 cents.

If we return to our initial costs, we find that the first year cost of the FSA is only
5 percent of the true cost, and even the five year cost is only 17 percent of the true
cost. Thus, even with a five year budget horizon, the true cost is six times the initial
costs. The initial costs of the IRA are closer—59 percent in the first year and 70
percent over five years. But even the IRA revenue cost understates the true cost in
this example.

This FSA/IRA comparison is only an illustration of a common problem. indeed, in
theb}’resident's budget proposals we can quickly find two more instances of this
problem.

—The Administration’s capital gains tax proposal is estimated by the Joint Tax
Committee to raise revenues by $3.7 billion in 1992, but to lose revenues at a
rate of $3.4 billion by 1996. If we assume that the realizations responses used by
the JCT are correct (the actual cost could be as high as $17 billion in the fifth
year in the absence of a realizations response), the first year revenue effect is
actually of a different sign from the following four years because of the as-
sumed short run realizations response. Even a five year horizon misrepresents
the true long run cost because of the overstated influence of the large first vear
revenue gain. -

—The Administration’s proposal to include State and local employees in Medicare
will raise revenues in a fairly consistent pattern over time. Increased benefits to
individuals now covered by the changes will, however, be delayed until future
years largely beyond the budget horizon.

Many types of tax proposals are characterized by uneven revenue costs. Proposals
to index capital gains on newly acquired assets would involve a much larger annua-
lized cost than the short term budgetary cost. In this case, not only is there a real-
izations response which might raise revenue initially, but there is also a slow build-
up in the accumulated inflation because the proposal is restricted to new assets. Ac-
celerated depreciation is another *ype of tax change which involves very uneven
patterns of revenue loss.

One straightforward approach, therefore, to accounting for costs is to calculate
the annualized present value, which takes into account the expected pattern of reve-
nue losses over time.

The FSA/IRA comparison also illustrates another problem with evaluating pro-
grams by examining budgetary costs. Even if these two proposals have the same
present value and should have the same economic effects, the IRA = creases the def-
icit in the short run much more than the FSA. Does this mean that the IRA will be
less likely to increase savings if the deficit is not made up by increased revenues
elsewhere or reduced spending? The answer to that question, assuming that individ-
uals recognize the future tax liabilities associated—with IRAs but not present with -
FSAs, is no. The FSA may increase or decrease private saving, although there is
reason in economic theory to believe that private saving is likely to fall. But the
IRA should increase private saving relative to the FSA by the difference in the
annual cash flow budgetary costs. This difference in budgetary costs is the amount
individuals should save so as to be able to pay their future tax liabilities when they
withdraw funds from IRAs. -

This savings example illustrates a general principle: that future as well as cur-
rent liabilities and benefits should be taken into account in evaluating the effects of
deficits on savings—a dollar of deficit is not always translated into roughly a dollar
of reduction in savings. Assessing these deficit differences is often complex and un-
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certain, particularly since individuals may not always recognize the cost of future
tax liabilities. Indeed, one of the disadvantages of proposals such as which create
future tax liabilities in exchange for current deductions is the possibility that tax-
payers may not take these future tax liabilities into account. Increasingly, it seems
appropriate to turn to life cycle models, which by their nature account for future
tax liabilities and benefits, to assess the savings effects of policy changes. .

The third issue which current budgetary accounting fails to address is the distri-
butional consequences of tax changes. We have some notion of how different tax and
spending proposals affect individuals across the income distribution. For example,
income taxes tend to be progressive, so that proportional increases in income taxes
reduce the incomes of high income individuals proportionally more than lower
income individuals. Excise taxes, by contrast tend to reduce incomes of lower
income individuals more relative to higher income individuals. Most transfer pro-
grams proportionally benefit lower income individuals. Payroll taxes tend to be first
progressive, then regressive, rising and falling as a share of income.

One distributional aspect of budgetary changes which is not addressed in many
distributional tables, however, is the effects on different generations. Transfer pro-
grams tend to benefit the elderly in many cases. Increased payroll taxes, however,
burden young and future generations relative to older ones, because older genera-
tions receive less of their remaining income through wages. Excise taxes as com-
pared to income taxes are likely to burden older generations more, where spending
i1s a higher proportion of income, relative to younger generations. Some of the ef-
fects of policies can be less than obvious. A corporate tax rate cut, for example,
tends to benefit older generations who have already accumulated capital; an invest-
ment credit, even though it affects capital income, tends to benefit younger genera-
tions rather than older ones because it is available only for new investment.

In order to capture the distributional effects across the generations, we would
need a set of generational accounts, as discussed earlier. Such accounts can tell us
the percentage change in incomes of individuals in different age groups as well as
calculating the present value of tax changes. And, of course, a complete set of distri-
butional analyses would combine both traditional income distribution and genera-
tional distribution, so that the effects of policies on individuals with different life-
time incomes and of different ages can be determined.

The common thread in all of these shortcomings of the current budgetary, eco-
nomic, and distributional evaluation of programs is the need to provide a forward
looking approach. I have illustrated one fairly simple mechanism for dealing with
the measurement of the costs of programs with uneven revenue patterns over time,
by using an annualized present value concept. Such an approach would havé little
effect on the cost of relatively constant cost changes, such as income tax rate in-
creases or ongoing spending programs which tend to rise with income. But they
could provide a dramatically different measure of the cost of programs which in-
volve uneven costs over time.

Table 1.—REVENUE COSTS (CENTS PER INITIAL DOLLAR OF CONTRIBUTION), FOR A FAMILY SAVINGS
ACCOUNT (FSA) AND AN INDIVIDUAL RETIREMENT ACCOUNT (IRA)

- o o T FSA ( (RA
R | :
Year 1. .. . 23| 253
Year 5. ....... . 12.2 | 35.2
five Year Average.. ... 12 302
Peak ..o 561 65.2
Long-Run Steady State o S e 561 40.3
Annualized Present Value e 831 831
Source- Congressional Research_ Service Al amounts are m first year income levels, contributions are assumed to grew with GNP.

APPENDIX: CALCULATION OF FSA/IRA COSTS

The first year cost of the FSA is equal to R times t, where R is the interest rate
and t is the tax rate. For the calculations, r is set to .10 and t is set to .23. In the
case of the IRA, the first year cost is (1 +R) times t. The cost of the FEA in year 5,
denoted C; is:

(1) Gy =Rt[(1+x)® - 1)/x

where x is {1+R)(1+G), and G is the growth rate, set at 7 percent.
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The average cost for the first five years is
(2) RY(1 +x)Cs/5 ~1)/x

In both cases, the cost of the IRA is found by adding t to the cost for the FSA.
The long run steady state value for the FSA (and the peak value) is:

3) Rt {[1+x25 — 1)/x — [(1+%)?5 — (1+%)15)/[x(1 — 1/(1+R)*)]
+[(T+x)24/GI1+G)'° — 1)/[1+R)*° — 1]}

The peak value for the IRA is:
_4) Rtg'14x)5 —1)/x + t
And the long run steady state for the IRA is:
(5) Rt {[1+x)25 — 1)/x — [(1+x)25 - A+x)13)/[x(1 — I/(1+RNO)} + t
The annualized present value for both proposals is:
(6) Rt {25 — 10/{1 — 1/(1+R)1°] — 1/R}

PREPARED STATEMENT OF LAURENCE J. KOTLIKOFF

Mr. Chairman and Members of the Subcommittee. We are honored by this oppor-
tunity to fjresent our views concerning U.S. fiscal accounting and the generational
stance of U.S. fiscal policy. Recent years have witnessed a growing unease with the
use of the fiscal deficit to gauge the stance of fiscal policy. Many economists ques-
tion whether a single number, that relates primarily to the government’s current
cash flow, is the kind of measure needed to understand the longer term effects of
fiscal policy on saving, investment, and growth. They also ask whether the deficit
can tell us how we are treating different generations, both those currently alive and
those yet to come. Economists and policy makers have long criticized the deficit for
failing to account for inflation, economic growth, government assets, and implicit
liabilities. Doubts about the deficit have been accentuated by the country’s demo-
graphic transition; the aging of the U.S. population, with its attendant increase in
the number of nonworkers dependent on workers, raises major concerns about the
viability of a short run, pay-as-you-go approach to fiscal budgeting.

In recognition of these concerns about the demographic transition, the U.S. Feder-
al Government decided in 1983 to accumulate a very large social security trust fund
to help finance the “baby boom" generation’s social security benefits. This decision
represented a remarkable and highly praiseworthy break with short term budget-
ing. The decision has, however, simply increased doubts about the appropriateness
of balancing the unified Federal budget which includes social security. If funds for
future needs are to be accumulated, shouldn’t we start running a unified Federal
budget surplus? And if so, how large should the surplus be? And will such surpluses
reduce aggregate demand and depress the economy?

One response to the problem of using the short term budget deficit as an instru-
ment for long term planning is to exclude social security from the Federal deficit.
This redefinition of the deficit has formally occurred, but has not precluded the con-
tinued calculation of the unified budget deficit. In its January 1991 report on the
FY91 deficit, the Congressional Budget Office predicted the values of four different
deficits, the total deficit of $360 billion (which excludes social security, but includes
the S&L bailout), the Gramm-Rudman deficit of $256 billion (which excludes social
security and the S&L bailout, the National Income and Product Accounts (NIPA)
deficit of $298 billion (which includes social security and the S&L bailout), and the
non-S&L NIPA deficit of $194 (which includes social security and excludes the S&L
bailout). The $166 billion difference between the largest andy smallest of these num-
bers is roughly 3 percent of predicted 1991 GNP!

The proliferation of deficits has taken its toll on public confidence in Federal
budgeting. In a Time/CNN poll administered during the 1990 budget debate, 500
adult Americans were asked “If the Bush Administration and Congress reach agree-
ment on a deficit Plan, do gou expect A) one that avoids the real issues or B) a
meaningful accord?”’ Fully 70 percent of respondents chose A.

WHAT QUESTION IS THE DEFICIT SUPPOSED TO ANSWER?

The key economic question associated with fiscal deficits is: Which generation will
pay for what the government spends? The answer to this question is obviously im-
portant for assessing generational equity, but it is also central to the issues of na-
tional saving, investment, and growth. Letting those of us currently alive off the
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hook in paying the government’s bills permits us to consume more, which lowers
national saving. Reduced national saving translates into reduced domestic invest-
ment, which translates into slower growth in capital per worker, which ultimately
means slower growth in real wages. Reduced national saving also leads to trade defi-
cits as foreign savers fill in for Americans in investing in the U.S.

Knowing which generations pay is also critical for stabilization policy. Reducing
fiscal burdens on current generations at the price of increased burdens on future
generations will stimulate consumption of current generations. In addition, policies
that redistribute toward older generations will expand current consumption
demand. The reason is that older generations, because they have fewer years left to
live, have higher propensities to consume their available resources than do younger
generations.

DOES THE DEFICIT MEASURE WHICH GENERATION PAYS?

Unfortunately, the Federal deficit does not record a great deal of the govern-
ment’s generational policy. Take, for example, the huge expansion of the ‘'pay-as-
you-go” social security system in the 1960s and 1970s. As is well known, this method
of financing social security has transferred great sums of money to those genera-
tions who retired in and around those two decades. Much of the bill for that trans-
fer was handed to young and middle age workers in the form of higher payroll
taxes. The rest of the bill will be paid by future generations who will most likely
face even higher payroll taxes. Because of the manner in which the government
choose to describe (label) social security contributions and benefit payments, this
enormous intergenerational redistribution had no effect on the government’s deficit.
Had the government historically chosen to account for social security differently, by
including the growth of the system’s implicit liabilities in the deficit, official U.S.
debt would be more than three times its current value.

Another example of generational policy not captured by the deficit is a switch
from consumption to income taxation that is ‘‘revenue neutral.” Such a policy can
redistribute substantial sums to current old generations from both current young
and future generations. The reason is that compared with a consumption tax, the
current elderly will pay much less in taxes to the government than under an
income tax. If the current elderly pay less and the government’s consumption
spending is not altered, other generations will have to pay more. This type of struc-
tural tax change is not purely hypothetical. Between 1960 and 1990 the share of
consumption taxes in combined Federal, state, and local {axes declined from almost
one third to less than a quarter.!

A third example is government policy that alters the market value of previously
accumulated assets. Take the case of an investment incentive that lowers the
market value of existing capital. Since the elderly hold most of the existing capital,
this policy redistributes from the elderly to middle age, young, and future genera-
tions who are able to purchase the same physical existing capital stock, but at a
lower price. Again, this redistribution does not show up on the government's books.

A fourth example of generational policy missed by the deficit is a balanced budget
change in the structure of government transfer payments that pays for increased
(reduced) transfer payments to the elderly, by reducing (increasing) transfer pay-
ments to the young-and middle age.

A fifth example is preannounced policies which redistribute across generations.
An example here is the 1983 U.S. legislation that reduced the prospective social se-
curity benefits of baby boomers by about one fifth. While this piece of legislation
had no impact on the 1983 deficit, it certainly represented very significant genera-
tional policy. .

These and other examples indicate that, as a measure of generational policy, the
deficit's problems run much deeper than is commonly believed. One could correct
the Federal deficit for many things—inflation, growth, the business cycle, govern-
ment assets, and state and local surpluses—and still end up with a measure of fiscal
policy that misses ‘'pay-as-you-go” social security schemes, “revenue neutral”
changes in the tax and transfer structure, policies that redistribute through asset
markets, and policies that are preannounced.

USING GENERATIONAL ACCOUNTS TO MEASURE GENERATIONAL POLICY?

How should we measure the government's generational policies? The answer sug-
gested by economic theory is with generational accounts. Generational accounts in-
dicate in present value what the typical member of each generation can expect, on
net, to pay now and in the future to the government. A generational account is thus
a set of numbers, one for each existing generation, indicating the average remaining
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lifetime burden imposed by the government on members of the generation. The
proper use of these accounts leads to an assessment of generational policy that is
independent of the words the government uses to label its receipts and payments.

Generational accounts indicate not only what existing generations will pay, but
also the likely payments required of future generations. The burden on future gen-
erations is determined by working through th. government's intertemporal budget
constraint. This constraint says that the present value of the government’s spending
on goods and services cannot exceed the sum of three terms: (1) the government’s
net wealth, (2) the present value of net payments by current generations (the sum of
the generational accounts multiplied by the number of people in each generation),
and (3) the present value of net payments of future generations. In other words, the
government must ultimately pay for its spending with its current assets or with re-
sources obtained from current and future generations. At any point in time we can
project the present value of the government’s spending and also estimate terms (1)
and (2). By subtracting (1) and (2) from the present value of government spending
we can determine the aggregate present value burden on future generations.

