
16 09
S. HRG. 102-1139

ALTERNATIVE APPROACHES
TO BUDGETING:

IMPROVING LONG-TERM
DECISIONMAKING IN GOVERNMENT

HEARING
BEFORE THE

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

ONE HUNDRED SECOND CONGRESS

SECOND SESSION

JUNE 11, 1992

Printed for the use of the Joint Economic Committee

73439
U.S. GOVERNMIENT PRINTING OFFICE

WASHINGTON: 1993

For sale by the U.S. Government Printing Office
Superintendent of Documents. Congressional Sales Office. Washington, DC 20402

ISBN 0-16-041729-5



JOINT ECONOMIC COMMITTEE

[Created pursuant to Sec. 5(a) of Public Law 304,79th Congress]

SENATE

PAUL S. SARBANES, Maryland,
Chairman

LLOYD BENTSEN, Texas
EDWARD M. KENNEDY, Massachusetts
JEFF BINGAMAN, New Mexico
ALBERT GORE, Jr., Tennessee
RICHARD H. BRYAN, Nevada
WILLIAM V. ROTH, Jr., Delaware
STEVE SYMMS, Idaho
CONNIE MACK, Florida
ROBERT C. SMITH, New Hampshire

HOUSE OF REPRESENTATIVES

LEE H. HAMILTON, Indiana,
Vice Chairman

DAVID R. OBEY, Wisconsin
JAMES H. SCHEUER, New York
FORTNEY PETE STARK, California
STEPHEN J. SOLARZ, New York
KWEISI MFUME, Maryland
RICHARD K. ARMEY, Texas
CHALMERS P. WYLIE, Ohio
OLYMPIA J. SNOWE, Maine
HAMILTON FISH, Jr., New York

STEPHEN A. QUICK, Executive Director
RICHARD F KAUFMAN, General Counsel

EDWARD W. GILLESPIE, Minority StaffDirector

(ii)



CONTENTS

WITNESSES, STATEMENTS, AND SUBMISSIONS
FOR THE RECORD

TnHUSDAY, JUNE 11, 1992

PAGE

Hamilton, Hon. Lee H., Vice Chairman, Joint Economic Commit-
tee: Opening statement . ....................................... I

Stein, Herbert, Senior Fellow, American Enterprise Institute ..... 2
Prepared statement ........................ ................. 4

Article entitled "America's Second Fiscal Revolution" 5
Winter, Sidney, Chief Economist, General Accounting Office .... 16

Prepared statement ........................ ................. 20
Kotlikoff, Laurence J., Professor of Economics, Boston University 36

Prepared statement .......................................... 39
Winter, Sidney: Material supplied for the record ...... .......... 67

(iii)



ALTERNATIVE APPROACHES TO
BUDGETING: IMPROVING LONG-TERM
DECISIONMAKING IN GOVERNMENT

THURSDAY, JUNE 11, 1992

CONGRESS OF THE UNITED STATES,

JOINT ECONOMIC COMMITTEE,
Washington, DC.

The Committee met, pursuant to notice, at 10:20 am., in room 2247, Ray-
bum House Office Building, Honorable Lee H. Hamilton (vice chairman of
the Committee) presiding.

Present: Representative Hamilton
Also present: Charles Stone, professional staff member.

OPENING STATEMENT OF REPRESENTATIVE HAMILTON,
VICE CHAIRMAN

REPRESENTATIVE HAMILTON. The Joint Economic Committee will come to
order.

Today's hearing will focus on one of the most important problems we face
in government today, our failure to adequately take into account the long-term
impacts of our budget decisions.

Persistent large budget deficits are one obvious symptom of this problem,
but the real problem seems to be that we tend to favor current needs over fu-
tare needs, in a way that ultimately hurts productivity and long-term eco-
nomic performance.

We're fortunate to have three witnesses who can discuss these longer-term
issues associated with budget policy, and perhaps suggest changes in budget
presentations or procedures that can give greater prominence to a longer-term
perspective in budgeting.

Herbert Stein is a senior fellow at the American Enterprise Institute, a for-
mer chairman of the Council of Economic Advisers, and author of Governing
the Five-Trillion-Dollar Economy.

Sidney Winter is chief economist, the General Accounting Office, which
has just issued a report, Budget Policy-Prompt Action Necessary To Avert
Long-Term Damage to the Economy.

And Laurence Kotlikoff, professor of economics, Boston University,
author of the book, Generational Accounting-Knowing Who Pays and When
and For What We Spend.

Gentlemen, we're very, very pleased to have you with us today. Your writ-
ten statements will be entered into the record in full. Ill ask you to summarize
those statements to open up our discussion, and then we'll turn to questions.

Mr. Stein, we'll begin with you and just move across the table, from my left
to right.

Mr. Stein, please proceed.

(1)
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STATEMENT OF HERBERT STEIN, SENIOR FELLOW,
AMERICAN ENTERPRISE INSTITUTE

MR. STEIN. Thank you, Mr. Chairman. Thank you for holding this hearing
and for your courtesy in accommodating my various problems in scheduling
this meeting.

I appreciate your concern with the long-term consequences of our federal
budget policy. I don't think you should imply by your concentration on the
long term that our short-term consequences are all optimum, either. I think the
trouble with our budget policy is that it doesn't meet either our short-term or
our long-term needs.

The obvious shallowness of current discussion and consideration of fiscal
matters points to the need for better ways to think about the budget.

For example, we talk about the budget deficit as if it were a sin, which ex-
cludes the possibility of any realistic, pragmatic decision about the deficit.

The decision to have a deficit is like all other fiscal decisions-it has ef-
fects on the economy, some negative and some positive. These effects are in
principle measurable and subject to a comparison of costs and benefits. But
present attitudes rule out rational consideration of the deficit.

Many people are obsessed by the difference between taxing and spending,
and by the belief that cutting taxes is always a virtue and increasing expendi-
tures is always a vice.

The Administration, for example, is all for giving a tax credit to first-time
homebuyers. I am sure they would be appalled at the notion of giving out
checks, which would appear as budget expenditures, to the same homebuyers.
In a great many cases, increasing expenditures and cutting taxes are just alter-
native ways of achieving the same objective, and do not deserve the emo-
tional attachments that people have for the distinction.

We characteristically ignore the fact that budget decisions are two-sided
transactions that both give and take away. The discussion of cutting the capi-
tal gains tax is a case in point. There is much talk about the investment that
would be stimulated by such an action, but no one, except a few grumpy
economists, ask where the savings will come from to finance that investment.

We mandate expenditures by state and local governments and by private
businesses, and act as if these expenditures were free because they do not ap-
pear in the federal budget.

I think it is fair to say that much of the time, in making fiscal decisions, we
simply do not know what we're doing and are not even thinking about what
we are doing in terms of the real effects of our actions on objectives we are
interested in.

We need a procedure that will inform and discipline budget policy by in-
sisting on two principles.

First, budgeting is a process of allocating a limited resource among com-
peting uses so that devoting more to one use requires devoting less to some
other.

And second, the limited resource that is to be allocated is the total national
output, which I am old-fashioned enough to call the GNP, still.
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The idea that the government should think of itself as allocating the GNP is
surprising to many people and even offensive to some. But it is only a recog-
nition of reality. The Federal Government cannot escape from profoundly in-
fluencing the use of the whole GNP and the part of it that is in the budget

The deficit influences private investment. The forms of taxation influence
the direction of private consumption. The deductibility of fringe benefits, for
example, influences private expenditure on medical care. Transfer payments
influence private consumption.

If the government is to look at what it is doing, it has to look at what it is
doing to the use of the whole GNP.

Moreover, the idea of budgeting as the allocation of a given resource re-
quires looking at the GNP, not the federal budget. The size of the federal
budget is not given, but it's controlled by the government itself The govern-
ment can escape the discipline of having to choose among competing claims
by expanding the size of the total budget. But it cannot escape that discipline
with relation to the GNP, which it does not control.

My proposal is that the government should make and explain its budget
policy at the most general strategic level in terms of the effect of the policy
upon the division of the national output among its major uses. I have sug-
gested that these uses might be classified as defense, consumption of the not
poor, consumption of the poor, education, health, private investment, public
investment, and the general administrative functions of government.

This particular classification is not critical to the idea, and I can imagine
that the classification would change from time to time as national concerns
changed.

I have spelled this idea out at some length in a book, Governing the Five-
Trillion-Dollar Economy, published in 1989. I have also discussed it in an ar-
ticle, "America's Second Fiscal Revolution," which was first published in the
same year, and I attach a copy of the article and would like to have it included
in the record.

Thank you.
[The prepared statement of Mr. Stein, along with an attachment, follows:]
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PREPARED STATEMENT OF HERBERT STEIN

The obvious shallowness of current discussion and consideration of fiscal matters points to
the need for better ways to think about the budget

For example, we talk about the budget deficit as if it were a sin, which excludes the possibil-
ity of any realistic, pragmatic decision about the deficit The decision to have a deficit is like all
other fiscal decisions. It has effects on the economy, some negative and some positive. These ef-
fects are in principle measurable and subject to a comparison of costs and benefits. But present
attitudes rule out rational consideration of the deficit

Many people are obsessed by the difference between taxing and spending, and by the belief
that cutting taxes is always a virtue and increasing expenditures is always a five. The Administra-
tion, for example, is all for giving a tax credit to first-time homebuyers. I am sure that they would
be appalled at the notion of giving out checks, which would appear as budget expenditures, to the
same homebuyers. In a great many cases increasing expenditures and cutting taxes are just alter-
native ways of achieving the same objective and do not deserve the emotional attachment that
people have for the distinction.