How will the total burden on all future generations be spread over the particular
generations showing up in the future? No one knows for sure. But let's assume the
burden is spread smoothly across all future generations, such that each new genera-
tion's burden keeps pace with the economy’s rate of productivity growth. Then
knowing the total amount future generations will pay and projecting the number of
people showing up in the future, one can determine the growth-adjusted burden
{generational account) on the average Americans who will be born in the future.

GENERATIONAL ACCOUNTS—AN ILLUSTRATION

The attached tables draw on our paper ‘‘Generational Accounts—A Meaningful
Alternative To Deficit Accounting,” (National Bureau of Economic Research Work-
ing Paper no. 3589, January 1991) which we co-authored with Dr. Jagadeesh Gok-
hale of the Federal Reserve Bank of Cleveland. As discussed in the paper the re-
ceipts and payments underlying generational accounts are derived in a manner that
is consistent with Federal, state, and local government deficits as reported in the
National Income and Product Accounts.

Tables 1 and 2 indicate the generational accounts for males and females, respec-
tively, based on policy as of 1989; i.e., they do not take into account the 1990 budget
agreement. Tables 3 and 4 repeat Tables 1 and 2 except they incorporate the 1990
budget deal, which we assume will be in effect for five years.

The tables indicate three things. First, they specify each age-sex group's genera-
tional account. This is the present value net payment that members of each sge-sex
group can expect to pay, on net, to the government over their remaining lifetimes.
Second, the tables provide a decomposition of each age-sex group's generational ac-
count into the different present value payments and receipts that are netted against
each other to form the generational account. Third, the tables indicate the implied
burden on future generations based on our illustrative assumption that policy
toward future generations remains unchanged and the lifetime bill facing each new
generation after 1989 is identical except for an adjustment for growth. 2 As dis-
cussed below, there are certainly other ways to use the accounts to document the
imbalance in generational policy.

The usefulness of these accounts is in (1) comparing their values with and without
a particular policy change and (2) comparing the burden on future generations (the
last row in the tables) with the burden on the youngest members of current genera-
tions, namely newborns. These comparisons, rather than the initial level of the ac-
counts, should be the focus of attention. One should also bear in mind that these
accounts are forward-looking and, as such, do not describe the past treatment of dif-
ferent generations; while it is tempting to compare the level of the accounts of exist-
ing generations, the fact that 40 year old males can expect, in present value, to pay
more in the future than they receive, while the reverse is true for 65 year old males,
does not necessarily mean the government is treating 40 year old males unfairly.
Males who are now 65 years old paid considerable taxes when they were younger,
and those past taxes are not included in this analysis.

A second reason to focus on policy-induced changes in the accounts and on com-
parisons of future generations with current newborns is that such analyses are not
sensitive to the choice of labels attached to government receipts and payments. In
contrast, the initial level of the accounts (with the exception of the accounts for
newborns and future generations) are sensitive to the choice of accounting labels.
An example of an accounting label is the decision to characterize social security con-
tributions as “taxes’’ rather than as a “loan’’ from workers to the government.
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Tables 1 and 2 indicate that prior to 1990 budget agreement U.S. fiscal policy was
out of generational balance in the sense that the burden on future generations was
2] percent larger than that on 1989 newborns. The 1990 budget agreement substan-
tially lowered that differential treatment; according to Tables 3 and 4 the difference
in treatment of future generations and 1990 newborns is 12 percent. By comparing
Tables 1 and 3 and Tables 2 and 4 one can learn the impact of the budget agree-
ment on current generations. For example, 40 year old males lost, on average, an
estimated $300 in present value as a result of the budget agreement, while 20 year
old females lost only $400 in present value.

THE COST TO CURRENT AMERICANS OF CORRECTING THE GENERATIONAL IMBALANCE IN
POLICY

What would it cost Americans now alive to keep future Americans from paying a
bigger share of their lifetime incomes to the government than the share current
newborns are scheduled to pay? One way to answer this question is to calculate the
size of the immediate and permanent increase in income or other tax rates that
would equalize the burden on current and future newborns. An immediate increase
in, for example, consumption tax rates would make almost everyone who is current-
ly alive pay more, not only those who have just been born.

If the U.S. chose to raise immediately and permanently income tax rates, the re-
quired increase in the average rate would be 5.3 percent, which would raise the av-
erage rate from 14.5 percent to 15.3 percent.® This assumes that state and local
income taxes would be increased as well as Federal income taxes. Simply raising
Federal income taxes to equalize generational burdens necessitates a 6.5 percent in-
crease in the average Federal income tax rate.? -

If instead, the U.S. eliminated the extra burden on future generations by immedi-
ately and permanently raising payroll taxes, they'd have to rise by 7.8 percent, with
the 12.8 percent average tax rate increasing to 13.8 percent.® Alternatively, average
sales/excise tax ratcs could be immediately and permanently increased by 10.2 per-
cent, from a rate of 13.2 percent to a rate of 14.5 percent.® Finally, if the U.S. chose
to immediately and permanently raise capital income taxes, the average capital
income tax rate would climb by 14.3 percent, from a rate of 25.1 percent to a rate of
28.7 percent.?

Each of these different methods of achieving generational balance produces differ-
ent tax receipts and different deficits this year and through time. This is just one
more indication that generational balance and budget balance bear no intrinsic rela-
tion. The largest increase in immediate annual revenue—$37 billion—would arise in
the case of payroll taxation, the smallest increase—$33 billion—would occur if one
used capital income taxation.8

Permanently raising average tax rates, regardless of which ones, means that
future generations will pay these higher taxes as well. If income taxes are raised to
equalize the accounts of current and future newborns, the equalizing value is
$76,089. It is 376,350 for the payroll tax, $76,576 for the sales/excise tax, and $75,641
for the capital income tax. Even the largest of these four figures is only 4 percent
larger than the 373,716 today's newborns will pay under current policy. Hence, if
current Americans pay a bit more now, one can eliminate the need for future Amer-
icans to pay a lot more later.

Table 5 indicates how much more existing and subsequent generations will pay
under the four different approaches to equalizing generational burdens. The num-
bers are present values and are in thousands of dollars. The required payments
aren’t staggeringly large, but they aren’t trivial. Take the case of an increase in the
income tax. For a middle age female the increase in her generational account is
about $2,500. For middle age males the additional present value bill averages about
$5,300. With the exception of the very old, who pay only a couple of hundred dollars
more, raising the income tax would represent a goodly loss to those currently alive,
with the biggest absolute burden falling on baby boomers. However, compared with
the costs to current generations, the gains to future generations are quite substan-
tial. By paying for more of the government’s spending, current generations would,
in the case of an income tax increase, lower the projected burdens on future males
(females) by a growth-adjusted $13,500 ($6,600).

Which tax is increased makes a big difference for which generation will be hit the
hardest. For example, under the payroll tax increase males age 70 pay only $300
more on average, while under the capital income tax increase, they pay an addition-
al $2,700. The choice of taxes also determines how the burden is split between males
and females. If the sales/excise tax is increased, the additional bills faced by current
females of a particular age will be as large or almost as large as those faced by cur-
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rent males of the same age. The reason is that U.S. females pay proportionately
more in sales and excise taxes than they do in income and payroll taxes.

USING GENERATIONAL ACCOUNTING TO DETECT GENERATIONAL POLICY

Table 6 considers three hypothetical policies, each of which has a significant
impact on the U.S. generational distribution of fiscal burdens. Only the first of these
policies alters the U.S. Federal deficit. This policy (reported in Column 1) is a five
year, 20 percent reduction in the average Federal income tax rate. At the end of the
tax cut, the tax rate is increased above its initial value in order to maintain con-
stant the ratio of U.S. debt (including the newly accumulated government debt) to
GNP; i.e., the tax rate increase is sufficient to cover the product of the interest rate
less the growth rate, times the additional accumulated stock of government debt.

The second policy, reported in Column 2, is an immediate and permanent 20 per-
cent increase in social security retirement and disability benefits financed on a pay-
as-you-go basis by increases in payroll taxes. The third policy, reported in Column 3,
involves an equal revenue switch in the tax structure. Specifically, payroll taxes are
reduced immediately and permanently by 30 percent, and the reduced revenue is
made up by increases in consumption taxes, which, in the U.S. context, means in-
creases in sales and excise taxes. The fourth policy, reported in Column 4, involves
the elimination of U.S. investment incentives.®

There are several points to make about the results of these policy experiments.
First, the magnitude and pattern of intergenerational redistribution bears no neces-
sary relation to the reported deficit. The tax cut policy of Column 1 generates over
three quarters of a trillion dollars of official debt, but does substantially less damage
to the young and future generations than the pay-as-you-go social security benefit
increase in Column 2, which leads to zero increase in official 1.0.U.s. For instance,
under the tax cut policy males age 20 lose, on average, $1,700 in present value.
Under the social security benefit increase policy, they lose $5,300, which is over
three times as much.

Second, some policies that redistribute to current older generations do so primari-
ly to the detriment of current young generations, rather than future generations.
Column 4, involving the elimination of investment incentives, illustrates this point.
This policy does most of its damage to generations who are now young; the in-
creased payment required of future males is only $200, while 20 year old males lose
32,300. Of course, policies that just redistribute from the current young to the cur-
rent old could end up hurting future generations as well if these policies are reacti-
vated during the years such generations are young.

Third, by using generational policies that don't show up in the official deficit, one
can easily offset the generational impact of policies that do. For example, one could
overcome the generational impacts of the tax cut of Column 1 by running the re-
verse of the policy in Column 4, i.e, by increasing, rather than decreasing invest-
ment incentives and, thereby, reversing the sign of all the numbers in Column 4.

Fourth, since changes in a generation's consumption decisions depend, according
to economic theory, on changes in each generation’s total projected lifetime pay-
ments, generational accounting, such as that in Tables 5 and 6, indicates the true
stimulus to aggregate demand of policy changes. In contrast, as the examples in
Table 6 show, the deficit need bear no relationship to the underlying stimulus to
consumption. Thus, generational accounting provides a better guide than the deficit
to stabilizing the economy and assessing the impact of policy on saving.

ADVANTAGES OF GENERATIONAL ACCOUNTING

Generational accounting automatically deals with each of the major concerns
raised by those who think the deficit is conceptually sound, but simply needs to be
adjusted. It deals with inflation by measuring all payments and receipts in inflation-
adjusted (constant) dollars. It nets all the government’s real assets against all its
real liabilities (including liabilities like the S&L bailout) to form the value of gov-
ernment net worth which is ultimately used to help determine the burden on future
generations. It directly considers the government’s implicit obligations to future
transfer payments (e.g., on welfare benefits) and future spending (e.g., on national
parks) and the public’s implicit obligations to pay future taxes. It accounts for state
and local as well as Federal Government fiscal policy. Finally, in projecting trans-
fers, spending, and taxes through time and the implied burden on future genera-
tions, generational accounting deals with the question of economic growth, including
growth associated with demographic change.

Much recent work by government economists has focused on different components
of the total present value fiscal bill we hand future generations as well as the value
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of the government'’s assets on hand to help finance government consumption spend-
ing. This work can be-directly utilized to improve the accuracy of generational ac-
counting. To a large extent generational accounting should be understood as a
method for dealing systematically and comprehensively with a range of important
questions about the government'’s fiscal policy that have been examined in separate
studies by government and academic economists.

ENDNOTES ,

(1) An opposite switch in the tax structure occurred in the U.S. during the
period 1981 through 1986. During these years the Accelerated Cost Recovery System
of depreciation moved the effective tax structure away from income taxation toward
consumption taxation. The 1986 reversal of these provisions then moved the tax
structure back toward income taxation.

(2) The terms r and g in the tables stand, respectively, for the assumed pre-tax
real rate of discount and the growth rate.

13} The average rate here is defined as all Federal, state, and local income taxes
divided by NNP. The data are from 1989.

(4) The average Federal income tax rate is 11.8 percent for 1989. It is measured
as Federal income taxes divided by NNP.

(5) The average payroll tax rate is defined as total Federal, state, and local pay-
roll taxes divided by total U.S. labor income. The data are from 1989.

(6) The average sales/excise tax is defined as total Federal, state, and local indi-
rect business taxes divided by U.S. personal consumption expenditure. All data used
in the calculation are from 1989.

(7} The average capital income tax rate is measured as our estimate of total Fed-
eral, state, and local capital income tax revenue divided by total U.S. capital
income. All data are from 1989,

(8) Compared with increasing payroll taxes, increasing capital income taxes
makes the current elderly also pay to help correct the generational policy imbal-
ance. For a given amount of additional annual revenue, the present value of the
payments of all current generations combined is larger under the capital income tax
than under the payroll tax; raising the capital income tax raises the current elder-
ly’s present value of projected net tax payments, but also the projected present
value net payments of the current young and middle age, who will pay these higher
capital income taxes in the future. Thus one can collect fewer dollars from the cap-
ital income tax and still equalize generational burdens because each dollar raised
under the capital income tax does double duty in raising the present value of net
payments of those currently alive.

(9 To understand how this policy alters the generation accounts, we need to
clarify our treatment of investment incentives in our generational accounting. Spe-
cifically, the reduction in the market value of existing capital arising from invest-
ment incentives is treated as a one time tax paid by the owners of this capital; i.e.,
rather than value this capital at market prices, we valued it at replacement cost
less a tax discount. The elimination of investment incentives is then treated as the
elimination of this one time tax discount (as opposed to treating it/labeling it as a
capital gain). In addition, we treat the increase in the effective capital income tax
rate as an increase in aggregate capital income taxes equal to the product of the
interest rate less the growth rate times the initial tax discount on existing capital.
This is the first year increase in capital income taxes. Subsequent year increases in
gapital income taxes equal the first year increase times the appropriate growth-
actor.
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Table 1.—THE COMPOSITION OF MALE GENERATIONAL ACCOUNTS (r=.06, g=.00075), PRESENT
VALUES OF RECEIPTS AND PAYMENTS—Continued
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Table 2.—THE COMPOSITION OF FEMALE GENERATIONAL ACCOUNTS (r=.06, g=.0075), PRESENT
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Table 3.—THE COMPOSITION OF MALE GENERATIONAL ACCOUNTS (r=.06, g=.0075), PRESENT
VALUES OF RECEIPTS AND PAYMENTS, THE 1990 BUDGET AGREEMENT, ALL CHANGES TEMPORARY
(CASE C)
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Table 4.—THE COMPOSITION OF FEMALE GENERATIONAL ACCOUNTS (r=.06, g=.0075), PRESENT
VALUES OF RECEIPTS AND PAYMENTS, THE 1990 BUDGET AGREEMENT, ALL CHANGES TEMPORARY
(CASE C)
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Table 4.—THE COMPOSITION OF FEMALE GENERATIONAL ACCOUNTS (r=.06, g=.0075), PRESENT
VALUES OF RECEIPTS AND PAYMENTS, THE 1990 BUDGET AGREEMENT, ALL CHANGES TEMPORARY
(CASE C)—Continued
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Table 5.—ADDITIONAL PRESENT VALUE OF NET PAYMENTS NEEDED TO EQUALIZE GENERATIONAL
BURDENS
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Table 6 —CHANGES IN GENERATIONAL ACCOUNTS ARISING FROM FOUR HYPOTHETICAL POLICIES
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Table 6.—CHANGES IN GENCRATIONAL ACCOUNTS ARISING FROM FOUR HYPOTHETICAL POLICIES—

Continued
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PREPARED STATEMENT OF ROBERT D. REISCHAUER

Mr. Chairman, I appreciate this opportunity to discuss developing and using Fed-
eral budget information to improve long-range decisionmaking. The Federal budget
serves a number of important planning purposes: it can be used to affect economic
growth, to allocate scarce public resources, and to address concerns about income
distribution, including the distribution of income among generations. The Congres-
sional Budget Office (CBO) and others have been working on ways to improve the
budget as a source of information for decisionmakers. Important strides have been
made, such as credit reform, but much remains to be done.

My statement today will focus on the following topics:

* The budget outlook over the next five years under current policies;

* The effect of the budget on national saving and longer-run economic growth;

* Budgetary issues involving the allocation of resources, particularly the govern-
ment’s contingent liabilities; and

* Distributional issues and the generational accounting framework.

THE BUDGET OUTLOOK THROUGH 1996

Some major temporary factors will push the Federal deficit to around $300 billion
in 1991, but the budgetary situation should improve markedly after 1992. The main
reason for such improvement is that the temporary factors—the recession and the
debacle in the savings and loan industry—begin to fade, and the savings from last
year’s budget agreementgrow. The Omnibus Budget Reconciliation Act of 1990 will
reduce Federal borrowing over the next five years by nearly $500 billion, and sharp-
ly reduce the annual deficit both in dollars and in relation to gross national product
(GNP). By 1995, assuming that the new legal limits on spending are maintained,
CBO projects that the total Federal deficit will fall below $100 billion for the first
’tI{n;)el: )in 15 years and below 1 percent of GNP for the first time in 20 years (see

able).

Two other measures of the Federal deficit are frequently used for analyzing
policy. One is the deficit excluding deposit insurance. Outlays for deposit insurance
to resolve failed institutions do not have significant effects on the economy or on
interest rates. Federal outlays to close or subsidize the sale of insolvent savings and
loan institutions and banks will total about $100 billion in 1991 and again in 1992.
After that, however, these outlays will decline sharply, and turn negative in 1995
and 1996—in part because of the return of working capital. Excluding deposit insur-
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ance, CBO estimates that the Federal deficit will decline gradually from about $200
billion in 1991 to about $100 billion in 1996.

CBO PROJECTIONS OF FEDERAL REVENUES, OUTLAYS, AND DEFICITS

{By fiscal year]

1991 1992 1393 1994 1995  13%

In Billions of Dollars
Totals Assuming Discretionary Caps !
REVENUES .........oovovvvooeoeseveeoeee e eeoes oo eeeseeee e eseessesreeoneesens 1093 1,169 1251 1331 1415 1495
OUIBYS ..o e v e . 1,402 1463 1472 1501 1484 1,561
. 309 294 221 189 69 66
Deficit Excluding Deposit Insurance................ ...ccooooooovriiicieni .. 205 197 174 145 116 108
On-Budget Deficit (Excluding Social Security and Postal Service).................. 369 364 301 266 181 194

As a Percentage of GNP

Totals Assuming Discretionary Caps !

REVENMUES ..., oot e oo eeree e erenens 194 . 195 195 195 195 194

Outiays .. ... e e e e 249 244 230 220 205 203

DACIE ... e e e e s e 55 49 35 25 0.9 09

Deficit Excluding Deposit INSUFANCe................o....cooomeooeeeeces oo, 37 33 2.7 21 1.6 14

On-Budget Deficit (Excluding Social Security and Postat Service) ............... 6.6 6.1 47 39 2.5 2.5
Memorandum: -

Gross Nationa! Product (In billions of dolars).........ccooovvoeeroereveieeesr e, 5624 6003 6405 6813 7246 17.705

' The discrelionary spending caps apply onty through 1995. The 1936 figure 15 an extrapolation.
Source Congressional Budget Ofice

The other deficit that receives considerable attention is the on-budget deficit,
which excludes the receipts and outlays of the Postal Service and the main Social
Security trust funds (Old-Age, Survivors and Disability Insurance). Because Social
Security is projected to ran substantial surpluses for a number of years, the on-
budget deficit is considerably higher than the total deficit. The on-budget deficit,
projected at $369 billion in 1991, declines to, $194 billion in 1996.

THE EFFECT OF THE BUDGET ON NATIONAL SAVING AND ON ECONOMIC GROWTH

The budget deficit is one important, though imperfect, summary measure of the
government's effects on national saving and economic growth. The deficit reflects
the rate at which the government reduces prospects for growth by absorbing private
saving that would otherwise be used to expand the private sector’s capital stock,
and with it the future size of the economy. That is the primary reason for concern
about sustained large budget deficits.

For all its faults, the budget deficit gives a clear message about the implications
of current budget policies for long-run growth. The substantial increase in govern-
ment dissaving during the 1980s will make later generations worse off because it
will leave the economy with a smaller capital stock. CBO and others have spelled
out that message recently with the help of growth models, which quantify the rela-
tionsh}ip between changes in the budget deficit, national saving, and economic
growth. . B

Some analysts, particularly Robert Eisner of Northwestern University, argue that
the current measures overstate the budget deficit and that it is smaller than most
people realize. Among the more frequent criticisms are that the budget deficit is not
adjusted for inflation or for net governmental investment. For the most part, adjust-
ments for these factors can be made. )

However, such attempts at refining the measure of the budget deficit do not
change the overall conclusion that CBO and many other analysts have reached over
the last decade: that the government has absorbed far more of the nation’s saving
than i? earlier periods and that the future standard of living is likely to be lower as
a result.

CBO explored these measurement issues in a recent report, which provides more
detailed analysis.! Here, I will only briefly discuss why the adjustments for inflation

' -

! Congressional Budget Office, The Federal Deficit: Does It Measure the Government's Effect
on National Saving? (March 1990).
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and for government investment make little difference in conventional conclusions
about fiscal policy. Economists often argue that inflation partially invalidates the
usual measure of the Federal deficit. Inflation reduces the real value of the govern-
ment debt. Part of net interest on the Federal debt, which increases budget outlays
and the deficit, merely compensates bondholders for inflation. As a result, Eisner
and others have argued that the deficit should be adjusted by subtracting the
amount by which inflation cuts the real value of the outstanding debt in any year.
But adjusting the budget deficit fur the effects of inflation on the government debt
does not change the conventional conclusion that deficits have risen sharply in
recent years. As a result, the conclusions about the importance of reducing the defi-
cit are unaffected.

As it turns out, adjusting the budget deficit for Federal net investment also does
not make much difference. Eisner and others argue, correctly, that to the extent
that the government spends money for infrastructure, human capital, and other
purposes that represent public investments, such spending does not divert saving to
current consumption. They therefore propose subtracting Federal investment in
order to arrive at a more illuminating measure of the deficit.

Even after this adjustment is made, the deficit turns out to have grown sharply in
the 1980s, reducing prospects for economic growth. First, the scale of the govern-
ment’s nonmilitary investment relative to the size of the economy has not increased
compared with the 1960-1979 period. Second, the amount of Federal nonmilitary in-
vestment net of depreciation is relatively small. Gross investment by government is
not] small, but the estimated amount of depreciation on government capital is nearly
as large.

Proposals for a Capital Budget

A number of analysts in the private sector, as well as the General Accounting
Office, have advocated that the Federal Government adopt a capital budget. Doing
so would mean removing Federal investment outlays from the conventional budget
and accounting for them separately. Only the deficit in the remaining budgetary ac-
counts, usually called the “operating budget” (which includes depreciation), would
then be viewed as reducing national saving and reducing economic growth.

Capital budgeting has a number of limitations. Since it is difficult to determine
which programs should be considered investments, political pressures would inevita-
bly arise to classify more and more types of spending as investments in order to
protect those programs from cuts intended to reduce the operating deficit. Health
and nutrition programs are examples of expenditures that would be hard to classify:
should they be included, ard what about education programs?

Second, depreciation on government capital is extremely difficult to estimate. Be-
cause in many cases no market exists for the asset, its decline in value deprecia-
tion—must be estimated. The problem is difficult for physical assets, and much
more so for investments in human resource, or intangible investments in research
and development. And yet depreciation would play a critical role in a capital
budget. The oporatirg budget would include depreciation of capital assets as an
outlay, while the capital budget would include depreciation on capital as a revenue
source.

Third, and perhaps most important, maintenance of a dual capital-operating
budget makes it less likely that the full resource costs will be taken into account
when decisions are made. Fundamentally, the budget is about setting priorities and
budgeting scarce resources. For budgetary control, there is an advantage in recog-
nizing the full cost of a decision to acquire an asset, when the decision is made to
allocate resources irrevocably to a particular use. Since decisionmakers would be
likely to focus only on the operating budget, where only the current year's deprecia-
tion on Federal investments would appear, they may well ignore the full resource
costs of investments.

Because of such limitations, analysts do not agree about the desirability of capital
budgeting. For instance, more than 20 years ago the President’s Commission on
Budget Concepts considered capital budgeting but rejected it. In an effort to provide
useful information, the Office of Management and Budget (OMB) routinely prepares
a special analysis of the budget on Federal government investment, including pro-
jections. Since this arrangement highlights Federal investment—which is important
for achieving long-term goals—it is perhaps the best available compromise.

How Productive is Federal Investment?

Some recent analyses, such as work done by David Aschauer of Bates College,
have attributed very high returns to Federal investments in infrastructure (roads,
sewers, and airports). Overall, however, the evidence suggests that government in-
vestment in such infrastructure, while productive, is not generally and significantly
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more productive than private investment. This overall conclusion seems to fit other
broad categories of government investment as well. Some programs and projects
offer the prospect of reasonable returns on the investments, but it is very difficult to
generalize. In that sense, the recent controversy over Aschauer's work illustrates a
possible fallacy of capital budgeting—namely, that because an outlay is classified as
an investment it is automatically promoting economic growth.

A case-by-case approach is necessary to assess the economic returns from govern-
ment investments, including benefit-cost analysis of particular projects and pro-
grams. Benefit-cost analysis seeks to measure the streams of benefits and costs asso-
ciated with an investment project, and to discount these flows so that they can be
compared. A benefit-cost ratio of greater than one means that the project passes an
important economic test: the investment pays at least as high a return as the aver-
age alternative use of the same resources. This is an appropriate criterion for deci-
sions.

More Far-Reaching Critiques of Measuring the Budget Deficit

Some analysts have gone farther in their criticism of the Federal deficit as a
measure of the Federal budget's effect on national saving. In particular, Alan Auer-
bach of the University of Pennsylvania and Laurence Kotlikoff of Boston University
argue that current measures of the Federal deficit are economically arbitrary. For
example, they contend that some programs that 2ffect the conventional deficit could
arbitrarily be reclassified as loans that would not have an impact on the deficit.

Such reclassification would change the measured deficit substantially without af-
fecting the economic impact of fiscal policy. In particular, Auerbach and Kotlikoff
argue that one could view at least part of the payments and receipts to the Social
Security system as ‘borrowing” and later as Joan repayments plus interest” rather
than as “receipts’”’ and ‘“‘outlays” under the current terminology. Under one set of
definitions, an increase in payments to the Social Security system would reduce the
deficit. At the same time, under the alternative procedure, the payment would be
borrowing, just like issuance of Treasury bonds, with no effect on the deficit. For
reasons like these, Auerbach and Kotlikoff propose to deemphasize the conventional
Federal deficit measure in favor of a comprehensive system of financial flows for
each age group in the population.

Auerbach and Kotlikoff have a point, but there is room for disagreement about
the seriousness of this limitation to the conventional deficit measure and whether
their alternative is better. Individuals whose spending is limited by the size of their
paycheck are unlikely to view payroll taxes as equivalent to a financial investment.
For them, it is primarily a tax and not an act of voluntary lending. As discussed
below, because most available budget data convey very little information about the
future, a system of generational accounts, or an alternative analytic framework,
may be a constructive addition even if one does not fully subscribe to Auerbach and
Kotlikoff's criticism of the Federal budget.

RESOURCE ALLOCATION: THE GOVERNMENT'S CONTINGENT LIABILITIES

In addition to economic growth, the budget helps policymakers make decisions
about allocating resources among different uses in the public and private sectors.
Last year, the Omnibus Budget Reconciliation Act significantly improved the guid-
ance that the budget offers regarding the longer-term consequences of Federal
credit programs for allocating resources. Now, CBO and others are working on simi-
lar changes in the budgetary treatment of another Federal contingent liability pro-
gram—deposit insurance.

Credit Reform

Analysts have long recognized that the conventional unified budget did not ade-
quately treat the government’s loan and loan guarantee programs, and the Omnibus
Budget Reconciliation Act of 1990 provided for credit reform starting with fiscal
year 1992. Before reform, government direct loans and loan guarantees providing
comparable subsidies had very different effects on budgetary totals. For a direct
loan program, the entire amount of the loan was shown as an outlay in the vear in
which it was disbursed. Repayment of a loan showed up as an offset to budget out-
lays in later years. In contrast, the impact of a loan guarantee typically would not
show up at all in the budget until future years, when defaults occurred.