We characteristically ignore the fact that budget decisions are two-sided transactions that
both give and take away. The discussion of cutting the capital gains tax is a case in point there is
much talk about the investment that would be stimulated by such an action, but no one except a
few grumpy economists asks where the savings will come from to finance that investment

We mandate expenditures by state and local governments and by private businesses, and act
as if these expenditures were free because they do not appear in the federal budget

I think it is fair to say that much of the time in making fiscal decisions we simply do not
know what we are doing and are not even thinking about what we are doing-in terms of the real
effects of our actions on objectives we are interested in.

We need a procedure that will inform and discipline budget policy by insisting on two princi-
ples:

1. Budgeting is a process of allocating a limited resource among competing uses, so that de-
voting more to one use requires devoting less to some other.

2. The limited resource that is to be allocated is the total national output (which I am old-
fashioned enough to call the GNP still.)

The idea that the government should think of itself as allocating the GNP is surprising to
many people and even offensive to some. But it is only a recognition of reality. The Federal
Government cannot escape profoundly influencing the use of the whole GNP and not just that
part that is in the budget The deficit influences private investment The forms of taxation influ-
ence the direction of private consumption. The deductibility of fringe benefits, for example, in-
fluences private expenditure on medical care. Transfer payments influence private consumption.
If the government is to look at what it is doing it has to look at what it is doing to the use of the
whole GNP.

Moreover, the idea of budgeting as the allocation of a given resource requires looking at the
GNP, not the federal budget The size of the federal budget is not given, but is controlled by the
government itself The government can escape the discipline of having to choose among com-
peting claims by expanding the size of the total budget But it cannot escape that discipline with
relation to the GNP, which it does not control.

My proposal is that the government should make and explain its budget policy, at the most
general, strategic level, in terms of the effect of the policy upon the division of the national output
among its rnjor uses. I have suggested that these uses might be classified as defense, consump-
tion of the not-poor, consumption of the poor, education, health, private investment, public in-
vestment and the general administrative functions of government This particular classification is
not critical to the idea and I can imagine that the classification would change from time to time as
national concerns changed.

I have speed this idea out at some length in a book, Governing the $Five Trillion Economy,
published in 1989. I have also discussed it in an article, "America's Second Fiscal Revolution,"
that was first published in the same year. I attach a copy of the article and would like to have it
included in the record.
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America's Second Fiscal Revolution

T'HE GREAT DEPRESSION of the
19305, with an assist from John Maynard Keynes, created a fiscal
revolution in America, a new way of thinking and acting about
the budget. Before the revolution, the budget problem was how
to provide and pay for a limited list of uniquely governmental
functions absorbing a small fraction of the national income.
Calvin Coolidge, for example, presided over a budget equal to
about 3 percent of GNP and devoted almost entirely to defense,
interest, care of veterans, the post office, and the administration
of justice.

The Depression focused attention on the role of the budget as
a stabilizer of the economy. It brought us "functional finance," in
which the function of the budget was to affect aggregate demand
in a way that would yield full employment and, it was hoped,
price level stability.

This new way of thinking led to several specific developments.
One was the Employment Act of 1946, assigning new responsibil-
ities to the Government, with the clear implication that the budget
was to be the major instrument for carrying out these responsibil-
ities. From the Employment Act we got the Council of Economic
Advisers (CEA) and the Joint Economic Committee. A natural
consequence was the emergence of the troika as the central body
for making economic policy in the executive branch of the Gov-
ernment. Composed of the Treasury secretary, the budget direc-
tor, and the CEA chairman, it reflected the assumed interaction
of the budget and the aggregate performance of the economy.

The view of stabilization as the critical economic function of
the budget gave rise to new ways of measuring the budget-the
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unified budget, the national income accounts budget. and the high
employment budget-and to much research by economists on the
relations between the budget, total output, employment, and the
price level. And, to a considerable degree, this view of the budget
function affected the policy that was actuallv followed.

But now we need, and I believe we are in the
process of getting, a second fiscal revolution. It is not a revolution
cranter to the one that began fifty years ago. That revolution
already has been subject to much revision. Wha I am talking
about is something entirely different. It deals with the role of the
budget as an allocator of the national output, a subject that needs
new consideration regardless of how the budget is to be managed
in relation to the stabilization problem.

This new revolution will address four basic facts:
i. The federal budget now directly absorbs, through its ex-

penditures, more than 2o percent of GNP.
2. Probably half of federal budget expenditures goes to non-

federal sectors-private, state, or local-and covers healt.
education, investment, and, most of all, personal consump-
tion.

3. The federal Government strongly influences the direction
of uses of the national output that are not ordinarily consid-
ered federal, not only through expenditures but also
through taxes, borrowing, and regulations. Federal bor-
rowing affects private investment. Federal tax provisions
affect private spending for health. Federal regulations affect
private spending for protecting the environment, and so
on.

4. There is a national interest, justifying governmental con-
cem, with many of the private uses of the national output
that federal policy affects.

Given these facts, it would appear that the Government ought
to be responsible for the allocation of the entire national output,
not just the federal budget. It should use the budget and other
policies of Government as instruments for effectuating the desired
allocation of the national output. It should make the decisions
about the desired allocation of the national output as self-con-
sciously, as explicitly, and with as much information as possible.
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The main object of my book Governing the $5 Trillion Economy is
to explain the importance of this approach and to suggest ways of
implementing it.

USING OUR NATIONAL OUTPUT

This way of looking at the budget, this second fiscal revolution, is
necessary not only because it would be neat and logical but also
because it addresses today's most important economic problem:
we are not using our national output wisely. Although we are
enormously rich, with a real national output previously un-
dreamed of, we seem unable to do many of the things we expect
we should be able to do. We find ourselves lacking in our ability
to defend ourselves, educate our children, take care of the poor,
and provide for the future. Others might describe our deficiencies
differently, but that does not change the basic point.

TABLE X

USE OF NATIONAL OUTPUT

Percentage of
1986 GNP

Investment owned by Amencans. including Government
investment 14.3

Defense 6.6
Health care 10.3
Education 6.2
Other consumption by the very poor 1.9
Other private consumption 54-7
Other federal uses of output 1.3
Other.state and local uses of output 3.8
Government transfers and interest payments abroad 0.9

SOURCE: All data except consumption by the poor from Bureau of Economic
Analysis. Department of Commerce, National Income and Product Accounts,
and Survey of Current Business. Consumption by the poor based on author's
estimates.

What I am saying no doubt immediately raises in some minds
the specter of "national economic planning"-a subject on which
I have written my share of scandalized criticism. Some imagine a
federal czar squeezing the entire national output into the cells of a
giant i,ooo-by-i,ooo matrix of the economy. This is not what I
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am talking about at all. I am talking about the allocation of the
national output among a few-say, ten-uses where the federal
influence is large and inevitable, where there is a strong national
interest in the allocation, and where the federal influence is exerted
without serious discrimination among individuals or power over
them. Table X shows the categories I am thinking oC together
with an estimate of the share of the national output they absorbed
in I986, the latest year for which necessary data are available.

Others might construct a different kt. Some might want to
add housing and research, or drop the distinction between con-
sumption of the very poor and other consumption. Such differ-
ences are not critical to my proposal. What is important is that the
list should exhaust the national output, so that if there is to be
more of something on the list there has to be less of something
else. The list should carry out the basic principle that the cost of
something is the other things that must be forgone to get it.

I can illustrate the meaning of my proposal by referring to the
very real issue that first made me think of it. In i969, when I
became a member of President Nixon's Council of Economic
Advisers, I was made head of a task force to study the economic
consequences of decisions about the size of the defense program.
We very quickly realized that the most obvious cost of an increase
or decrease of the defense program was that less or more of the
national output would be left for nondefense uses.

Moreover, the effect would not be on nondefense uses in
general. Which of several major categories of nondefense uses
would be affected would depend upon policy decisions about
finance that would inevitably accompany the defense decision. If a
larger defense program were financed by borrowing, there would
be less investment, which, in the conditions of 1969, we thought
mainly would translate into less housing. If taxes were raised,
there would be less private consumption. If federal grants-in-aid
were cut, there would be fewer state and local services.

Furthermore, we thought that the question of whether an
increase of the defense program was worthwhile could not be
separated from -the question of which share of the national output
would be sacrificed to achieve it. So we were already in the process
of thinking about making a budgetary decision within the context
of a decision about allocation of the national output among a few
major categories.
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BEING SUPERFICIAL OR BEING EXPLICIT

My continuing interest in this subject has been fueled by what has
seemed to me the dangerously superficial way in which we have
been thinking about the defense program to this day. People keep
talking about being unable to "afford" a larger defense program.
I think they should be saying that they prefer some other use of
the national output, such as private consumption or investment.
If people could be induced to be explicit about these preferences,
they would make better decisions.

The same superficiality is apparent in the talk about the federal
deficit. We have gotten over saying that a deficit of a certain size is
necessary to achieve high employment or is dangerous because it
will cause inflation. So we are left with no anchor for considering
the proper size of the deficit or surplus-no national objective for
which that decision is consequential. We therefore rely on totally
arbitrary targets, like Gramm-Rudman-Hollings.

I propose that we look upon the deficit or surplus as an
instrument for influencing the amount of investment owned by
Americans and determine the size of the deficit or surplus by
deciding how much of the national output should go for that
rather than for consumption or defense or the other major pur-
poses I would distinguish.