Still more important, the old budgetary treatment completely concealed the subsi-
dies that beneficiaries of both direct Federal loans and loan guarantees draw from
these programs over the long run. Federal credit programs carry subsidies by
making credit available to their recipients on easier terms than would be available
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in the private sector. These subsidies represent the true impact of Federal credit
programs on the economy and on the allocktion of resources.

Under credit reform in the recent Budget Enforcement Act, all direct government
loans and loan guarantees will be analyzed to determine the present value of the
government'’s subsidy over the entire life of the loan. The subsidy will be included
as an outlay in the year in which the loans are disbursed. All other cash flows re-
sulting from the credit programs will not affect the budget deficit.

This treatment for the government’s loan and loan guarantee programs will be an
improvement both in terms of the timing of their economic effects and in terms of
budgetary control. The economic effects of these programs are more closely associat-
ed with providing subsidies than with the cash flows as they occur over long periods.
In addition, from a budgeting or financial control standpoint, it is appropriate to
register the outlay when the loan is disbursed rather than when the secondary cash
flows transpire. Finally, credit reform places both types of credit programs on a
more comparable basis—a basis that also makes it more feasible to compare credit
assistance with other programs or approaches.

Mandating credit reform and actually carrying it out are two different things,
however. Credit reform stands a reasonable chance of succeeding. But in some cases,
it will be difficult to estimate the subsidy, and plausible alternative methods may
yield substantially different results. The new outlay estimates, however, should be
far more appropriate than the old ones. ’

Deposit Insurance

The current budgetary treatment of Federal deposit insurance suffers from many
of the shortcomings of the old accounting for direct loans and guarantees. Federal
contingent liabilities for deposit insurance typically arise much earlier than when
cash payments are made—and long before the cost is first recognized in the budget.
The Federal liability to resolve a given insolvent bank or thrift institution accrues
when that institution first goes under—not when the government’s cash payment
resolving that institution is finally made. Moreover, many of the effects on allocat-
ing resources and the macroeconomy are felt when the public and financial institu-
tions respond to the incentives deposit insurance provides.

The failure of cost to appear in the budget in a more timely manner has some-
times created the misleading impression that little or no cost was being incurred
during certain periods, such as the mid-1980s. Now, the sudden appearance of bail-
out cutlays, including funds for working capital, distorts the budget as a measure of
the cost of current activities and events, and of the economic effects of the budget.
That is the reason deposit insurance is excluded in one of the alternative definitions
of the deficit in the budget outlook that I discussed earlier in my statement.

The Budget Enforcement Act of 1990 requires that both CBO and OMB do studies
of the budgetary treatment of deposit insurance, in particular to consider whether
“the accounting for Federal deposit insurance programs should be on a cash basis,
on the same basis as loan guarantees, or on a different basis.” There are some par-
allels between loan guarantees and deposit insurance, but there are significant dif-
ferences as well. Thus far, it is unclear whether a change in accounting for deposit
insurance on the order of credit reform might be feasible and useful to budgeting.
CBO is currently working on a proposal for the budgetary treatment of deposit in-
st;rﬁnce, and expects that it will be included in the report which is due by the end
of May.

Government-Sponsored Enterprises

The Budget Enforcement Act also calls on both CBO and the Treasury to com-
plete by April 30th studies of the extent to which the Federal Government is ex-
posed to loss from government-sponsored enterprises (GSEs), such as Fannie Mae,
Freddie Mac, and FCS (Farm Credit System). Even though outstanding GSE obliga-
tions total over $950 billion at the end of calendar year 1990, our preliminary as-
sessment suggests that the government’s exposure is currently quite low, especially
outside of the Farm Credit System. Nonetheless, it would be desirable to monitor
lthe government’s exposure to GSE risk, if only to give early warning of impending
osses.

Social Security

Social Security (Old-Age, Survivors, and Disability Insurance) is in some respects
a contingent budget liability. It is an entitlement program—anyone who meets the
criteria for eligibility is entitled to benefits. Although future benefits are not “con-
tractual,” in the sense of being legally binding, it is useful to think of each year
that passes as having created a claim on future government resources.
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Isolating the Operations of the Social Security Trust Funds. The Budget Enforce-
ment Act excludes the receipts and spending of the Social Security trust funds (as
well as the Postal Service) from all calculations under the Balanced Budget Act; in
one respect, this separation clarifies the longer-run situation. (The deficit after these
exclusions and assuming the discretionary caps on spending is referred to as the
“on-budget deficit.”} Under current policies, the receipts to the Social Security trust
fund plus interest on trust fund balances will significantly exceed the outlays for
pensions until approximately 2020, after which the reverse will occur, and the trust
fund balances will be exhausted around the middle of the century.

From the standpoint of economic policy, however, the on-budget deficit is not
meaningful because the flows in Social Security (and the Postal Service) affect eco-
nomic activity and the allocation of resources in the same way as the flows in other
government accounts. The total government deficit, including Social Security, deter-
mines the government'’s drain on credit markets, and the amount of saving that it
diverts from uses that promote growth in living standards. Therefore, CBO contin-
ues to present projections for the total deficit and the total deficit less deposit insur-
ance, as well as for the “on-budget” deficit.

Long-Term Social Security Projections. For a number of years, the Social Security
Administration has routinely made 75-year projections of Social Security contribu-
tions and expenditures. It has also estimated the present value of contributions and
expenditures. The estimates of present value are useful in assessing whether the
system is approximately self-financing over the 75-year horizon.

Long-Run Social Security Issues. The availability of long-term Social Security pro-
jections has dovetailed effectively with the development and use of long-run macro-
economic models. CBO now uses these budgetary data along with several long-run
models to analyze the effects of policy changes particularly on economic growth.

I would like to indicate the kinds of Social Security issues that can be analyzed
within this framework, and the advantages and limitations of this analysis. Many of
the current proposals involving Social Security would lower the burden of the pay-
roll tax on current wage earners while raising the burden on wage earners in the
twenty-first century, when the ratio of retirees to workers will have increased sub-
stantially. Enacting such proposals would eliminate the surplus in the Social Securi-
ty accounts that is being generated under current law. With the help of long-run
economic models, long-term Social Security projections help answer the basic ques-
tion: what is the effect of having a large surplus in the system now, and how will
things be changed if the buildup in the trust fund does not take place?

The most important channel through which these changes in funding would affect
the overall economy is through their effects on the total budget deficit and thereby
on national saving. Our techniques for long-run analysis tell ins that if the current
Social Security payroll tax rate were reduced by roughly two percentage points, and
if no changes in other programs were made to keep the overall deficit the same, real
GNP would he perhaps one-half percent lower around the turn of the century than
it otherwise would be. This result stems from the reduced national saving and in-
vestment caused by the payroll tax reduction. If the changes in the deficit caused by
modification in the funding of Social Security were offset by adjustments in other
taxes or changes in government expenditures, however, the overall macroeconomic
effects would be slight.

Analyzing such changes in Sgqcial Security policy also raises a number of impor-
tant equity issues. Questions of equity among generations arise prominently since
currently working generations would gain at the expense of later generations if the
payroll tax were first reduced and then raised later as the retirement burden grows.
In addition, issues of equity among classes of current taxpayers arise, since Social
Security taxes are more regressive than most other major Federal taxes.

DISTRIBUTIONAL ISSUES: GENERATIONAL ACCOUNTING

In addition to economic growth and the allocation of resources, the budget helps
policymakers make decisions concerning the distribution of income among different
groups. We are all aware of the intense interest that sometimes attaches to ques-
tions about the impact of the budget or the tax system on the fortunes of people at
different points on the income spectrum. More recently, however, interest has begun
to focus on another aspect-—the budget's impact on the well-being of different gen-_
erations.

Much of the anxiety that attaches to the budget deficit is motivated by a vague
concern that it represents a burden on later generations. In recent years, econo-
mists have been developing several models that are useful in analyzing this kind of
issue. For instance, Don Fullerton of the University of Virginia and Didne Rogers of
Pennsylvaria State University have developed a long-run model that focuses on key
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microeconomic behavior such as saving, investment, and work—a type of model re-
ferred to as a ““dynamic general equilibrium model.” Alan Auerbach and Laurence
Kotlikoff have developed another approach called “‘generational accounting.” I will
focus my discussion on this latter approach because you have requested that CBO
examine it.

The system of generational accounts, proposed by Auerbhach and Kotlikoff (A-K),
is intended to be explicit and precise about the net burdens that government poli-
cies, if extended indefinitely, impose on different age groups, including the unborn.
Generational accounts indicate, in terms of present value, the net amount that cur-
rent and future generations are projected to pay to the government now and in the
future. This system would also provide a framework for evaluating the effects on
different generations of particular fiscal measures, such as last fall's  landmark
budget agreement.

I will not go into a detailed explanation of the system or comment extensively on
its advantages and disadvantages, since the architects of that system are scheduled
to appear before the Subcommittee and CBO is in the midst of a detailed analysis of
the A-K model. As you requested in your letter of February 19, CBO is assessing
the possibilities of carrying out a system of generational accounts of the kind pro-
posed by Auerbach and Kotlikoff. This type of undertaking is complex and detailed,
and will take some time to complete. We are currently getting A-K’s computer pro-
gram, running it, and learning its nuts and bolts. Among the aspects that we are
examining is the sensitivity of the results to different assumptions that are needed
for the model. The A-K framework requires a relatively large number of assump-
tions about the distant future. Moreover, to a large extent, the results of the analy-
sis are only as good as the assumptions. Thus, it is crucial to learn more about the
sensitivity of the results to alternative assumptions. Particularly in the early stages
of this work, it will be important not to attach too much weight to the results.
simply because they are quantitative and have the appearance of precision.

One of the problems in settling the question of what kind of burden current gov-
ernment policies impose on future taxpayers is deciding exactly what is the current
policy commitment to future spending. Social Security is the easiest case because
the benefits to be paid in the future are spelled out in a formula in the law. But in
the case of food stamps, for example, it is not so clear what current policy implies
for the future. A plausible case could be made for projecting expenditures on food
stamps based on the program’s current formula adjusted for inflation only, or for
holding food stamps as a constant share of the incomes of the poverty population,
and so on. We suspect that these plausible interpretations of current law would
produce very different answers, but we have not done the detailed work yet. Similar
vexing questions about the meaning of current policy in the context of long-run pro-
jections arise on the tax side of the ledger as well.

In addition, the generational accounting approach in and of itself does not include
some important feedbacks between fiscal policy and national economic growth. For
example, the recent fiscal actions taken in the Budget Act of 1990 to reduce the gov-
ernment’s dissaving and increase national saving should increase long-run economic
growth, but that type of feedback is not incorporated in A-K'’s current framework.

Generational accounting and related work are useful supplements to more con-
ventional budget measures in some cases, but questions arise about how extensively
they can be used. Distributional analysis of this kind seems unlikely to become a
routine part of the budget analysis for typical hills because it involves time-consum-
ing analysis of large volumes of detailed information, along with many somewhat
arbitrary assumptions. Providing timely estimates of budget impacts that can be ex-
plained and defended is often a key consideration. In addition, the distributional
consequences of some policy proposals may be trivial relative to other consider-
ations, or to the errors that are inherent in the estimates. Moreover, the type of
distributional analysis of interest to policymakers tends to vary with the program or
issue. For instance, primary concern for some issues in tax policy may center on the
impacts on income distribution of the current generation, such as between income
groups or between wage earners and other taxpayers. But generational analysis
would shed no new light on these conventional issues of income distribution.

Finally, it may be difficult to interpret the results of generational accounting.
Traditionally, it has been argued that it may be all right to do some shifting of bur-
dens from present to future generations because future generations benefit from
economic growth. But how much shifting is too much" This is basically a question of
politics, not economics. .
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CONCLUSION

Considerable progress has been made in developing budget information for longer-
run decisionmaking, but major problems and limitations of existing information
remain. Providing information about the medium-run implications of policies on the
budget was one of the main reasons for establishing CBO. However, more informa-
tion on the longer-run implications of programs and policies and on their compre-
hensive effects on different groups might be useful.

The Federal deficit, imperfect as it is, conveys important information about the
long-run effects of budget policies on national saving and economic growth. As with
any simplified measure of complex phenomena, one can make a number of adjust-
ments to the deficit, such as for the effects of inflation on the real value of the na-
tional debt. However, such adjustments are often not critical to the interpretation.
In other words, the adjusted deficit series usually tells the same story as the unad-
justed deficit series.

In contrast, conventional budget data convey little information about some other
long-run issues, and that has proved to be critical in the case of the government’s
contingent liabilities. Contingent liabilities have been, and will remain, the focus of
much work at CBO and elsewhere. Credit reform promises to be a major advance in
making available budget information about the longer-run consequences of policies.
However, serious problems in the treatment of deposit insurance remain.

Comprehensive and forward-looking frameworks, such as generational accounting
and other long-range models, might fill an important type of information gap that
currently exists, and these approaches merit careful consideration. CBO is now in
the process of examining thoroughly the Auerbach-Kotlikoff model, and will report
the results to you as soon as we can. We expect this to be part of our ongoing analy-
sis of alternative methods of assessing the long-run consequences of fiscal policy.

REsPONSES OF MR. REISCHAUER TO QUESTIONS SUBMITTED BY SENATOR GRASSLEY

Question No. 1. The recent CBO study regarding the Social Security payroll tax
cut raises a number of questions. The study almost immediately makes the point
that national savings, including private savings, will be reduced. of course, the study
assumes nothing eke will be done to spur private savings, which appears to be an
unrealistic approach. In fact, the study says that the results should be “interpreted
with caution’’ and that assumptions the study is based on are highly implausible.”

Question No. 1A. With this in mind, to what extent, if any, does the study add to
the overall debate on the payroll tax cut? )

Answer. The study adds substantially to the overall debate by shedding tight on
the likely long run effects of cutting the payroll tax. The implausible assumptions
that are referred to in the study are quite limited in their scope: these are the base-
line assumptions that there would be no change in Social Security financing in the
future even when the long run balance in the trust funds deteriorated. These as-
sumptions primarily undermine the study’'s conclusion that a switch to pay-as-you-
go financing of Social Security could lead to higher levels of GNP toward the middle
part of the next century. The more consequential results of the study—that the cut
in the payroll tax could reduce GNP over the first few decades of the next century—
are substantially unaffected by the assumptions under discussion.

The wording of the question reflects a possible misunderstanding about the study
and its results. The study does not say that private saving will be reduced by a cut
in the payroll tax. In fact, private saving increases in response to the change in pay-
roll taxes in two of the three economic models that CBO used. However, the in-
crease is not enough to offset the rise in the Federal deficit that results from cutting
payroll taxes and thereby keep national saving from falling. The main economic re-
sults in the study stem from changes in national saving—the sum of saving by
households, businesses, and government—that are implied by the cut in payroll
taxes. During the first several decades, the payroll cut reduces national saving by
increasing the Federal deficit, not by causing households’ saving to fall.

The question also suggests that it is unrealistic for CBO's study to assume that
nothing will be done to spur private saving. If CBO had assumed that significant
increases in private saving would occur as a result of measures other than the cut
in Social Security taxes, they would have formed part of the study’s baseline, not
part of the policy change being analyzed. They would, therefore, not have affected
conclusions about the effects of cutting the payroll tax. The effects of changes in the
payroll tax would have been presented in isolation. ]

Question No. 1B. On what evidence do you base the conclusion that people will
only spend rather than save or invest if the payroll tax is cut? Are these just as-
sumptions?
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Answer. The study does not conclude that people will only spend the payroll tax
cut. Instead, the models used in the CBO study assume that out of every additional
dollar of disposable income, part of it is saved and part of it is used for consumption.
These models have been carefully developed to track actual behavior in the econo-
my. Thus, we believe that the models yield results that are reasonable approxima-
tions to what would actually happen from such a policy change.

Question No. 2. In December, CBO projected deficits for fiscal years 1991-1995 at
levels that are $290 billion less than the CBO baseline deficit projections used by
the Senate Budget Committee in its mark-up of the first concurrent budget resolu-
tion for fiscal year 1992.

Question No. 2A. What are the specific causes of this huge disparity? To the
extent possible, please account for this discrepancy by revenue and spending catego-
ries, as opposed to simply ‘‘technical estimates,” ‘‘economic assumptions,” or ‘“policy
assumptions.” :

Answer. The following tables detail the differences between CBO’s December 1990
interim baseline budget projections and CBO’s baseline of February 1991.

The December projections were based on an informal economic forecast prepared
by CBO in October, when it became apparent that the Gulf crisis and other develop-
ments had rendered CBO’s official June forecast too optimistic. For the most part,
as the tables show, the October forecast was similar in its budgetary impact to the
CBO'’s winter forecast.

Except for deposit insurance, however, the December projections did not include
any revisions to CBO’s June technical estimating assumptions. Subsequent technical
changes have increased the projected deficits by an average of $50 billion per year.
Faster growth in Medicare, Medicaid, and other major benefit programs is projected
to increase spending by $11 billion in 1991, $13 billion in 1992, and $27 billion in
1995 over the December interim baseline. Debt service estimates have been raised
by $3 billion in 1991, 38 billion in 1992, and $20 billion in 1995. The remaining tech-
nical reestimates are spread over a wide variety of revenue sources and spending
programs. '

SUMMARY OF CHANGES IN CBO BASELINE BUDGET PROJECTIONS, NOVEMBER 1990 TO FEBRUARY
1991

[By fiscal year, in billions of doliars)

‘ 1991-
199} 1992 1993 1994 1995 | 1995
: fotal
CBO December intenm baseline ! ‘
Reverues ‘ . 1110 1,185 1,258 1344 1429.. ..
Outlays- . , 1363 1447 1428 1400 1458, .
Deficit . 253 262 110 56 29, ...
£conomic changes
Revenues : -9 10 -4 10 17 -4
Qutlays 1 s -1 =2 -2 -6
Deticnt 10 8 3 8 15 43
Technical changes
Revenues -8 -6 -3 -3 3 -1
Outlays: ]
Deposit nsurance § 19 6 53 -1l 17
Medicare, Medicaid, and other major benefit programs 3 13 17 21 21 89
Desert Storm placeholder 8 5 1 0 0 W
Debt service . 3 8 12 17 20 60
Al other . = . 8 12 10 112 52
Subtotal, outlays 37 19 45 102 21 231
Deficit. ... ... ‘ 46 24 48 105 24 248
Total changes— ‘ ‘
Revenues ... ... ... . . -1 - =7 =12 -4 66
Outlays. . ... ... . ... L= 38 16 44 100 26 225
Deficit ... ... ... S S 5 3 51 113 40 291
CBO February baseline ! ‘ ‘ ‘
Revenues. ... ... . e o .. 1093 1169 1,251 1,331 1415, ..
OUHIBYS ..o e e e 1402 0 1463 14721 1,501 ¢ 1484 . ...

Dt o o i 3080 294220 16969,

L
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* The projections assume compliance with the discreti spending caps in the Budget Enforcement Act. N
SOURCE: ﬁgresiond Budget Office. o

NOTE: The projections include Social Security and the Postal Service, which are off-budget.

SUMMARY OF CHANGES N CBO BASELINE BUDGET PROJECTIONS, DECEMBER 1990 TO FEBRUARY
1931
[By fiscal year, in bithons of dollars}

1991 [ 1992 | 1993 ¢ 1994 | 1995 [ 1995

(B0 December interim baseline

L1I0 | 11851 1,258 | 1344 | 1429 ...
| 1,363 | 1447 | 1,428 | 1400 ¢ 1,458 {........
2531 262% 110 56 & IR

=12y -1 -9 —12| -8! -§2
COTPOTALE INCOME..........oooveesevereeeeeieee e eere e eene e -1 3 4 21 -4 4
SOCIA INSUIANCE. ..........oovvoreeceeeeees oo oo =5 =11 =2 =2| -=2{ -18

OBRBE ..o 0] -1l -0} -0 0] -1
SUBTOAL ..o e 17y =16 —-7] 12| —14| —66

Outlays
DEPOSIE IMSUTANCR ..o e ee e reeee s 8! —19 6 53 =31 17
Medicare, Medicaid, and other major benefit programs.... 13 13 15 17 20 18
Desert Storm placeholder ... o 8 5 1 0 0 W
DBDE SEIVICE. ... e 2l 8] 16y 25 34| 78
AIOMNEE e e e 8 10 6 4 3 31
Subtotal, outlays... 38 16 41 100 261 225
TOla! ChANGES ..........oorccco e oo - RV S1) 113 40, 291

CBO February baseline ! I

Revenues 1,169 1,251 | 1331 14154........
Outlays.... ) 2l 1463+ 1472 | 1501 | 1484 ...
DEICH _.....occcirs e e s e e 294, 21| 189 69 4

! I 1

! The projections assume compliance with the discretionary spending caps in the Budget Enforcement Act
SOURC? Efngressmal Budget Otfice

NOTE The projections nclude Soraal Secunty and e Postal Service. which are off-budget

Question No. 2B. What is CBO doing to improve its estimating capabilities to
avoid such large discrepancies in the areas of technical estimates and economic as-
sumptions? -

Answer. Deposit insurance is now the single largest source of variation in the
budget projections. There are large year-to-year swings and rapid changes in the
pace of spending. For this reason, CBO is devoting more staff and other resources to
iméaroving its deposit insurance estimates. CBO has recently begun using data on
individual banks and savings-and-loan associations to help estimate the long-run ob-
ligations of the deposit insurance funds. In fact, CBO has not significantly revised
its estimates of total thrift losses or of the expected return on the assets of failed
thrifts since last summer, nor has CBO’s estimate of total deposit insurance outlays
over the 1991-1995 period changed significantly. The surge of activity by the Resolu-
tion Trust Corporation (RTC) in late 1990, however, suggests that the specilic insti-
tutions the regulators choose to close, as well as the pace of closures, remains very
uncertain.

Estimating Medicare and Medicaid costs also continues to be particularly chal-
lenging, in part, because of almost constant changes in the programs. CBO has in-
creased the number of health analysts and is working with the Health Care Financ-
ing Administration to obtain more detailed and more recent data. It is hoped that a
more detailed appraisal of past claims will contribute to better projections of future
R;gg_rarp costs. CBO is conducting a more thorough analysis of states’ projections of

icaid costs.

CBO'’s efforts to improve our macroeconornic projections are focusing on three
areas: (i) better use of current data, (ii) improved understanding of the effects of for-
eign developments, and (iii) enhanced metgodology for making medium-term projec-
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tions. With respect to the first area, we have devoted more resources to monitoring
and analyzing monthly data and to anticipating revisions to published data for
recent quarters. Our experience indicates that one of the best ways to improve our
short-run forecast is to get a better handle on where the economy is currently. This
type of analysis is especially important in forecasting the path of the economy in
the current downturn.

With respect to the second area, it has become commonplace to observe that our
domestic economy is increasingly affected by foreign developments—but it is true
nonetheless. Consequently, we have devoted substantial efforts to monitoring for-
eign developments and to enhancing our analytical capability through the use of the
most advanced multi-country models available. -

Third, CBO has been devoting resources to improving our methodology for making-
medium-run (five-year) economic projections. In particular, we have been consider-
ing ways to estimate better the effects of changes in net national saving and invest-
ment on the long-run, or potential, growth rate of the economy. This work is espe-
cially important given the large changes in fiscal policy embodied in the Omnibus
Budget Reconciliation Act of 1990 and the extended time horizons used by the Con-
gress in recent policy debates. -

Question No. 2C. In recent years, CBO has provided, in its annual report, data and
analysis to examine discrepancies between projected deficits and actual deficits.
Such information was excluded from the January 1991 report. Please explain why
this information was omitted. Does CBO plan to resume reporting this information
in future years?

Answer. Because of the significant changes in the budget process enacted late last
year, CBO was not able to complete its analysis of the year 1990 budget resolution
in time for inclusion in its January 1991 annual report. The analysis has since been
completed and is summarized on the following table. CBO intends to resume publi-
cation of our analyses of Congressional budget resolution estimates in future re-

ports.

SOURCES OF DIFFERENCES BETWEEN ACTUAL BUDGET TOTALS AND FIRST BUDGET RESOLUTION
ESTIMATES £OR-FISCAL YEARS 1980-1990

iIn bitiions of dollars)

Assumphions
Total
Policy £conomic Technka!
Revenues
1580 62 84 - 395 111
1981 37 50 126 11.2
1982 130 519 11 400
1983 46 580 27 - 653
1984 137 45 -39 131
1985 02 - 200 33 - 168
1986 15 - 230 21 --266
1967 221 - 210 67 17
1988 109 36 - 165 238
1889 07 335 - 18 264
1980 10 2365 94 -340
Average 00 - 147 --28 --174
Absolute average _ 16 247 63 246
Qutlays

1980 196 124 156 476
1981 . 245 64 160 46.9
1982 12 241 117 329
1983 176 05 81 262
1984 15 11 - 180 94
1985 228 52 129 48
1986.. . ‘ 142 -121 201 222
1987. . ‘ . 68 - 119 130 19
1988... . o ‘ . =-20 117 120 217
1989, ... ... e . . . . 175 139 11.8 432

199, . . 130 130 59.0 850
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SOURCES OF DIFFERENCES BETWEEN ACTUAL BUDGET TOTALS AND FIRST BUDGET RESOLUTION
ESTIMATES FOR FISCAL YEARS 1980-1990-—Continued

{In bittons of doflars)
Assumptions
Total
Policy . Eoonomic Technical
AVBIBER........ oottt ase e et sttt 124 5.5 120 299

10.8 1.7 316

40 19.1 366
14 286 58.1

76.0 838 130
85 108 91.5
21 —141 31

148 -16.2 6
10.9 222 488
151 6.2 6.2
81 285 455
-197 - 198 168
495 436 191

e e e e 124 20.1 148 413

Average.....

Absolute average. .. ... . ... .. .. ... ... 13 237 204 473
gl 15, 1991

PREPARED STATEMENT OF ELMER B. STAATS

INTRODUCTION

Mr. Chairman and Members of the Subcommittee: I appreciate the opportunity to
speak briefly about the role of the Federal Accounting Standards Advisory Board
and about the subject of generational accounting. My comments today are my own,
and Jdo not necessarily reflect the views of the other members of the %oard. Today's
topic is an important subject, worthy of careful consideration. As you know, 1 am an
economist by training, and have had a long career with the Federal Government, as
Deputy Director of the Budget, as Comptrolier General, as a member of the Govern-
mental Accounting Standards Board, and now as Chairman of the Federal Account-
ing Standards Advisory Board. Over the years, I have been concerned about the
need for better information and for a longer-term perspective in making decisions
about governmental activities. Accrual accounting can help to provide better infor-
mation. Accrual accounting attempts to recognize the financial effects of transac-
tions or events when they occur. regardless of when cash changes hands. As is noted
in a typical accounting textbook

Accrual accounting is as advantageous to managers as it is to investors.
Both groups use f{inancial reports to assess organizational performance of
the past to predict and make plans for the future. Accrual accounting, inas-
much as it reports en inflows and outflows of all types of resources, not ex-
clusiveiy cash, generally provides a superior match of efforts to accomplish-
ments.

-

BACKGROUND ON THE BOARD

The Secretary of the Treasury, the Director of the Office of Management and
Budget, and the Comptroller General recently created the Federal Accounting
Standards Advisory Board. The Board nas nine members, including six from various
Federal agencies. The Board met for the first time in January. After research, delib-
eration and public comment, the Board will recommend to its three sponsors im-
proved accounting standards for Federal agencies. The Board will be considering a
wide variety of accounting issues, possihly including proper accounting for:

! Financial Accounting; Principles and Issues, 3rd. edition, by Michael H. Granof, page 124.
Prentice-Hall, Inc., 1985.
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contingencies
interest subsidies
Social Security and other actuarial liabilities
use, depreciation and consumption of infrastructure and cther capital assets
human capital -

* how to measure the deficit for accounting purposes, and how that accounting
measure relates to budgetary or economic measures.

I don’t mean to imply that the Board will be able to conclude its research on all
these topics during the next two years, or that thesz are the only topics of concern. 1
do hope that we can at least make substantial progress.

There have .ong been difficulties in coordinating the accounting and reporting
practices of the different branches of the Federal government. This Board presents
an opportunity to improve that coordination, and to improve Federal accounting
and financial reporting. Our task is different from the task of the Financial Ac-
counting Standards Board (FASB) and the Governmental Accounting standards
Board (GASB). They set financial reporting standards to be followed by the thou-
sands of corporations, not-for-profit entities, and state and local governments when
they are reporting to external parties such as creditors and investors. Our Board, on
the other hand, will make recommendations for a single entity, the Federal Govern-
ment.