I am trying to demythologize the talk about the budget and
deficits and taxes and spending. I want to promote talk about the
budget in which expenditures and taxes and deficits are not
considered totems, or ends-in-themselves, but are looked upon as
instruments for achieving certain uses of the national output.
Decisions about these instruments should be made by reference to
the character and magnitude of their effects on the allocation of
national output.

Thinking about the budget initially as an instrument for allo-
cating the national output has three main advantages:

I. It gets us closer to the goals we are really interested in
rather than just thinking about variables like deficits and
taxes. Of course, categories like investment, private con-
sumption, and total health expenditures are not the ultimate
objects of policy either. But they are much closer to the
ultimate objects-welfare or social solidarity or whatever-
than the numbers we usually talk about.
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2. Allocating the national output brings home the point that
decision-making involves choice and that if you want more
of something, you have to have less of something else. The
national output is, in the short run at least, a given total,
and you cannot allocate more than zoo percent of it. But
the size of the federal budget is not a given, and you can
always make it appear that more is being given to one
purpose without less to another by mag the total larger.

3. Allocating the national output eliminates the possibility and
temptation to evade the constraints of the budget by re-
course to other policies, such as regulations, that have
similar effects. The most notable current instance is the
proposal to establish national health insurance by requiring
employers to provide insurance for their workers. If one
looks only at the federal budget, that seens devoid of cost.
But it does involve devotion of more of the national output
to medical care and, consequently, less to something else.
A GNP budget would reveal that.

A less obvious case would be an effort by the President, as is
sometimes suggested, to use his "bully pulpit" to induce states,
localities, and private parties to spend more for education. This
would also involve a shift in the use of resources, which would
have its costs, and, if the amounts were large enough, they would
show up in the GNP budget.

Of course, I am not suggesting a law enacting the GNP budget
and saying how much of the national income should go for
investment or for consumption or for others of the grand catego-
ries that would be identified. I am only talking about a framework
for thinking about and discussing the budget and for proposing
and evaluating the specific tax, expenditure, borrowing, lending,
and regulating programs of the Government.

SETTING PUoRITIES

I visualize a President some day saying in his State of the Union
message what he thinks the country's main priorities are. He
would tell us what he thinks we most need-whether it is more
economic growth to provide for the future or a higher-standard of
living for the great mass of Americans or strengthened national
security or whatever it may be. He would indicate what changes
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in the allocation of the national output xould conform to those
priorities-what changes in the proportions of the national output
should go to investment, or to private consumption, or to defense.
And if he suggests that some uses should be increased, he would
have to suggest which uses should be reduced.

All of this would be preliminary and explanatory, but the
President would base upon it a set of specific proposals for taxes,
expenditures, lending, borrowing, and regulations intended to
conform to those priorities. The statement of priorities and de-
sired allocations of the national output, at the level of generality
that I am suggesting, would not uniquely determine the specific
proposals.

If the desire, for example, is to reduce the share of the national
output going to consumption by Americans who are not poor,
there still remain many questions about howv to do that. Should
taxes be raised If so, which ones? Should social security benefits
or farm subsidies or other transfer payments be reduced? Similar
questions would be raised about the means for implementing
other goals for the allocation of the national output. At this point
all the usual questions about equity and eficiency would arise, but
they would arise within the context of some objectives that had
been explicitly stated.

Many of the proposals made these days for reforming the
budget process would fir comfortably with the suggestions I have
made. We need. for exam le. a longer-run--four- or five-year-
budget to guide the major expenditure an-d revenue decisions. We
need two-year appropriations. We need to reduce drastically the
number of appropriation items into which the budget is divided,
in order to focus the attention of Congress on the fig issues and
cut down on micromanagement. We need cooperation between
the White House and the congressional leadership in the early
stages of budget development. My proposal would put another
level of decision-making on top of all tha: in order to relate the
usual tax and expenditure actions to the grand allocations of the
national output and through that to the grand national priorities.

Two COMPLAINTS

Aside from the worry about planring. which I have already
discussed, the proposal to "budget the GNP" has elicited two
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main complaints. One is whether we know enough to do what is
proposed. The idea assumes that we know that if we reduce the
deficit, savings and investment will increase, and by how much. It
assumes that we know that if we raise taxes, consumption will be
decreased, and by how much. It assumes that we know how
national expenditures on medical care will be affected if we alter
the tax treatment of employers' contributions for health insurance.

We do not, however, "know" such things, if knowing means
knowing precisely and with a high degree of reliability. No one is
more aware of this than I am, or, at least, no economist has
written about our ignorance so much. Though this ignorance is a
problem, it is not, in my opinion, a serious objection to my
proposal.

The decisions we are now making, and cannot escape making,
already imply some answers to questions that we cannot answer
precisely and reliably. When these implied answers are exposed to
the light of day, we may discover that they contradict what little
we do know. Perhaps we will find that the implied answers assume
that we know with confidence something that we do not really
know at all.

Policy about taxation, for example, assumes that we know that
a tax increase will be fully matched by an expenditure increase, or
that it will depress the economy, or that it will reduce saving by
an equal amount, or that it will reduce the revenue. The possibility
of prudent decisions would be enhanced by a revelation of the true
state of our knowledge about these questions. As Artemus Ward
said, "It ain't what we don't know that hurts us, it's the things we
know that ain't so."

Allocating the GNP would be a step toward revealing what we
need to know anyway in order to make intelligent decisions and
toward exposing what we do and do not know. One consequence
would be to direct attention to trying to learn more. The second
fiscal revolution provides a research agenda for economists, just as
the first revolution did, although I hope no one will think that is
the motive for it.

One of the most elementary things we need is a more reliable
classification of the national output by uses or functions. We
cannot now tell very well, for example, how much of the national
output goes for education or medical care because in the national
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income accounts much of the expenditure for these fiinctions is
included in the costs of producing other goods and services.

Another major complaint about my proposal is that "k may
be good economics, logical and rational, but it isn't politically
realistic." Politicians, it is said, have no interest in good econom-
ics, logic, or rationality. They do not want to expose the conse-
quences of their actions any more than they have to and they are
certainly not looking out for something called "the national
objectives."

I have lived in Washington, in and around Government, for
fifty-one years and have heard this argument repeatedly. (I also
have been in Washington long enough to learn that politicians,
political scientists, and political journalists do not know very much
about what is "good politics.") I appreciate the force of the
argument, but I do not think it is an insuperable objection to
trying to introduce more information and rationality into the
process, for several reasons:

i. There really is no alternative. Some people think there is an
alternative, which is to impose upon "uninformed and
unprincipled politicians" a set of rules devised by "outsi-
ders" who are both "informed and principled." Balanced-
budget amendments and expenditure-limitation amend-
ments are examples of such rules. But we now see how
difficult it is to get the politicians to put those blinkers on,
and Gramm-Rudman-Hollings shows how adept the poli-
ticians are at evading the rules if they do not accept the
reasons for them.

In any case, such rules at best can deal only with the big
aggregates, such as the size of the deficit or total spending.
They cannot deal with questions of the direction of expen-
ditures, which may be more important.

2. The utility of my proposal does not depend upon politicians
becoming "good," in the sense of more public-spirited and
honest. I assume that the politicians will strive to serve their
own interests, with as high or as low ethical standards as
ever. I want only to transfer the struggle to a better-
illuminated playing field. I want the participants to be better
informed about the consequences of what they are doing
and, especially, of what is being done to them.

73-439 0 - 93 - 2
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The errors of policy, from the standpoint ofthe national
interest, are partly due to the difference between the interest
of the decision-makers and the national interest. But policy
errors are also, and to a considerable degree, caused by
ignorance all around. k is this second cause of error that I
hope to correct. I do not know what to do about the first.

3 The budget reform movement that has been going on in
the United States for at least seventy-five years has always
been an effort to inject more information about the ultimate
consequences of decisions into the decision-making proc-
ess. This movement has had considerable success over that
period.

Even in recent years there has been progress. The
Budget Reform Act of 1974, the increased emphasis on
broad categories and long periods in making decisions, the
"budget summits" between the White House and the con-
gressional leadership, the general agreement on the need
for two-year appropriations, even Gramm-Rudman-Holl.
ings, for all its faults, are steps forward. The proposal to
put the decisions in the framework of the allocation of the
national output is a logical step in this process and there is
no reason to despair of achieving it.

4. In my opinion, movement toward this new way of looking
at the budget and other Government policies is not only
possible but also highly probable simply because some
participants in the struggle will find this movement in their
interest. Proponents of higher defense spending, whatever
their motives, will not be content with the answer that we
cannot afford it. They will want to know why a Io percent
increase in defense spending is less valuable to the nation
than a I percent increase in private consumption.

Opponents of mandated national health insurance will
ask why we should increase the share of the national output
going to medical care-even if it does not show in the
budget-when the already-high share shows little benefit.
The argument about the size of the budget deficit already is
becoming an argument about the share of the national
output going to investment, and the consequent effects on
economic growth. The competition of claims on the na-
tional output will be forced into the arena of real effects
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because some of the claimants will find their strongest case
there and others will have to join them.

I do not count upon politicians alone for improvement of the
policy-making process. Much of the leadership in this direction
has always come from the private sector, where there are some
people with broader and longer interests than politicians may
think they can afford. If the public discussion of budget policy
focuses on real effects, rather than on symbols and shibboleths,
the politicians will have to follow.
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REPRESENTATIVE HAMILTON. Without objection, that will be made part of the
record. Thank you very much.

Mr. Winter, please proceed.

STATEMENT OF SIDNEY WINTER, CHIEF ECONOMIST,
GENERAL ACCOUNTING OFFICE

MR. WINTER. Thank you, Mr. Chairman.
I appreciate the opportunity to contribute to your deliberations here on the

improvement of long-term decisionmaking in government. This, of course, is
a matter of continuing interest and concern to the GAO. And as it happens,
we have recently completed a major study that addresses some of these prob-
lems.

I understand that the members of the Committee have been supplied with
copies of the study, which was originally requested by Senators Bradley and
Domenici. That request was later joined by Senator Sasser and by Represen-
tative Panetta and yourself, Mr. Chairman.

Long-term planning is essential to good management in a business or a
household, or in government. But it is beset with major difficulties because
the future is always enveloped in a great cloud of uncertainty.

rm going to present some projections of the economic future today, and I
hope the Committee will receive and consider these in the spirit in which they
are offered. We claim no advanced degrees in crystal ball gazing and no spe-
cial gift of prophecy. The projections are a sort of mirror in which we can ex-
amine the logic of recent and current policy and not a forecast of the future as
it will be.

Although there are some inescapable difficulties presented by the uncer-
tainty of the future, there is one principle that I would recommend for your
consideration as you consider the problems of long-term planning.

There is rarely a good excuse for being blind-sided by demographics.
Mostly, demographic factors are quite predictable, deriving, as they do, from
the fact that people generally get a year older with each passing year.

Our recent work at the GAO started in fact from the idea that we should
explore the implications of a major and quite predictable demographic
change. By 2010, some members of the baby boom generation will have re-
tired, some will be retiring, and others contemplating retirement. We will then
be at the foot of a long demographic ramp on which the number of retired
people per member of the active work force rises with each passing year.

Although it is not inevitable, it does seem very likely that this transition
will put downward pressure on living standards.

The working population after 2020 may have to be taxed heavily to sup-
port the baby boomers in their retirement. The financing of social security
benefits is the most obvious problem here, but only the most obvious. Actu-
ally, this problem is much broader, affecting private pension plans as well as
the social security trust funds.

As a matter of public policy, it seems that the least we can do for those fu-
ture workers is to leave them a healthy and highly productive economy to
work with. That is also the most that we can do for them, the only way that
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we can ease the burden of supporting not only themselves, but a large retired
population.

In fact, however, the trend of recent policy is in the opposite direction. In-
stead of acting more concerned about a challenging economic future, we are
acting less concerned.

Our key question is this-what is the relationship between the budget defi-
cit and the problem of arriving at the year 2010 with a strong economy? That
is the question we tried to illuminate with our projections.

And the starting observation is thishe budget deficit weakens the future
economy because it soaks up national savings that would otherwise be avail-
able for productive investment. Our first chart shows what has happened. It is
derived simply from the saving and investment account of the national in-
come and product accounts, and it shows that in the decade of the 1 960s, the
federal deficit, as measured on a national income and product account basis,
merely nicked the level of savings that were provided by the rest of the econ-
omy. By the 1 980s, the deficit was taking 50 percent. And in 1990, it has sur-
passed that level.

To explore the implications of this, we used an economic model which was
adapted from one developed by economists at the Federal Reserve Bank of
New York. The details of our model are explained in the report, and I can't do
it justice here, but let me mention two key features of this model.

First, there is the saving and investment equation of national income ac-
counting that I just mentioned. The total national savings is the sum of sav-
ings of persons, businesses, state and local governments, and the Federal
Government. The state and local contribution is small and likely to remain so.
The contribution of the Federal Government has been negative-that's the
federal deficit calculated on the national income and product account basis.

Since the determinants of levels and change in personal and business sav-
ing are not well understood, we decided to make a specific, but somewhat op-
timistic, assumption and leave it there. We assumed saving by the nonfederal
contributors at 16.5 percent of GNP, and that leaves the federal deficit as the
determinant of changes in the national saving rate.

Our review of federal budgetary trends produced two facts of central im-
portance. First, as projected by the CBO, receipts appear likely to continue at
something over 20 percent of GDP, again on a NIIP basis.

Second, there is a trend and a prospect of quite rapid increases in expendi-
tures for health care in the near term and in social security in the long term.

On the basis of projections by actuaries at the relevant agencies, we project
an increase in spending for Medicare, Medicaid, and social security of over 5
percentage points of GNP between 1992 and 2020.

While 28 years is a lot of time, 5 percent of GNP is a lot of money. It is
roughly what we now spend on defense. It is roughly the size of the current
deficit in this fiscal year. And it is five times as large as the nondefense fed-
eral payroll.

Let's look at the chart for the no-action scenario and see how these ele-
ments fit together.

This chart shows how the dynamic factors interact over the years, or how
they would interact if there were a completely passive stance toward the
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deficit problem. It shows a strong, vicious circle effect, pushing the deficit up.
Every year, the deficit detracts from saving and weakens the future economy.
But it also adds to the debt, thus increasing future interest costs and future
deficits and further weakening the economy.

Ultimately, in this projection, the economy is going down and spending is
going up as the system struggles to meet the health care and social security
challenge without additional revenues or spending cuts elsewhere.

We do not believe that this fiscal path is plausible or sustainable. It is not
plausible at the policy level. It is probably much too extreme in its passivity
toward the problem of the budget deficit.

However, if such a policy were pursued, it would probably prove economi-
cally unsustainable well before 2020. There are economic mechanisms that
are not reflected in the model that would probably force a departure from this
path somewhat earlier.

Naturally, having concluded that the no-action scenario was not feasible,
we explored alternatives to it. Each involves a particular assumed path for the
deficit. We did not, however, identify specific spending cuts or tax changes
that might be required to achieve these paths.

This next chart shows the various alternative assumptions that we made.
The line headed south on the bottom is the no-action trajectory. Above that,
we have a scenario we call muddling through, which assumes that the deficit
is held at 3 percent of GNP until 2020. And then we have a balanced budget
scenario, where we achieve balance in 2001 and maintain it for the rest of the
projection period. And on top, we have the surplus scenario in which we pro-
ceed to a 2 percent of GNP surplus in 2005, and then continue that for five
years and then phase back down to balance in 2020.

If you have my prepared statement available, you can see the effects of
these deficit reduction programs stated in per-capita terms.

Between muddling through and surplus, for example, there's a difference in
real GNP per capita of about $3,000 in 1992 dollars.

Even more striking is the ability of the deficit reduction programs to reduce
the national debt and the level of foreign indebtedness. In short, the balance
and surplus policies break out of the vicious circle process that I described be-
fore, while muddling through seems to be always on the brink of getting
sucked into the same whirlpool represented by no action.

And on the final chart, you see the different tracks of real GNP itself that
our projections generated.

We do not want to leave the impression that increasing national saving is
the only thing that needs to be done. There is a critically important set of is-
sues involving the international allocation of capital.

In a competitive world economy, we need to make this nation an attractive
place to invest. Public policies affecting human capital, infra- structure and re-
search can help to retain this countr s status as a productive platform for eco-
nomic growth and development. To improve the economic future, we must
assure that more funds are made available for private investment through
deficit reduction, but also that the investment component of federal spending
is strengthened relative to the consumption component.

There is a complementarity between these two sets of policy actions.
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Let me conclude, Mr. Chairman, by reiterating the view of the General Ac-
counting Office that the deficit problem requires prompt action, that earlier
and stronger action is generally superior, and let me address once more the
question of improving long-term decisionmaking.

We hope that our report itself will make a contribution in that direction,
and provide the Congress with a basis for addressing the deficit problem and
the issue of the investment orientation of the federal budget.

But we recognize that there are many different types of information that
could be helpful, and in fact are needed, and that these requirements extend to
all levels of aggregation and detail, and to the Executive Branch, as well as
the Congress.

In all these cases, we believe that there are opportunities that exist for sub-
stantially improving the basis of long-term decisionmaking.

I applaud the Committee's efforts to address these issues, and I would like
to thank you once again for the opportunity to appear here.

[The prepared statement of Mr. Winter follows:]
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PREPARED STATEMENT OF SIDNEY WINTER

Mr. Chairman and Members of the Committee:

I appreciate having this opportunity to participate in your

hearing on improving long-term decision making in goverrment. An

you know, the topic is one that has been of continuing interest

and concern to the GAO. Just last week, we released a major new

report' on budget policy that was prepared at the request of

Senators Bradley and Domenici, a request subsequently joined by

Senator Sasser and by Representatives Panetta and Hamilton. The

report takes a long-term view of the deficit problem and of

federal spending priorities. It also identifies areas where

better information, presented in more informative ways, may help

the Congress to grapple more effectively with the substantive

issues.

In my remarks today, I will draw heavily on our new report.

focusing primarily on our analysis of the long-term economic

consequences of the budget deficit and the benefits that deficit

reduction would bring to the economy. I will also address

briefly the steps that might be taken to shift federal spending

priorities toward investment -- a shift that we believe is badly

needed.

RACCDROP: THE NO ACTION SCENARIO

When we began work on this report, one major purpose was to

examine the budget deficit as a factor affecting the long-term

1 Budget Policy: Prompt Action Necessary to Avert Long-Term
Damage to the Economy (GAO/OCG-92-2, June 5, 1992).
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health of the economy. There is, of course, a broad consensus

that the deficit is dangerous to our economic health because it

absorbs national savings. As figure 1 shows, the rising deficit

in the 1980. and early 1990s coincided with a sharp drop in the

not national savings available for investment. The share of net

national savings absorbed by the deficit grew from 2 percent in

the 1960s to 58 percent in 1990. In earlier work2, we set forth

the reasoning that links the deficit to the saving rate and hence

to economic growth, identified several packages of options for

deficit reduction, and analyzed the short and medium-term

implications of deficit reduction for the economy. Our new

effort included a more systematic look at the deficit's long-term

implications for economic growth. In particular, we wanted to

explore the relationship between the deficit problem and the

demographic transition that will occur about 2010, as the baby

boom generation begins to retire.