The Federa! Gover:iment doe< not need to be as concerned about accounting to
invesiors as are other kinds of borrowers, because investors are nct so concerned
about the government’s ability to repay. There are, however, other important rea-
sons for good accounting. I believe that improving the coordinaticn between the
branches of government regarding accounting, while respecting the discrete needs of
each branch, can contribute to improved planning, execution, and oversight of Fed-
eral activities. .

It is sometimes convenient to categorize the objectives of accounting under two
headings: accountability and decision usefulness. Both kinds of objectives are impor-
tant, and both are reflected in the Mission Statement adopted by tre Board. (A copy
of the Mission statement is attached.) The Board has begun a program of delibera-
tion that should lead to recommendations for improvemenis regarding both objec-
tives.

The Board members all believe that Federal financial reports should provide rele-
vant, reliable and understandable information about the financial position, activi-
ties and results of operations of the government. We also believe that Federal ac-
counting standards should foster effective internal control. This will help to provide
reasonable assurance that governmental activities are conducted economically, effi-
ciently, effectively, and in compliance with laws and regulations.

Like the FASB and the GASB, the Federal Accounting Standards Advisory Board
believes that accounting reports should be useful. For this reason the Board’s first
research project will be a study of the information needs of the primary users of
Federal accounting and of the objectives of financial reports. These users include
both the members of Congress and the managers of executive branch agencies, as
well as citizens. -

THE ROLE OF ACCOUNTING

Historically, accountants were concerned primarily with Leeping track of assets
and obligations and transactions: they were record keepers. From that beginning
evolved concern with accounting and information systems. Those concerns with
assets, obligations, transactions and systems are still basic to the profession. They
are fundamental prerequisites to accountability and to effective management in any
organization.

Accountants have increasingly become more concerned with the specific uses and
usefulness of the information that their systems generate. This may lead them away
from exclusive reliance on the traditional accounting model based on historical cost
that is employed for record keeping purposes. Accrual-basis financial statements
now include more information about risks and contingencies as well as current
market values of assets and of obligations. Both the FASB and the GASB have re-
quired certain disclosures about financial instruments, and the FASB is currently
exposing other proposed standard that would require more disclosures about the
market value of financial instruments. Our Board may consider similar issues.

Accrual accounting recognizes the importance of information about future re-
sources before an existing asset is legally controlled "y the reporting entity. This is
accrual-basis recognition of revenue. Likewise, accrual accounting provides informa-
tion about material obligations that may exist in substance, though there is not yet
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a legally enforceable liability. For example, the FASB recently mandated a signifi-
cant advance in accrual accounting standards by publishing its Statement No. 106.
This requires employers to recognize during the years that employees work the cost
associated with the employer’s promise to provide health care to those employees
after they retire.

Some members of the FASB noted that “people tend to manage what they meas-
ure.” Some observers believe that health care programs and promises have not been
managed well, in part because the cost of such programs have not been measured
well. I expect that our Board will soon be considering whether similar-accrual-basis
recognition of the cost of post-retirement health core would be appropriate in Feder-
al financial reports. den before that, we will be considering the accounting aspects
of the credit reform legislation, which embodied this fundamental accrual notion.

In state and local government, accountants increasingly recognize the importance
of reporting information about service efforts end accomplishments and other as-
pects of performance (such as economy, efficiency and program results) for some
kinds of governmental activities. The Chief Financial Officer’'s Act, passed in Octo-
ber 1990 and now being implemented, similarly recognizes the need for reports on
performance of Federal activities. For many of these activities the accountant’s tra-
ditional approach to measuring performance is of limited usefulness.

GASB is now experimenting with new forms of reporting on service efforts and
accomplishments for some common state and local governmental activities. The Fed-
eral ;, uvernment engages in different kinds of activities, and needs different kinds of
reports, but we may find some useful ideas in the GASB’s work. Traditional notions
of how to measure the financial position of an entity in the private sector also need
to be enhanced to reflect meaningfully the financial condition of governmental enti-
ties

GENERATIONAL ACCOUNTING AND INTERPERIOD EQUITY

I am aware that Senator Bradley has expressed interest in the work of economists
Alan Auerbach and Larry Kotlikoff on what they call “generational accounting.”
They have proposed a interesting approach to assessing some aspects of fiscal policy.
They believe that it would reduce the short-sightedness and fiscal illusion that can
sometimes afflict public decision making.

Although I have not reviewed their work ir detail, I believe that there may be
considerable merit in what professors Auerbach and Kotlikoff propose, at least as
an additional way to analyze fiscal policy. Probably no one indicator is sufficient
for an issue so large and complex. Different, carefully defined indicators, for differ-
ent purposes, are likely to be a part of the Federal financial reporting model, as
well as of budgetary and fiscal analysis.

I believe that CBO and others should experiment with the Auerbach and Kotlikoff
proposal. I suspect that there remain some difficult- questions before such a tool
could be used in practice. It will take time to build a consensus about whether it
should be used, as well as about how to use it.

The Board has expressly noted its need to consider the information requirements
of those who make decisions about the budget. Although accounting and budgeting
are different endeavors, they are interrelated. They share many common concerns,
including the need for better information about the future as well as the past. Our
Board will follow those experiments with interest, and may even want to be actively
involved with such research. )

I would not expect the Board soon to make any recommendations on the Auer-
bach and Kotlikoff proposal. Almost certainly, however, the Board will be dealing
with some related ideas. In GASB'S Concepts statement No. 1, Qjectives of Financial
Reporting. that Board asserted:

The Board believes the intent of balanced budget laws is that the current
generation of citizens should not be able to shift the burden of paying for
current-year services to future-year taxpayers. Recently, the term intergen-
erational equity has been used to express this concept. However, because a
generation is defined as approximately 30 years and because the term inter-
generational equity has implications that go beyond financial reporting, the
Board believes the term interperiod equity may be more appropriate [for
accounting], expressing the concept of yearly balance.

The Board believes that interperiod equity is a significant part of ac-
countability and is fundamental to public administration. It therefore needs
to be considered when establishing financial reporting objectives. In short,
financial reporting should users assess whether current-year revenues are
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sufficient to pay for the services provided that year and whether future tax-
payers will be required to assume burdens for services previously provided.?

In this passage, GASB was addressing financial reporting by state and local gov-
ernments. The Federal Government has different traditions, constraints, and objec-
tives, but some of our Board may believe that ‘“interperiod equity” has a place in
the conceptual framework for Federal accounting. If it is to be useful in our delib-
erations and communications, we will need to define it carefully. I will admit that
the term, as used by GASB, remains somewhat ambiguous. It may mean different
things to different accountants. It may properly have a different meaning for na-
tional governments than for subordinate entities. We will need to remember that
other disciplines, including economists and actuaries, have important things to say
about related ideas.

There are at least as many questions about the meaning and usefulness of the
idea of “‘interperiod equity’' as there are about the ideas of professors Auerbach and

_ Kotlikoff. For example: what criteria should be used to distinguish between govern-
mental consumption and governmental investment? Making such a distinction be-
tween spending on current operating activities and on programs that are essentially
investments in the future is an essential part of most attempts to measure interper-
iod equity. The extent to which it is possible quantitatively to measure interperiod
equity may be open to question. Whether the accountant’s definition has any con-
sistent relation to that of Auerbach and Kotlikoff is another question.

These are some of the questions our Board will be discussing. There is no ques-
tion, however, that improved Federal accounting and financial reporting can make
a contribution to enhanced accountability and to improved decision making in the
Federal government. Accounting and economics are different disciplines, but it will
be useful for us to have continuing communication. If nothing else, we must be clear
about what we mean when we use similar terms, possibly with very different defini-
tions. It takes no great leap of faith to believe that better informed decisions by offi-
cials and by citizens are likely to be more equitable, more prudent, and more condu-
cive to enhanced social welfare in the long.run.

This concludes my prepared remarks. I appreciate the opportunity to appear here
today. I have attached a copy of my remarks to the Washington International Fi-
nancial Management Forum last October; these remarks discuss in more detail how
accounting can help the Federal government.

MissiON STATEMENT, FEDERAL ACCOUNTING STANDARDS ADVISORY BOARD

The General Accounting Office, the Department of the Treasury. and the Office of
Management and Budget established the Joint Financial Management Improvement
Program (JFMIP), to conduct a continuous program for improving accounting and
financial reporting in the Federal Government. To complement the JFMIP, the
Comptroller General, the Secretary of the Treasury, and the Director of the Office
of Management and Budget (the JEMIP principals) established the Federal Account-
ing Standards Advisory Board (FASAB) to consider and recommend accounting
standards and principles for the Federal Government.

- MISSION STATEMENT

The mission of the FASAB is to recommend accounting standards to the JFMIP
principals after considering the financial and budgetary information needs of con-
gressional oversight groups, executive agencies, and the needs of other users of Fed-
eral financial intormation.

Accounting and financial reporting standards are essential for public accountabil-
ity and for an efficient and effective functioning of our democratic system of govern-
ment. Thus, Federal accounting standards and financial reporting play a major role
in fulfilling the government’s duty to be publicly accountable and can be used to (1)
assess the government’s accountability and its efficiency and effectiveness, and (2)
contribute to the understanding of the economic, political, and social consequences
of the allocation and various uses of Federal resources.

Accounting standards should:

. Resul; in the Federal Government and its agencies providing users of financial
reports with understandable, relevant, and reliable information about the financial

2 Objectives of Financial rvporling. paragraphs 60 and 61, by the Governmental Accounting
standards Board. 1987, emphasis added
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position, activities, and results of operations of the United States government and
its component units; and

¢ Foster the improvement of accounting systems and effective internal controls
that will help provide reasonable assurance that governmental activities can be con-
ducted economically, -efficiently, and effectively, and in compliance with applicable
laws and regulations.

HOW THE MISSION IS ACCOMPLISHED

To accomplish its mission, the FASAB acts to:

* Determine the primary users of Federal financial information and their needs;

* Recommend accounting standards and principles that improve the usefulness of
financial reports based on the needs of users and on the primary characteristics of
understandability, relevance, and reliability;

¢ Provide advice to central financial agencies on implementing the standards;

* Improve the common understanding of information contained in financial re-
ports;

* Recommend standards and principles that take into account expected benefits
and perceived costs;

* Review the effects of current standards and recommend amendments or new
stand:.rds when appropriate;

* Use a thoughtful, open, neutral, and fair deliberative process and consider the
accountability and decision-making needs of users; )

* Develop rules of procedures designed to permit timely, thorough, and open
study of financial accounting and reporting issues and to encourage broad public
participation in all phases of the accounting standard-setting process; and

* Be objective and neutral and ensure, as much as possible, that the information
rezulting from its proposed standards is a faithful representation of the effects of
Federal Government activities. Objective and neutral mean free from bias, preclud-
ing the FASAB from placing any particular interest above the interests of the many
who rely on the information contained in financial reports.

The FASAB recognizes that general acceptance of its recommendations it en-
hanced] by demonstrating that the comments received in due process are considered
carefully. ’

How CaN AccoUNTING HELP IN CONTROLLING THE COST OF GOVERNMENT

{By ELMER B STAATS. WASHINGTON INTERNATIONAL FINANCIAL MANAGEMENT FORUM,
WASHINGTON, D.C., October 4, 1990]

As the first Honorary Co-Chairman and now Honorary Chairman Emeritus of the
International Consortium on Governmental Financial Management, I have noted
with satisfaction the contribution which it has made to nublic financial administra-
tion. Its progress and contribution has been especially pleasing to me since officials
of the US. General Accounting Office played an active part in its establishment
during my term as Comptroller General. Jim Wesberry and Morton Dittenhofer
have both contributed much to its success. And I certainly don't want to overlook
the major contribution of Audrey Dysland in arranging these luncheons and in
many other ways.

The Consortium'’s objective has been to-bring together public officials concerned
with all aspects of financial administration—budget, financial reporting, accounting,
debt management. revenue administration, and planning. It works side by side and
in cooperation with two other important organizations—the International Organiza-
tion of Supreme Audit Institutions and the International Federation of Accountants.
The Public Sector Committee of IFAC is chaired by Kenneth Dye, Auditor General
of Canada, Honorary Co-Chairman of the Consortium. He and Comptroller General
Bowsher, your other Honorary Co-Chairman, are members of the Governing. Board
of INTOSAL

The work of the Consortium is illustrative of the value of exchanging views and
information on an international basis on ways to improve the way we manage
public finances in our respective countries. Qur systems of government differ but
our problems and objectives are common to all. Certainly control of the cost of gov-
ernment is an objective shared by every nation.

Few issues have a higher priority in the U.S. Congress than the budget deficit
which has tripled the national debt in just eight years. That debt is now equivalent
to nearly 60 percent of our gross national product. Interest costs on that debt are
now the second largest part of the Federal Eudget——next to the national defense. It
has been more than twenty years since the Federal budget has been in balance.
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Under renewed pressure to achieve a balanced budget by 1993, we have resorted to
questionable devices to conceal the full amount of the deficit, such as taking certain
costs out of the budget calculations and using receipts from trust funds for operat-
ing purposes. Some call this “creative accounting’ others say we are engaging in
plain gimmickry. I could recite a list of such devices but I fear that this would make
remarks much too long!

Our huge Federal deficits have kept interest rates high, have reduced resources
needed for investment, and have passed on to future generations costs which should
be borne by current taxpayers. A recent GAO report offers considerable testimony
as to the adverse impact of the deficit on the economy.

Accountants in government have an important role to play in efforts to control
expenditures. That is the subject of my remarks today—why good accounting pro-
vides essential information needed for expenditure control. It is a subject certainly
worthy of the best efforts of the Consortium.

I cite the serious fiscal problem in the United States not because I think we are
unique. On the contrary, most industrialized countries face pressures to increase
spending and counter pressures to avoid tax increases. If the legislators and the tax-
payers can inteiligently decide between these objectives, they must have the kind of
information that good accounting and financial reporting can provide. More specifi
cally how can accounting help in controlling the costs of government? :

I address this subject from my perspective of a long background in the U.S.
Bureau of the Budget (now renamed Office of Management and Budget) where 1
served as its deputy director under four presidents and from 1966 to 1981 as the
U.S. Comptroller General and head of the U.S. General Accounting Office. In this
latter capacity, I was responsible for establishing accounting principles and stand-
ards for the Federal Goverrment and auditing programs for economy and efficiency
and program effectiveness (referred to in some countries as auditing for ‘“Value for
Money"”). From 1984 to 1990, [ served as a member of the Governmental accounting
Standards Board, a non-government organization, which establishes accounting and
financial reporting standards for state and local government.