Only when our work was well advanced did we fully realize

that our subject, the deficit problem, would itself be

transformed in the decades ahead into something quite different

from the all-too-familiar deficit problem of the past. The

projected levels of the deficit and the national debt for the

next few years are important, but become even more so when

regarded as the critical starting point for a new and more

2 The Budget Deflcit: Outlook, lDlications and Choices (GAO/OCG-
90-5, September 12, 1990), and the companion report hdgeL...
Dicit: Appendixos on Outlook. implications. and Choices
(GAO/OCG, September 28, 1990).
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dangerous deficit dynamic. The principal drivers of this now

dynamic are expenditures for health care, interest, and

(particularly after 2010) Social Security.
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As input to our own economic projections, we used

projections of expenditures for Medicare, Medicaid and Social

Security prepared by actuaries at the Health Care Financing

Administration (HCFA) and the Social Security Administration

(SSA). Expressed as percentages of GMP and added together, these

show an increase of over five percentage points over the period

1992-2020, or about one percentage point every five and a half

years. by itself, of course, this hag no implications for the

budget deficit. If something is done about it, this expenditure

increase need not increase the doficit at all. A period of

almost three decades should provide ample occasion to do
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something about Lt. In considering what "doing something about

it" would involve, however, it is sobering to consider five

percentage points of GNP from various perspectives, for a mple:

-- It is only slightly loss than we now spond on defnie.

-- It is about the size of the deficit for this fiscal

year.

-- It is five times am large as the total federal non-

defense payroll, which in recent years has been very

close to 1 percent of GNP.

An alternative version of this last perspective: if the non-

defense federal payroll were somehow eliminated entirely, the

emerging budgetary challenge of Social Security and health

expenditures would be successfully addressed for 1.4 presidential

terms, and then the problem would have to be addressed again.

If there are no changes in these three major entitlement

programs or major policy adjustments affecting receipts or other

spending, the deficit will necessarily increase. Expenditures

for net interest on the national debt already absorb about one

dollar in seven of federal expenditure; they will rise further as

the deficit and the debt increase.

The "no action" scenario in our report links this budgetary

outlook to the prospects for economic growth. It assumes that

the change in the federal deficit is the principal driver of the

national saving rate. Saving from non-federal sources --

individuals, businesses and state and local governments -- is

assumed to be a constant 16.5 percent of GNP. Total national
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saving is non-federal saving plus federal saving -- or, in this

case, dissaving in the form of the budget deficit.

To explore the implications of these assumptions, and other

discussed subsequently, we used an economic model adapted from

one developed by economists at the Federal Reserve Bank of New

York. In the model -- and we believe in reality -- a lower

saving rate means a lower rate of investment in plant and

equipment and other forms of physical capital. Lower investment

is reflected in lower output in subsequent years. The model

thus provides a picture of the vicious circle linking the

deficit, interest costs and the national saving rate. This

year's deficit not only reduces this year's national saving rate,

it also increases interest costs and deficits in future years,

further depressing saving and economic growth. The model and its

underlying assumptions are described in our recent report.

Figure 2 shows what the "no action" scenario implies in

terms of the behavior of federal expenditures in relation to GNP.

We have projected federal expenditures other than Social

Security, health and net interest at a constant share of 12.3

percent of GNP, down slightly from recent levels. Federal

receipts are a roughly constant share of GNP at around 21 percent

of GNP. When Social Security, health and net interest costs are

factored in, the result is that expenditures explode to over 40

percent of GNP in 2020, and the deficit to over 20 percent. This

dismaying picture reflects all elements of the vicious circle

described above. It is not just that Social Security and health
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care expenditures rise, but that interest costs magnify the

effect. And it is not just that the deficit increases, but that

economic growth declines an a result. In fact, at the end of the

"no action" projection, C2P is actually declining.
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We do not believe that the no action scenario depicts a

plausible policy path. There are, however, at least two distinct

reasons why this projection might be Implausible. The fiSrt

reason iu that it assumes an extreme policy passivity as the

deficit burgeons out of control. Although the temptations of
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procrastination on the deficit problem are strong, it is hard to

credit the notion that such extreme passivity would prevail for

such an extended period. The second reason is much less

cheerful. A the nation were to proceed down such a path for

another decade or more, then it is quite likely that our no

action projection errs on the side of optimism. A number of the

assumptions underlying the projection are conservative in the

sense that they neglect economic mechanisms that could produce

worse trouble, and sooner. The dismaying picture shown for 2020

may never happen, because even nore severe stresses would emerge

at an earlier date.

In short, the no action projection makes a compelling case

that major policy action must be taken. The question is when and

how much.

ALTERNATIVE FISCAL PATHUS

Recognizing that the path of "no action" is unsustainable,

we examined three alternative approaches to deal with the

deficit. Each of these projections involves a particular assumed

path for the deficit. The national debt, and with it net

interest costs, are assumed to develop according to the assumed

deficit path. We identified the magnitude of the policy

adjustments required to achieve these paths but not the specific

changes in spending and revenues that might be adopted to reach

the result.
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The first alternative wv called "muddling through" because

it involves continuing efforts to control the deficit, but no

discrete and decisive action. Under "muddling through" the

deficit in held at 3 percent of Off after 1995. We cocpared thls

to (1) a path where budget balance is achieved in 2001 and then

maintained, and (2) a surplus scenario where a 2 percent budget

surplus is reached in 2005, maintained until 2010, and then

phased back down to balance In 2020. This last assumption was

motivated in part by recognition that the demographic transition

beginning about 2010 will itself put downward pressure on living

standards, making a higher national saving rate harder to

maintain. The important implication is that a major effort to

strengthen the economy for the long term should be cgompetg by

2010.
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The three alternative paths for the deficit are shown in

figure 3, along with the result of the no action scenario.

Our analysis of the three alternative paths shows that the

balance and surplus paths present strong advantages relative to

muddling through. During the early part of the period, the

muddling through option seems easier, but as time pasese the

amount of policy action required to maintaln the 3 percent

deficit becomes larger and larger. The largest problem of all Is

at the end of the projection period. To hold the deficit to 3

percent of GNP in 2020, the deficit reduction actions affecting

that year (whenever they might be enacted) would have to total

half a trillion 1992 dollars. Adopting either a balance or

surplus path would provide the greatest benefit to the long-term

health of the economy. As shown in table 1, real GNP would grow

significantly while both foreign debt and public debt shrink

toward zero.
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Tabl 1! Results Of Altarnative Deficit Paths for 2020
(Per cata 1992 dollarnl

Debt BEad
Deficit By the
PatR (MP Znuis W hbWUj

No action $23,875 $19,243 $45,816
Kuddling through $30,374 $ 8,460 $16,702
Balance $32,355 $ 3,740 $ 4,665
Surplus $33.353 $ 1,979 $ 219

a The value identified as "foreign debt" In the table in the
negative of the Net international Investment PositiOns the
narrow term 'debt' Is not strictly appropriate. Also, the
value for foreign debt and federal debt hOld by the public
-canot meaningfully be added, since some of the U.S. debt held
by-the public is hold by foreigners and fozm part of the Not
International Investment Position.

Figure 4 shows the different GNP growth paths generated by our

different assumptions about the deficit and national saving.
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Since the major purpose of deficit reduction is to use more

of current output for investment and less for consumption, it is

no surprise that consumption is adversely affected in the near

term. More stringent deficit reduction measures produce

correspondingly larger adverse effects. In the long term,

however, the higher national saving rate brought about by deficit

reduction ls reflected in higher levels of consumption as well as

in greater output and reduced indebtedness.

Choosing either the balance or the surplus policy path can

be a preemptive strike against the inexorable spiral driven by

Social Security, health and interest paymnts. These policies

reduce the national debt in relation to GNP; indeed, the surplus

path virtually eliminates it. In the long term, shrinking the

claim of interest costs on the budget can make room for the

rising expenditures on Social Security and health -- or, it those

programs themselves are reduced, pernit tax reductions or finance

other needed expenditures.

The economy that emerges from the balance and surplus

scenarios in 2020 is a healthy economy, capable of meeting the

needs and aspirations of Americans in the years after that. By

contrast, the economy that emerges from "muddling through" ls a

sick economy threatened by the prospect of serious crisis.

=INTERATIONAL DIMENSION

Recently, the U.S. system of national income and product

accounts was revised to make Grose Domestic Product (GDP) rather
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than Gross National Product (GNP) the primary measure of

national output. This stop brought the U.S. system of accounts

into conformity with those used in most other countries. As has

already become apparent, we nevertheless used the GNP in our

analysis. The GNP is the superior measure when, as here,

national saving and investment rates are central issues.

The difference between the GNP and the GDP in the Rest of

the World (ROW) account. The ROW account reflects the incomes

that Americans receive from earnings on assets located abroad,

less the amount of income foreigners receive from earnings on

assets located in the United States. The model employed in our

projections incorporates a simple representation of the

determination of these income flows. Essentially, the rest of

the world is treated as analogous to a bank where the U.S. can

make deposits or withdrawals or draw on a credit line. Every

year there are income flows to or from this bank, corresponding

to interest received on deposits or paid on advances. The

quantity corresponding to the bank balance (positive or negative)

is the Net International Investment Position (iIP) of the United

States. Every year, the level of the NIIP changes for a variety

of reasons. One of these is captured In the model -- the level

of net foreign Investment (NFI), which is the excess of amount

that Americans invest abroad over the amount that foreigners

invest in the U.S.

The international dimension of the long-run economic outlook

is important, contentious and analytically difficult. In the
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1980s, an inflow of foreign capital permitted the U.S. to sustain

domestic investment in the face of a decline in national saving.

The associated shift in the Not International Investment Position

in the course of the decade is imposing in magnitude: almost one

trillion 1992 dollars. The long-term price of this reliance on

foreign capital is that future profits and interest payments wlll

flow abroad. Metaphorically speaking, while it is nice to have

the bank credit line available if you are a little short, it is

better not to be a little short in the first place.

By the same token, one of the benefits of increased national

saving achieved through deficit reduction is that reliance on

foreign capital will be reduced, and the Net International

Investment Position may improve. Such an improvement would be a

useful complement to increased domestic investment. Increasing

our national "bank balance' -- or at least stopping its decline -

- is a sensible way to prepare for a future in which there will

be fewer American workers to support the population.

There Is another side to this story, however. Foreign

investment flows respond not just to the availability of savings,

but also to the attractiveness of investment opportunities. And

more attractive investment opportunities mean more jobs and a

more prosperous economy, regardless of whether the investment is

financed from domestic or foreign savings.

International capital flows thus establish an important link

between the problem of the deficit and the other major concern of

our new report, federal spending priorities. A major shift In
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the nation's fiscal policy is long overdue, but simply making

more resources available for private investment will not be

enough. In a competitive world economy, we need to make this

nation an attractive place to Invest. Public policies

encouraging the development of human capital, infrastructure, and

research will help retain this country's status as a productive

platform for economic growth and development. In this regard, It

Is particularly disturbing that federal programs oriented toward

investment actually lost ground in the 1980s, surpassed as a

share of GNP by federal interest payments and health care

spending.

IMPROVING L.ONG-TERM DEC!XSON MAKING

The analysis that I have outlined here, and that is

presented in greater detail in our report, is Itself intended tO

improve long-term decision making. It provides a long term

perspective on the consequences of the deficit, the character of

spending trends, and the implications of demographic factors. We

hope that it will aid nae Congress insetting a course away from

the major hazards that confront us and toward a more prosperous

economic future.

Thus, one suggestion for improving long-torm decision making

would be to continue to pursue the kind of analysis that we have

undertaken, so as to establish a better framework for decision

making year by year. Current practices place too little emphasis

on the future effects of either aggregate fiscal policy or the
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displays the likely impacts of current decisions on long-term

growth would help focus the debate on the choices we face. The

significant but short-term sacrifices of deficit reduction could

be more easily compared to the long-term benefits accruing from

such changes in budget policy.

Any process that promotes a long-ter focus would also

direct attention to how the components of federal spending affect

long-term productivity and growth. Although federal programs

vary greatly in their impacts on the economy, the present budget

process and structure do not encourage decision makers to take

these differences into account in allocating resources.

Further, there Is no framework to consider the investment

implications of federal tax policy subsidies, such as

depreciation rules or the research and experimentation tax

credit, when making decisions on related spending programs. If

planning for long-term economic growth is to become a central

feature of the budget process, a new framework for decision

making is needed -- one in which the choice between consumption

and investment spending is highlighted throughout the decision

process rather than being displayed for information purposes

after the fact.

If such a framework were in place, the Congress, each year,

could determine explicitly the aggregate funding for total

investment-related programs, as well as for the physical capital,

human capital and research and development components of that

total. To support such a dec15 on process focusing on investment
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choice, improvements would be needed in the tools and

information used to evaluate the relative impacts or rates of

return of the various federal investment programs, to ensure that

limited federal resources ase used to promote the best cholces

among competing strategies and programs. Better information and

a stronger long-term focus are needed throughout the budget

proce s, at all levels of aggregation or detail, and In the

Executive Branch as well as In the Congress.

In our report, we present a SOdif ed version of GAO's

proposal for a revised budget structure that would distinguish

between capital and operating expenses. The modification

Involves a new distinction between "federally-owned capital" and

"developmental investments' -- esuentially, the distinction is

between investment in capital assets that the federal government

itself uses and investment that strengthens the economy as a

whole. We believe that this structure provides helpful insight

and would help to support a long-term focus in decision making.

we ar not, however, under the illusion that this proposal lI a

silver bullet. Where information to support decision making is

concerned, there are no silver bullets -- and if ther were, we

would still need good management ln implementing the decisions.

There are, however, numerous opportunities to provide better

informational support for decision making that we have provided

in the past.
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REPRESENTATIVE HAMILTON. Thank you very much, Mr. Winter.
Mr. Kotlikoff, please proceed.

STATEMENT OF LAURENCE J. KOTLIKOFF,
PROFESSOR OF ECONOMICS, BOSTON UNIVERSITY

MR. KOTLIKOFF. Mr. Chairman, I am honored by this opportunity to discuss
U.S. fiscal policy, specifically the critical need for long-term decisionmaking
in federal budgeting.

If there was ever a time for long-term fiscal planning, it is now. The U.S.
economy stands at a crossroads. Our nation is a saving and investing at rates
comparable to those of less developed countries.

Last year's net national saving and investment rates were only 1.7 percent
and 2 percent, respectively. Both of these rates represent postwar lows.

Nations that fail to invest experience slower growth in labor productivity,
and consequently slower growth in real wages. This is certainly the U.S. ex-
perience.

Postwar U.S. fiscal policy appears, in large part, responsible for our failure
to save and invest. For four decades in a row, our government, at the federal,
state and local levels, has played pass-the-generational buck. Pass-the-
generational-buck refers to shifting fiscal burdens from older generations to
younger and future generations.

Our game of pass-the-generational-buck has, to a considerable extent, let
those generations who retired during the past four decades off the hook for
paying for the government's bills, with the consequence that those who are
now middle-aged and young, as well as those who will be born in the future,
are paying and will be paying very, very high taxes, leaving them with very
little left over from which they can save.

What can we do to stop further rounds of pass-the-generational-buck?
The answer, Mr. Chairman, is certainly not to pass the balanced budget

amendment. Down deep, we know that this will just end up in another round
of smoke and mirrors bookkeeping. What we don't know, and what we need
to know, is the likely size of the fiscal burden to be piled on our children's and
grandchildren's shoulders.

Unfortunately, we'll never learn the answer to that question by focusing on
the federal deficit.

First, there are almost as many definitions of the deficit as there are econo-
mists. The Congressional Budget Office is so confused as to which deficit to
discuss that it has taken to reporting five different figures, ranging from 2 per-
cent to 7 percent of the gross national product.

To which of the five deficit definitions or the many other definitions that
economists can invent, and politicians as well, will the balanced budget
amendment apply?

Second, the deficit only tells us about our immediate cash flows. It ignores
the future, including the demographic changes that will over 35 years leave
the United States with the same age profile as current-day Florida.

Will balancing the budget be sufficient to keep tax rates from soaring when
the baby boomers retire?
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Third, even if we could all agree on the definition of the deficit, the deficit
would still miss most of the government's redistribution across generations.
The colossal growth since 1950 of pay-as-you-go social security and Medi-
care is a prime example. While the taxes collected by these programs have in
the past years equaled benefits that they paid out and thus have not increased
the deficit, the programs have redistributed huge sums across generations.

The generations fortunate enough to be old during the buildup of these pro-
grams receive much more in benefits than the sum of principal-plus-interest
on their prior tax contributions. The consequence is that middle-aged and
young Americans will receive substantially less in benefits than the sum of
what they contributed, plus interest.

There are other examples of generational redistribution which did not show
up in the deficit, and I don't have time to go into them. But I think we need to
understand that the deficit is really not telling us the central question that
needs to be addressed.

Now, rather than fret about this number, the federal deficit that tells us
really next to nothing from the perspective of economic analysis, why not
measure directly how much current and future generations are being asked to
pay and will be asked to pay? This generational accounting is not a pie-in-the-
sky alternative to deficit accounting. The accounts have been calculated; in-
deed, they were published in the President's budget for fiscal year 1993. They
provide a very troubling picture of the burden that federal, state and local gov-
ernments are imposing on our progeny.

Today's children will pay more than 40 percent of their lifetime incomes to
the government. Even worse, future generations, those born after the year
2000, will face a 60 percent or greater lifetime net tax rate, unless current
policies are changed and changed soon.

Even a 40 percent lifetime tax rate is a huge proportion when compared
with the lifetime tax rates paid by today's older generations and by previous
generations.

If we are to begin to make conscious social choices about generational pol-
icy, we need a means of directly measuring the generational consequences of
our policies. Generational accounting constitutes such a means. It provides a
comprehensive view of the treatment by federal, state and local governments
of current and future generations. It can be used to compare the fiscal burdens
to be foisted on future generations with those facing current newborns. It can
also be used to assess the gains and losses to different generations of specific
policy changes.

It remains to be seen whether information about the imbalance of genera-
tional policy makes a difference to our actual policies. If our society is truly
present-oriented, as we seem to have been in our actions of the last four dec-
ades, then the intergenerational policy imbalance may even be allowed to
worsen. But there are limits to the burdens that we can foist on our descen-
dants.