Budgeting and accounting huave been closely linked in the United States. The
Budget and Accounting Act of 1921 and the Budget and accounting Procedures Act
of 1950 established the basic framework for fiscal control in the Federal Govern-
ment and we continue to recognize this close linkage. In Section 106 of the 1921 Act,
the head of each executive agency is required

“to take whatever action may be necessary to achieve, insofar as possible,
(1) consistency in accounting and budget classifications, (2) synchronization
between accounting and budget classifications And organizational struc-
ture, and 3 support of the budget justifications by information on perform-
ance and program costs by organizational unit.”

Responsibility for prescribing “appropriation and fund accounting in the several
departments and agencies” was placed in the Comptroller General of the United
States. He is head of the U.S. General Accounting Office, an agency located in the
legislative branch. The maintenance of these systems and the preparation of finan-
cial reports, however, were made a responsibility of the executive branch. Thus, the
Congress wanted to preserve authority in the legislative branch for determining

“the extent to which accounting and related financial reporting fulfill the
purposes specified, financial transactions have been consummated in ac-
cordance with laws, regulations or other legal requirements, and adequate
internal financial control over operations is exercised . . . "

Pursuant to requirements of the Comptroller General, each agency must establish
and maintain systems of

““reliable accounting results to serve as the basis for preparation and sup-
port of the agency's budget requests, for controlling the execution of the
budgets and for providing financial information required by the Bureau of
the Budget, responsible for assisting the President in preparing and execut-
ing the Federal budget. These systems are required to be maintained on an
accrual basis to show the resources, liabilities, and costs of operations of
Sltlsc'i) agency with a view to facilitating the preparation of cost-based budg-
e

to be used by all departments and agencies in the preparation of their budgets.

I will return to the subject of accrual accounting and cost-based budgets later but
I should note at this point that this provision has not been fully implemented after
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nearly seventy years of debate and non-acceptance of this requirement in executive
preparation or congressional consideration of appropriation requests.

In some respects. accounting is retrospective and historical. It tells us where we
have been and is designed to give the budget preparer an up-to-date and accurate
picture of financial performance. It provides accountability for funds previously ap-
propriated and a point of departure for future budgets. It lends credence to the old
adage: “You don’t know where you are going if you don’t know where you have

een!

This same division of responsibility prevails in our fifty States, although responsi-
bility for standards at the local level vary considerably, depending on provisions of
State laws and constitutions. A major challenge, therefore, has been agreement on
common standards and objectives. This responsibility currently is placed in the Gov-
ernmental Accounting Standards. Board which began operating in 1984. This five-
member board serves under a common board of trustees with the Financial Ac-
counting Standards Board which has a similar responsibility for the private sector.

The GASB—relevant to my remarks today—strongly embraces the concept of ac-
crual accounting, or, in its words, the ‘“flow of financial resources.” Among other
objectives, accounting should show “whether revenues were raised in an amount
sufficient to pay for the services provided” in the fiscal period and demonstrate “ad-
herence to budgetary authorizations and limitations.” An important objective of ac-
crual accounting is that “‘current-year citizens should not be able to shift the burden
of paying for current-year services to future-year taxpayers.” in other words, the
principle is one of interperiod or intergenerational equity. On a larger scale, the
large deficits and the increasing Federal debt in the United States pose an issue of
intergenerational equity of major proportions—a issue of nothing less than one of
national ethics and morality.

The Governmental Accounting Standards Board, in its statement ‘‘Objectives of
Financial Reporting,” places major emphasis on accountability and interperiod
equity:

“Accountability is the cornerstone of all financial reporting in govern-
ment . . ."

“Accountability requires governments to answer to the citizenry—to jus-
tify the raising of public resources and the purposes for which they are
used . . . applying the broad concept of public accountability to financial
reporting by state and local governments creates the potential to extend re-
porting beyond current practice. If being accountable means being obliged
to explain one's actions, what are the limits of disclosure? How does one
balance the cost of providing information against the value of the public's
‘right to know'?"”’

With this question as a point of departure. I turn now to several specific questions
or issues.

1. First are the traditional financial statements adequate to act the needs of those
responsible for expenditure control? In the United States, the President's budget
contains much historical and factual information and trend analyses. It summarizes
current and proposed outlays for such programs as education, health, research and
development, and trust funds. All of this is valuable; some say it is essential. But is
it enough? I think not.

Our Treasury Department, in cooperation with the General Accounting Office and
the Office of Management and Budget has for several years developed a prototype
“Consolidated Financial Statements of the United States Government” which in-
cludes much information beyond the balance sheet and operating statement. It in-
cludes, for example, a statement of loans receivable from the public, net borrowing
and from what sources, commitments, and contingencies, tax benefits and subsidies,
and other relevant information for the public and the Congress.

In the private sector there are indications of the value of similar information. It is
becoming increasingly evident that the traditional financial statements are not ade-
quate to provide investors and other users with the information they need to base
important decisions. At least one major public accounting firm is well advanced in
pre[()laring a set of financial statements—an ‘‘information model ‘““—to meet this
need.

2. Second, how can accounting provide data needed to improve the evaluation of
the performance of governmental programs? Much progress has been made but
more needs to be done.
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The statement of “Government Auditing Standards’” by the U.S General Account-
ing Office, originally issued in 1972, has provided a stimulus for increased emphasis
on performance audits embracing audits for economy, efficiency, and compliance
with laws and regulations. “Value For Money” Audits in Canada and the United
Kingdom have similar objectives. Our Congress has mandated audits with this objec-
tive in numerous statutes.

State and local governments have felt a similar need to seek information and
analyses beyond traditional financial reports. The Governmental Accounting Stand-
ards Board has a current project to determine the feasibility of measuring govern-
ment services to encourage state and local governments to develop indicators of per-
formance in their financial reports. Twelve areas such as public health, economic
development, education, fire and police protection, and sanitation are included.

Accounting data can help, for example, in measuring performance by comparing
the costs per ton of collecting garbage and other wastes or the cleaning of streets or
maintaining highways between one jurisdiction and another. It can also tell us
whether these costs are increasing or decreasing from one budget period to another.
Again, accrual accounting is essential to measuring these costs.

Can measures to evaluate performance be improved and what can the accounting
profession do to advance what I believe is now recognized as an important aspect of
expenditure control?

3. Third, closely related is whether the use of accounting data can help in decid-
ing whether to perform services and activities directly, using government employ-
ees. or contracting for them with non-government-organizations.

In the United States, “contracting out” has been used widely. For example, ap-
proximately 60% of our defense budget is devoted to contracts for goods and serv-
ices. In many of these instances—particularly such activities as repair and mainte-
nance, computer design and operations, research and development, and similar ac-
tivities—budget decisions are based on comparative costs. These cost comparisons
are frequently difficult and highly controversial. Without good cost data, these deci-
sic)lqs f%an be subjective, or thought to be subjective, and subject to charges of politi-
cal influence.

4. Fourth, how do we measure and disclose the commitments made for post-em-
ployment benefits? Benefits such as retirement, health care, and life insurance have
become increasingly popular for employees in a society where people live longer; for
employers, they are attractive in that they reduce current outlays, deferring them
to the future. From the standpoint of expenditure control, the danger is that these
costs become ‘“‘hidden costs’ which become all too real in future years.

The role of the accountant is to devise reasonable ways to measure these commit-
ments and disclose them for those authorizing these benefits. This is not an easy
task, given the uncertainty of the cost of providing these benefits, changing needs of
retirees, employee turnover, and differing contractual arrangements. Some of these
plans are funded in advance; relatively few are adequately funded. Some share the
costs with current employees: others are financed entirely by the employer. These
accumulated costs are huge and growing. The accountant and the budget analyst
need to find ways to both measure and control these costs id establish policies for
funding and sharing costs withr employees.

5. A fifth area of great importance is that of measuring the condition, age, and
serviceability of infrastructure and other major physical assets. Infrastructure—
streets, highways, water supply, fire protection equipment, etc.—is both expensive
and essential to society. But how do we measure their current condition?

Like post-employment benefits, there is a tendency to postpone repairs, mainte-
nance, and replacment—postponing these costs to the future. Here again, the ac-
countant can contribute to expenditure control by providing improved ways of meas-
uring the condition of these assets, factoring in past experience, the benefits of life-
cycle costing, extent of repairs and maintenance in relation to need, and cost-benefit
analyses of replacement versus maintenance.

Accounting data is needed to record how much has been spent for repair and
maintenance. It is needed to disclose actual expenditures in comparison with esti-
mated needs, how much has been appropriated in comparison with budget requests.
It is needed to help in deciding whether it is less costly to replace equipment and
infrastructure or continue to spend funds for maintenance and repair.

Physical assets are not only important to carrying on government activities and
programs but essential in many cases for a strong private enterprise system. Deci-
sions on acquisition, maintenance, repair and rehabilitation need to be made in the
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light of the best information available. Without this information the risk is that we
spend too much or too little.

6. Accounting data can help in comparing budgeted to actual expenditures.

Financial reporting should show whether financial resources are obtained and
spent in accordance with the adopted budget. The budget is the single most impor-
tant expression of the policies, program, and plans to execute programs by a govern-
mental entity. It is both a means of control by the legislature and the executive as
well as their accountability to the taxpayer. Did government overspend or under-
spend budgeted amounts? Either can be a matter of concern. Conditions do change
but the reasons for change need to be fully documented. Only in this way can budg-
et's be made more accurate for the future.

7. Finally, good financial reporting can help in identifying potential but not read-
ily foreseen costs which can create fiscal crises and surprises.

These potential costs have been referred to as budgetary vulnerabilities or “time
bombs.” The failure to depreciate major physical assets or accrue the costs of pen-
sion entitlements or post—employment benefits such as health or life insurance are
examples of the need for accrual accounting. Accounting alone will not reduce these
costs but can provide the information needed by decision-makers as to what benefits
will cost and can be afforded before such benefits are promised.

A recent well publicized example in the United States relates to the Savings and
Loan industry. Federal regulators in any cases were allowed to appreciate the value
of assets and not required to recognize certain losses when they occurred which
made it easier for these institutions to say they were solvent when, in fact, they
were not. A recent General Accounting Office report estimates that the Federal
Government guarantee of deposits in these institutions will cost upwards of $500 bil-
lion over the next thirty years. Good accounting would have reflected the weak con-
dition of many of these institutions early enough to bring about corrective action.

Auditing and financial reporting must go hand in hand. The auditor can both -
point out the need for or the absence of good accounting as hidden or potential costs
or crises may develop. The GAO, for example, recently identified fourteen “vulnera-
ble” programs which represented potentially large budgetary costs. In many of
these cases, early warning is needed to highlight the need for corrective action. De-
terioration of the condition of highways or bridges represents an important and
easily understood example.

It would not be difficult to enlarge on these issues where good accounting can
play an important role in expenditure control. For example, I have not mentioned
the measurement of performance of publicly operated enterprises, obviously impor-
tant in their impact on public sector budgets. Nor have I pointed out the value of
accounting information in estimating revenues _and expenditures for future budget
periods. You undoubtedly could add to the list. All these areas are of importance in
longer-term expenditure control.

Much progress has been made over the years in developing useful accounting sys-
tems which, in combination with modern computer technology and informaion sys-
tems, have made accounting systems and financial reports increasingly use’ul in ex-
penditure control. In democratic society, expenditure control will always be a part
of the political process—control over new programs, the level of existing nrograms,
and evaluating the effectiveness with which legislative mandates are carried out.

The role of the accountant in government is different in many ways from the role
of the accountant in the private sector. There he plays an important par. in meas-
uring profits and losses, stockholder equity, and financial condition. In government,
the budget is the primary instrument through which political control is exercised.
The legislative process itself provides a means of disclosure not present in the pri-
vate sector. The accountant, in other words, can make his greatest contribution by
focusing on areas which provide information needed for expenditure control—and
the preparation and execution of the budget. In doing so, the accountant has an ob-
ligation to demonstrate that the accounting system developed will help the decision-
maker in this important task. Focusing on such areas as I have outlined above
would, I believe, help in this regard.

It should always kept in mind that accountants, in devising accounting sys-
tems, are not decisionmakers on matters of expenditure control. They can play an
important part, though, in developing credible and consistent information which can
be relied upon by decisionmakers. In short, they are information suppliers, not only
to the immediate decisionmaker but to the general public who ultimately influence
the decisions with respect to expenditure control.
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In the political arena in which expenditure control decisions are made, experience
indicates that the executive and the legislator will be governed by their desire to
control obligational authority or financial commitments for new and existing pro-
grams, thus taking precedence over cost-based budgeting based on accrual account-
ing. Experience also indicates that the focus will be on cash outlays and revenues in
the near-term of one or, at most, a few years because these will be the measure of
the need for new revenues or borrowing. In this context accrual accounting can play
an important role in disclesing the financial condition of a governmental entity but
will only be indirectly related to expenditure control. )

There is much more that I could say on the subject of the importance of good ac-
counting and financial reporting. I leave you with a couple of general observations.

¢ First of all, we should recognize that improvements in financial management do
not come about in any revolutionary way; improvements tend to be incremental and
progress is made only as the users recognize their importance in policy and decision-
making. Good standards and pronouncements—important as they are—yield little
unless the executive and the legislator recognize their importance in the decision-
making process. Good financial reporting does not guarantee good decisions but
without it the risk of poor decisions, fraud and waste, is much greater.

¢ My second general observation is that we should look at accounting and finan-
cial reporting from the perspective of accountability. That is what the word “ac-
counting” means—a word which translates into accountability. Accounting goes
beyond a technically accurate operating statement and balance sheet. It calls for
providing information on a broad range of financial subjects needed by the legisla-
tor, the executive, and the ultimate decisionmaker—the taxpayer, the voter, and the
stockholder. The framers of the Budget and Accounting Act of 1921 clearly had this
broader concept in mind—to hold those charged with spending decisions accountable
for the integrity and wisdom of public expenditures. The framers of the Budget and
Accounting Act were also very perceptive in encompassing budgeting and account-
ing in the same statute. But we still have yet to fully realize the benefits of accrual
accounting in budgetary decisionmaking, a concept which they embraced.