For 1990, as I mentioned, male and female newborns are estimated to pay
over 40 percent of their lifetime incomes to the government. If future males
and females are forced to pay substantially more, as much as 60 to 75 percent
of their lifetime incomes, this lifetime tax may not be collectable. And if we
can't levy such large taxes on future Americans, then the arithmetic of
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generational accounting implies that we're going to have to levy larger taxes
or give less in the way of transfers to current generations-those of us who
are currently alive.

So we are really on a collision course with respect to the treatment of dif-
ferent generations, including those who are currently alive.

Thus, it is in our interest, as well as in the interest of our descendants, to
start immediately bringing our generational policy into balance. Congress
should take the lead in this regard by, fis abandoning its use of ill-defined
cashflow deficits as a guide to fiscal policy. Second, by establishing an inde-
pendent board, similar to the trustees of the Social Security Administration, to
provide the Congress and the Administration with a generational accounting
of each of its major policy proposals and decisions on an ongoing basis. And
three, to outline a time path of fiscal policy that will eliminate the grave im-
balance in generational policy now facing our Nation.

Thank you.
[The prepared statement of Mr. Kotlikoff follows:]
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PREPARED STATEMENT OF LAURENCE J. KOTLIKOFF

The Need for Long-Term Fiscal Planning

Mr. Chairman and Members of the Joint Economic Committee, I am honored

by this opportunity to discuss U. S., fiscal policy, specifically the

critical need for long-term decision-making in Federal budgeting. If there

was ever a time for long-term fiscal planning, it is now. The U.S. economy

stands at a cross-roads. Our nation is saving and investing at rates

comparable to those of less developed countries. Last year's net national

saving and investment rates were only 1.7 and 2.0 percent, respectively.

Both of these rates represent postwar lows. Nations that fail to invest

experience slower growth in labor productivity and, consequently, slower

growth in real wages. Since 1970 the productivity of U.S. workers has

increased at just over 1 percent per year, which is 60 percent less than the

productivity growth rate recorded from 1950 through 1969. It's only about a

third of the Japanese rate during the same period. Total compensation

(wages plus fringes) per employee in the U.S. has increased in real terms by

less than 3 percent since 1975. This is a terribly poor record considering

that in the 15 years leading up to 1975 total compensation per worker rose

by 35 percent.

Postwar U.S. fiscal policy appears, in large part, responsible for our

failure to save and invest. For four decades in a row our government

(federal, state, and local) has played "pass the generational buck." 'Pass

the generational buck" refers to shifting fiscal burdens from older

generations to younger and future generations. Our game of "pass the

generational buck" has, to a considerable extent, let those generations who

retired during the past four decades off the hook for paying for the

government's bills, with the consequence that those who are now middle aged

and young, as well as those who will be born in the future, must pay
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considerably more in taxes net of transfers as a share of their lifetime

incomes that would otherwise have been the case. Today's children can

expect to pay almost 40 percent of their lifetime incomes to the government.

Those born in the future will face a much higher tax rate on their lifetime

incomes unless U.S. fiscal policy is changed and changed soon. Because

today's workers are paying such high taxes, they have relatively little

funds left over from which to save.

The process by which 'pass the generational buck' reduces national

saving, investment, and growth is gradual, making it difficult to document

statistically. But in the past decade economists have developed detailed

fiscal policy simulation models to study the consequences of postwar U.S.

generational policy. These models predict precisely the kind of decline in

national saving and investment that our nation is experiencing.

Will Budget Balance Restrict Our Passing the Generational Buck?

How can we gain control of our generational policies to prevent further

passing of the generational buck? The answer is certainly not by adopting a

balanced budget amendment. Running a balanced budget is no guarantee that

we will stop playing pass the generational buck. Indeed, most postwar

intergenerational redistribution reflects policies that had little or no

impact on the level of official government debt. The most important of

these policies is the expansion of 'pay-as-you-go' Social Security and

Medicare. While the taxes collected by these programs have historically

equaled the benefits they paid out, and thus have not increased the deficit,

these programs have, nonetheless, redistributed huge sums across

generations. Those generations who were fortunate enough to be old during

the buildup of these programs received very much'more in benefits than the
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sum of principal plus interest on their prior tax contributions, with the

consequence that middle aged, young, and future Americans will receive

substantially less in benefits than the sum of what they contributed plus

interest.

A second example of postwar generational policy that has been missed by

the deficit is the very significant shift in the U.S. tax structure away

from sales and excise taxes, which disproportionately fall on the elderly,

toward labor income taxes, which disproportionately fall on the young. In

1950 labor income taxes represented a third of total government taxes.

Today they represent almost three-fifths. Does it matter whether one pays

the same amount of taxes when young or when old? It certainly does once one

realizes that in deferring paying taxes until old age, one can earn a great

deal of interest on the deferred tax payment.

Balancing the Budget Through Redefinition

Unfortunately, in paying attention to the Federal deficit, we are

paying attention to the wrong number, or, should I say numbers, since no one

seems to agree on which deficit is the correct deficit. In its recent

projection of the FY93 deficit, the Congressional Budget Office reported a

variety of deficits, ranging from 7 percent to 2 percent of GNP - a roughly

$300 billion difference. To which of these five deficit definitions, or the

myriad other possible definitions, will the balanced budget amendment apply?

The answer, I fear, is the definition that will require the least fiscal

adjustment. This fear is borne out by the pending balanced budget

legislation which reverses the 1990 redefinition of the deficit, which left

the social security surplus out, by including the social security surplus

for purposes of achieving budget balance. We have here a perfect example of
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what the balanced budget amendment will produce - balancing the budget

through redefining the deficit.

Using Generational Accounting to Look Beyond Our Immediate Cash Flows

Even setting aside the problem of defining the deficit, the deficit, at

best, tells us only about our immediate cash flows. It completely ignores

the future, including future changes in demographics that will, in the

course of 35 years, leave the U.S. with the same age-profile as modern day

Florida. Will balancing the Federal budget be sufficient to keep tax rates

from soaring when the baby boomers retire? If not, why should we be

targeting for a balanced budget. Shouldn't we be trying to run surpluses?

Rather than obsessing about a number - the Federal deficit - that

tells us next to nothing about our true generational policies, why not

simply measure directly how much current and future generations are being

asked and will be asked to pay? Such generational accounting is not a pie-

in-the-sky alternative to deficit accounting. The accounts have been

calculated, indeed, even published in the President's FY93 budget. They

provide a very troubling picture of the fiscal burden federal, state, and

local governments are collectively imposing on our progeny through deficit

and non deficit policies alike.

Like the Social Security Administration's Annual Trustee's Report,

generational accounting looks at our future fiscal finances in light of

projected demographic change. But unlike the Trustee's Report, which

considers only a single aspect of the Federal government's fiscal policy,

namely social security, generational accounting considers all federal,

state, and local fiscal policy programs.
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Balancing the Government's Intertemporal Budget

Generational accounts indicate not only what existing generations will

pay, but also the likely payments required of future generations. The

burden on future generations is determined by working through what

economists call the 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.

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. According to the intertemporal

budget constraint, all spending that the government cannot cover through its

net worth or through net taxes assessed on current generations must be

obtained from future generations. This is the zero-sum nature of

generational policy alluded to above.

Generational accounting automatically deals with each of the major

concerns raised by those who mistakenly think the deficit is conceptually

sound, but simply needs adjustment. It deals with inflation by measuring

all payments and receipts in inflation-adjusted (constant) dollars. It does

capital accounting by netting all the government's real assets against all

its real liabilities (including liabilities such as the S&L bailout) to form

the value of government 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 food stamps) and
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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 transfer payments,

spending, and taxes through time and the implied burden on future

generations, generational accounting deals with how the levels of these

fiscal variables will grow through time, including growth arising from

demographic change.

1990 Generational Accounts

Table 1 presents 1990 generational accounts for males and females,

respectively, for every fifth generation alive in 1990. The first column,

denoted "net payment," indicates the present value difference between the

taxes and transfers that members of these generations will pay, on average,

over their remaining lives. The remaining columns show that this present

value net payment is the difference between the present value of remaining

lifetime labor income taxes, capital income taxes, payroll taxes, and excise

taxes less the present value of remaining Social Security transfers, health

transfers (Medicare and Medicaid), and welfare and other transfers. All

NIPA taxes and transfers of Federal, state, and local governments are

included in the analysis.

As the tables show, young and middle aged generations will pay, in the

future, substantially more taxes in present value than they will receive in

transfers. For males who were age 40 in 1990, the present value of

projected taxes is $177,400 more than the present value of projected

transfers. For newborn males the present value net payment is smaller,

$76,400. Children in general have a smaller fiscal burden than young and

middle age workers because they will not pay much in the way of taxes for a
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number of years. Net fiscal burdens are largest for those generations in

their late twenties and early thirties, reflecting the fact that they are

nearing their peak tax paying years. Older generations, who are largely

retired, have negative net fiscal burdens; in present value terms, these

generations will receive more social security, Medicare, Medicaid, and other

future benefits than they will pay in taxes. Women have a smaller fiscal

burden than men, mostly because they earn less income and, therefore, pay

less income and social security taxes.

The generational accounts are strictly forward-looking and, as such, do

not take into account the taxes paid to the government in the past or the

transfers received from the government in the past. This point needs to be

kept in mind in considering the accounts of those currently alive. 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.