In the Statement of Objectives of Financial Reporting issued by the Governmental
Accounting Standards Board in May 1987, we included a statement as follows:

"Accountability is the cornerstone of all financial reporting in government .
.. . The dictionary defines ‘accountable’ as ‘being obliged to explain one’s
actions, to justify what one does.” Accountability requires governments to
answer 1o the purposes for which they are use. governmental accountability
is based on the belief that the citizenry has a ‘right to know,’” a right to
receive openly declared facts that may lead to public debate by the citizens
and their elected representatives. Financial reporting plays a major role in
fulfilling government'’s duty to be publicly accountable in a democratic soci-
ety.”

In my opening remarks, I emphasized that the Consortium objective was to in-
clude and relate the several aspects of public financial management. There could be
no better example of the validity of this objective than to utilize accounting and fi-
nancial reporting in controlling the cost of government.

PREPARED STATEMENT OF HERBERT STEIN

Budgeting is a process of dividing a given scarce resource among competing uses.
What is the given scarce resource the U.S. government is dividing up? It is not the -
$1,500 billion that is the total of Federal expenditures. That total is itself a result of
the budget process. It is not the given beginning of the process. The government by
its decision could make that $1,500 billion much bigger or much smaller.

What the U.S. Government is dividing up by its decisions, what it is budgeting, is
the total national output. At a minimum it is dividing the national output between
Federal uses and non-Federal uses—private, State and local. But it is doing much
more than this minimum. It is strongly influencing the division of the non-Federal
part among competing uses. Actions of the Federal government greatly affect how
much of the use of output that we conventionally consider non-Federal goes for in-
vestment and how much for consumption, how much for particular kinds of invest-
ment, such as pollution control, how much goes for education, how much for health,
how much of the consumption is by poor people, and how much by other income
classes, and so on. The Federal Government affects these allocations not only
through its own expenditures but also through its deficit, its taxes, its mandatory
requirements and even, in some cases, through its moral suasion.
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These effects of Federal action on the non-Federal uses of the national output are
not accidental or unintended. At least at a certain level of generality, these effects
are the deliberate objects of policy. The Federal Government wants to reduce its
" budget deficit because it has a preference for a higher rate of private investment. It
gives States tied-grants for certain kinds of welfare expenditures because it wants
States to spend their money in a particular way. It excuses certain kinds of fringe
benefits from the income tax because it wants to encourage certain kinds of private
resource use.

In other words, the Federal government, as the representative and executor of na-
tional policy has a preference about the allocation of the whole national output, and
not just the part the Federal government uses directly, among certain categories of
uses, and it employs a variety of means to bring about this preferred allocation.

My suggestion is that this process, which is now implicit and hardly recognized
should be made explicit, deliberate and as well-informed as possible. Budget policies,
and other Federal policies, should be made consistent with a certain understanding
of the way in which the national output should be divided among competing uses.

My suggestion may be clarified by giving an illustration of what these competing
uses might be. In writing on this suhject I have suggested a division of the national
output among nine categories, as follows:

Investment owned by Americans, including government investment
Defense _

Health care

Education

Other consumption by the very poor

Other private consumption

Other Federal uses of output

Other state and local uses of output

Government transfers and interest payments abroad -

Some might prefer a different classification of the national output. The point is
that the classification should reflect whatever the decision-makers consider the sig-
nificant issues in the allocation of the national output. I use the above classification
because I think that the division among these categories is a legitimate national
concern and is significantly affected by actual or potential Federal policies. Others
might want to add housing or crime prevention or research. That is unimportant as
far as the procedure I propose is concerned.

I visualize the budget process as starting with an agreement about what the na-
tion’s problems and priorities are. From that should be deduced a plan for the real-
location of the national output among relevant uses to solve these problems and
serve these priorities. From that should be deduced specific expenditure, tax, bor-
rowing and mandated requirements programs to bring about the planned realloca-
tion of the national output. Thebchoice of these specific programs should reflect the
same considerations of effectiveness, fairness, and so on that presumably now enter
into budgetary decisions, but the difference is that these choices would be grounded
in a prior determination of the objectives to be served.

For examgle, I can imagine a President saying, in his Budget Message, that he
thinks the urgent national problem is that too many people are poor, too many are
badly educated and that per capita output is growing too slowly. He would further
say that to correct these problems he wants to increase the share of the national
output going to the consumption of the poor by 1 percent of GNP, the proportion
going to education by Y2 percent of GNP and the proportion going to investment by
1% percent of GNP. Correspondingly, he would propose to reduce the share of GNP
going to consumption of the not-poor by 2 percent of GNP and to health care of the
not-poor by 1 percent of GNP. He would then propose specific budget and other poli-
cies to bring about these reallocations. For example, to reduce the consumption of
the not-poor he might propose an income tax increase or he might propose to cut
social security benefits to elderly people who are receiving benefits in excess of their
contributions plus interest. To raise investment he might propose increasing Federal
expenditures for infra-structure or cutting the capital-gains tax. These choices
would remain as now.

Congress would go through a similar process. It would be free to disagree with the
President about what the problems are, about what reallocations of the national
output are required to meet the problems, and about what specific policies would be
best for achieving the reallocation. But at least the source of the disagreement be-
tween Congress would be visible, and we would know what is disagreement about
ends and what about means.
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Basically, I am proposing that the budget of the US. government should start
with a budget for the U.S. GNP.

I have three purposes for making this proposal, .

1. I want to demythologize talking and thinking about the budget. I want to get
away from acting as if deficits and spending and taxing were ends in themselves,
about which one could have convictions. I want to get away from dividing people
into those who want to raise taxes and those who want to cut expenditures, and
make clear that these are different ways of accomplishing the same thing. We want
to decide what is to be accomplished, before we argue about the relative merits of
different ways of getting there. I want to relate the specific decisions about means
to the objectives about which we reasonably do have preferences.

2. I want to bring home the fact that there is a limit to what can be done, and
that the budget process involves choices. These choices cannot be evaded by redefin-
ing the budget or by increasing the total size of the budget. These things will not -
change the size of the GNP out of which all choices have to be met.

3. I want to eliminate the possibility of avoiding budget constraints by recourse to
devices like regulation that affect the allocation of the national output but do not
appear in the budget as now formulated.

When I make this proposal, as I have been doing for several years, 1 encounter
three complaints.

First, people say that what I propose is planning and therefore illegitimate. I have
been around long enough not to be impressed with such labels. I am proposing only
that the government does whatever it does more consciously and intelligently,

Second, people say that we don’'t know enough to do what I propose. We don't
know what the effect of running a deficit is on saving, or what the subsidy in Medi-
care does to total spending for health care. There is a lot in this. But it only says
that we don’t know what we are doing now. I beljeve that if we ask the right ques-
tions we are more likely to find the answers-than if we never ask the questions. If
we are going to continue making the decisions about the deficit or Medicare we had
gett;r try to find the best answers we can, rather than make the decisions in the

ark.

Third, people say that my proposal may be good economics but it is poor politics.
It requires government officials, i.e. politicians, to reveal to the public what they are
doing, and the politicians will not stand for that. Although such cynicism is under-
standable it is not really justified. Over the past 75 years budgetary procedures have
changed a great deal in the direction of greater rationality, mainly in response to
the prodding of “reformers” like me and despite the reluctance of politicians to
change. I see not reason 1o despair about the possibility of further improvement.

I have spelled out these ideas further in a book published in 1989 entitled, Gov-
erning the $5 Trillion Economy, and I have provided one copy each for the Chair-
man and Ranking Member of this Committee.
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StATEMENT OF RANDALL G. HoLCOMBE, PROFESSOR OF EcoNoMics, FLORIDA STATE
UNIVERSITY

A PROPOSAL FOR INCREASED FISCAL RESPONSIBILITY IN APPROPRIATION LEGISLATION

This proposal suggests a simple change in budgeting procedure which would re-
quire that all spending bills explicitly take into account their source of funding, and
would require that if spending is underestimated or if revenues are overestimated,
new legislation would be required to make up the difference. If adopted, this propos-
al would only obligate Congress to a degree of fiscal responsibility that would be
prudent in any event. The principle behind this proposal is that all legislation
should explicitly account for the source of revenue to fund the legislation.

The proposal would be as follows:

(1) Any legislation that authorizes or appropriates funds must explicitly state a
maximum dollar amount that can be spent, and the source of the revenues to be
spent.

(2) Sources of revenues can be any tax base, a reduction in spending on other pro-
grams, or can be government borrowing, but legislation must specify what percent
of which tax bases will be used for the spending.

(3) No program can spend more than its explicit dollar-limit. If the level of desired
spending on a program increases, new legislation would be needed to exceed the pre-
viously legislated limit. This would include all programs, including entitlements.

(4) If revenues from a tax base turn out to be less than estimated, the program'’s
spending limit will be reduced accordingly. A program cannot spend more than the
tax base it was allocated without new legislation.

EXAMPLES

(A) Assume that Congress decides to appropriate $300 billion to national defense
next year. Following the above proposal, this would be the defense spending limit,
but the spending bill would also have to specify the source of those funds. Assume
that Congress estimates that personal income tax collections will be $450 billion and
that corporate income tax collections will be $125 billion. The bill could specify that
the $300 billion comes from taking 25 percent of personal income tax collections (es-
timated to be $112.5 billion) plus 20 percent of corporate income tax collections (esti-
mated to be $25 billion) plus $162.5 billion in new government borrowing. This adds
to $300 billion, thus specifying the sources of funding for national defense.

Now assume that personal income tax collections proceed as estimated, but corpo-
rate tax collections only amount to $100 billion. In this case, 20 percent of corporate
tax collections would be $20 billion, rather than the $25 billion forecast, and the
defense budget would have to be cut back to $295 billion because of the unforeseen
shortfall in corporate tax revenues. Under the above proposal, Congress would have
several alternatives:

(1) Do nothing, in which case the defense budget would be reduced because of
lower than estimated tax revenues;

(2) Increase the defense budget by reducing spending in other areas. Assume, for
example, that the Department of the Interior was allocated 10 percent of corporate
income tax revenues, which would be $10 billion due to the shortfall. Congress could
reduce this allocation to 5 percent of corporate tax revenues, and transfer the other
5 percent to defense, thus giving the defense department 25 percent of corporate tax
revenues and restoring its budget to $300 billion. Of course, reduced allocations
could be spread among several programs instead of one. Another alternative would

92)
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be to transfer a smaller amount, such as 3 percent of corporate taxes, which would
bring the defense budget up to $298 billion, only partially restoring the shortfall.
(3) If Congress wanted to restore the defense budget without cutting any other
spending area, it could authorize an additional $5 billion in borrowing. Under this
alternative, the defense budget would once again be $300 billion, but now funds
could come from 25 percent of personal income tax collections for $112.5 billion, 20
percent of corporate income tax collections for $20 billion, and $167.5 billion in bor-
rowing, rather than the 162.5 billion initially authorized. ’

(B) Assume that the defense department budget is set as above, authorizing $300
billion in spending from 25 percent of personal income tax collections ($112.5 bil-
lion), 20 percent of corporate income tax collections (25 billion), and $162.5 billion in
government borrowing. Now assume that corporate income tax collections are actu-
ally $150 billion, so 20 percent of corporate tax collections would produce $30 billion
in revenue. The defense budget is still limited to $300 billion, and the $5 billion in
additional revenues would be used to reduce the deficit (or add to the surplus!)
unless Congress explicitly passed new legislation to spend the money.

The budgeting system proposed here would give Congress an incentive to be con-
servative in estimating revenues, so as not to have to reallocate funds later in the
fiscal year, but if some revenue sources were underestimated, this would provide
some funds to make up for areas in which other sources were overestimated.

(C) Assume that Congress estimates that unemployment insurance claims will be
315 billion for the upcoming year. The sources of this revenue are specified as in the
proposal. Because it is an entitlement program, the exact amount of claims cannot
be known ahead of time. Now assume that as the year progresses it becomes clear
that actual claims for the year will total $20 billion. In this case, Congress must
authorize additional money for the program, specifying the source as above. Other-
wise the program must limit its spending to the $15 billion cap. If no action by Con-
gress is taken, no additional claims can be paid once the $15 billion limit is reached.

The budgeting system proposed above provides incentives not to underestimate
entitlement spending, as this example shows. -t

{D) Assume that a devastating hurricane ravages the Florida panhandle, and Con-
gress decides to appropriate $1 billion in disaster relief. As above, the source of reve-
nue would have to be specified. There are three alternatives: (1) reduce spending on
other programs, (2) increase the national debt, or (3) if some revenue source had
been underestimated, that additional revenue could be allocated to the new spend-
ing.

DISCUSSION

Under this proposal, Congress would have complete authority to tax and spend
exactly as they do now. The only difference is that they would have to explicitly
account for the cost of every spending program by specifying where the revenue
comes from. If, for example, Congress decided to allocate $49 million to build a rock
and roll museum in Cleveland, the source of the funds would be included in the
spending bill so voters and taxpayers could see where the money would come from.
As it is, legislators can propose spending bills without confronting the question of
how the money will be raised. We clearly see who the beneficiaries of spending are,
but it is harder to see who pays for those benefits. Any responsible spending propos-
al should incorporate within it the source of the funds to be spent.

If spending was higher than forecast in some area, or if revenue was lower, Con-
gress would be obligated to make an explicit decision on how to handle the shortfall.
It makes sense to require legislators to take explicit action to deal with unforeseen
events, rather than to allow inertia turn poor forecasts into spiraling deficits for
which nobody will take responsibility.

While this type of fiscal responsibility would be new to the Federal Government,
it is practiced frequently by state governments, so there is ample experience on
which to build. My own experience with state governments in Alabama and Florida
is that when a deficit is forecast, the state immediately requires agencies to reduce
their current year’s spending in order to balance the budget. This same type of im-
mediate response would be possible at the Federal level. It would, however, require
responsible leadership.

The proposal put forward here would force Congress to be more directly accounta-
ble for spending decisions, which should lead to more responsible decisions. If Con-
gress wanted to continue as in the past, it would be possible under the above propos-
al. However, because Congress would be more directly accountable and could not in-
crease the deficit by default, the incentives are present for more responsible budget-
ing decisions. If deficit spending is warranted, then an explicit decision should be
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made to run the deficit, rather than for deficits to be produced because those who
propose spending legislation do not have to account for the source of the revenues
they propose to spend.

Since it is prudent to make sure there is a source of funds for spending proposals
anyway, this proposal only asks that Congress explicitly accept a responsibility that
they should have been taking all along. This change should be easy to implement,
and the only people who should object to it are those who want to continue being
able to legislate to spend money without taking direct responsibility for the costs of
their legislation.
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