Consequently, a direct comparison of the accounts of these two generations

is inappropriate. The usefulness of generational accounting is not in such

comparisons, but rather in 1) analyzing the intergenerational effects of a

particular policy change by comparing the values of the generational

accounts with and without that change and 2) comparing the fiscal burdens on

newborns and future generations (the last row in the tables) that will occur

under existing policies. For both these comparisons, all the taxes and

transfers being analyzed are in the future. These comparisons, therefore,

rather than the initial baseline level of the accounts, should be the focus

of attention.
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To understand in per capita terms the size of the total burden to be

imposed on all future generations, let us assume the total burden is spread

smoothly across all future generations, such that each new generation'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.

As Table 1 indicates, if policy toward those generations now alive is

not changed, future generations - those born in 1991 and beyond - are

projected to bear a 79.2 (136.9/76.4 - 53.2/29.7 - 1.792) percent larger

fiscal burden than will 1990 newborns. The $136,900 net burden of future

males and the $53,200 net burden of future females assume that all those of

a particular sex born in the future pay the same amount over their lifetimes

after adjusting for growth. They also assume that the ratio of net burdens

of future females to that of future males is the same as for newborns in

1990.

The growth adjustment is needed because future generations can be

expected to pay more taxes net of transfers received since their incomes

will be higher. To assess properly the excess burden to be imposed on

future generations, it is necessary to calculate the increase in the fiscal

burden that is above and beyond the amount that would arise due to economic

growth. The growth adjustment may be understood by considering the present

value net fiscal burdens of successive newborns. First, take the case of

males. Those males born in 1991 pay $136,900 times the growth factor, which

equals one plus the growth rate. Those males born in 1992 pay $136,900

times the growth factor squared. Those males born in 1993 pay $136,900
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times the growth factor cubed. And so forth. Next consider females.

Females born in 1991 pay $53,200 times the growth factor. Those born in

1992 pay $53,200 times the growth factor squared. And so forth.

The generational policy imbalance is sensitive to the assumption that

all future generations of a particular sex bear the same grovth-adjusted

burden. As an alternative, suppose one assumes that those generations born

over the 10 year period 1991-2000, pay, on a grovth-adjusted basis, the same

as newborns born in 1990; in other words, suppose these 10 generations

escape, because of a delay in the inevitable policy adjustment, having to

pay higher taxes net of transfers received. Then the growth-adjusted fiscal

burdens of those born after 2001 will be 138 percent larger, rather than 82

percent larger, than the payments of 1990 newborns. In short, the more

generations born after 1990 who fail to pay growth-adjusted amounts that

exceed those of 1990 newborns, the larger will be the net fiscal burden on

subsequent future generations.

The alternative to future generations bearing a larger fiscal burden

than current newborns is for Americans now alive to pay more, on net. If

all Americans alive as of 1990 were to pay, over their remaining lives, 8

percent more in taxes, the growth-adjusted burden on future Americans would

be equalized with that of 1990 newborn males and females at the present

value amounts of $84,000 and $35,000, respectively. Alternatively, if all

Americans alive as of 1990 were to received, over their remaining lives, 35

percent less in transfer payments, the grovth-adjusted burden on future

Americans would be equalized with that of 1990 newborn males and females at

the present value amounts of $80,000 and $35,000.

The 1990 Budget Agreement from the Perspective of Generational Accounts
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To see how generational accounting can be used to evaluate generational

effects of policy changes, let's consider in the first column of Table 2 the

The Omnibus Budget Reconciliation Act of 1990 (OBRA) from the perspective of

generational accounting. This column shows the difference between the 1990

baseline generational accounts (columns one of Table 1) and the 1990

generational accounts that would have prevailed in the absence of OBRA. Had

OBRA not been enacted future generations of sales would have had to pay

$10,700 more on a growth-adjusted basis, and future generations of females

would have had to pay $3,100 more. This reduction in the fiscal burdens on

future Americans came at the cost of increased fiscal burdens on current

generations. For males alive in 1990, these increased burdens range from

$1,500 for newborns, to $2,900 for 30 year-olds, to $300 dollars for 80

year-olds. For females alive in 1990, the increased burdens range from

$1,100 for newborns, to $2,000 for 30 year-olds, to $300 for 80 year-olds.

Illustrative Policy Changes

The second, third, and fourth columns of Table 2 further illustrate the

use of generational accounting in analyzing policy changes. Column two

shows the change in the 1990 generational accounts that would result from a

conversion of Social Security to pay-as-you-go finance. In this simulation

Social Security taxes are adjusted on an annual basis so that the Social

Security's trust fund's receipts from taxes, interest, and other sources are

just enough to meet projected Social Security benefit payments. While this

policy would lower fiscal burdens on Americans alive in 1990 who were in

their teens or older, the reduced fiscal burden on these generations would

come at the price of a larger fiscal burden on American children alive in

1990 as well as future Americans.
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The third and fourth columns of Table 2 show the impact on the 1990

generational accounts of two alternative time-paths of government health

care spending. The baseline accounts incorporate HCFA's middle scenario

projection of total government health care spending through 2030. After

2030 health care spending, apart from demographic change, is assumed to grow

at the assume rate of productivity growth. Columns three and four show the

change in generational accounts that would result from stabilizing health

care spending either after 1995 or after 2000. The figures in column three

are based on HCFA's projections of health care spending through 1995. After

1995 health care spending is assumed to grow due to demographic change and

the assumed productivity growth. In column four the HCFA projections are

used through 2000, after which health care spending again grows at the

assumed productivity growth rate with an adjustment for demographic change.

Since the HCFA projections through 2030 assume faster growth in health

care spending than is assumed after 1995 in the case of column three and

2000 in the case of column four, the policies of columns three and four

entail less Medicare and Medicaid transfer payments to existing generations

than underlie the baseline generational accounts. The associated increase

in fiscal burdens facing existing generations due to earlier stabilization

of health care spending means a smaller fiscal burden on future generations.

As the numbers in columns three and four indicate, the impacts of early

stabilization of health care spending on different generations can be quite

significant. If health care spending is stabilized after 1995, the fiscal

burdens of future generations of males and females are reduced by $45,000

and $13,000, respectively. If health care spending is stabilized starting

in 2000, the fiscal burden on future generations of males and females will

be reduced by $26,600 and $7,100, respectively. With the health care
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spending scenario of column three there is a 15.5 percent difference in

fiscal burdens of future generations and newborns. With the health care

spending scenario of column four there is a 40.8 percent difference. These

results indicate that even if government health care spending relative to

GNP is stabilized later in this decade (a scenario that many analysts view

as unlikely), the imbalance in generational policy will still be quite

substantial.

Conclusion

If we are to begin to make conscious social choices about generational

policy we need a means of directly measuring the generational consequences

of our policies. Generational accounting constitutes such a means. It

provides a comprehensive view of the treatment by Federal, state, and local

governments of current and future generations. It can be used to compare

the fiscal burdens to be foisted on future generations with those facing

current newborns. It can also be used to assess the gains and losses to

different generations of specific policy changes.

The application of generational accounting to the United States

suggests a very sizable imbalance in U.S. generational policy. The 1990

baseline estimate reported in the President's FY93 Budget indicates that

future Americans will pay, in present value, almost 80 percent more in taxes

over their lifetimes net of transfers received than will Americans who have

just been born. This larger fiscal burden is above and beyond the larger

net tax payments that future generations will pay due to economic growth.

This generational imbalance can be eliminated with a number of fiscal

policies. Specifically, curtailing growth in government purchases of goods

and services and health care spending can make a significant contribution to
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restoring balance in the fiscal treatment of current and future generations

of Americans.

It remains to be seen whether information about the imbalance of

generational policy makes a difference to our health care spending and other

policy decisions. If. our society is truly present-oriented, as its policies

over the past 40 years suggest, then the intergenerational policy imbalance

may even be allowed to worsen. But there are limits to the burdens that can

be foisted on our descendants. As mentioned, for 1990 male newborns the

lifetime net tax burden (their generational account) is estimated to be 40

percent of their lifetime income. If future males are indeed forced to pay

80 percent more than current newborns on a growth-adjusted basis, their

lifetime net tax bills will equal 72 percent of their lifetime incomes. The

size of this potential lifetime net tax is so large that its collection may

be infeasible. But if such large taxes can't be levied on future Americans,

the arithmetic of generational accounting implies that current generations

- namely those of us alive today - will ultimately experience significant

increases in our lifetime net tax payments.

Thus it is in our own interest as well as the interest of our

descendants to start immediately bringing our generational policy into

balance. Congress should take the lead in this regard by 1) abandoning its

use of ill-defined cash-flow deficits as a guide to fiscal policy, 2)

establishing an independent board, similar to that of the Trustees of the

Social Security Administration, to provide the Congress and the

Administration with a generational accounting of each of its major policy

proposals and decisions, and 3) to outline a time-path of fiscal policy that

will eliminate the grave imbalance in generational policy now facing our

nation.
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Table 1

The Composition of Male Generational Accounts as of 1990

Present Values of Receipts and Payments

(thousands of dollars)

Payments Receipts

Generation's Net
Age in 1990 Payment

0
5
10
15
20
25
30
35
40
45
50
55
60
65
70
75
80
85
90

76.4
98.1

123.6
154.8
182.2
196.8
201.1
195.2
177.4
146.3
103.9
52.2
-6.4
-58.3
-65.1
-58.2
-47.5
-35.8
-2.0

Labor
Income
Taxes

28.6
36.7
46.9
59.9
71.3
76.5
77.1
74.0
67.5
58.1
46.7
34.5
21.5
9.7
4.3
1.9
0.6

Capital
Income Payroll Excise Social
Taxes Taxes Taxes Security Heal Welfare

10.9
14.1
17.9
23.0
28.7
35.5
42.7
49.8
55.3
58.2
57.8
54.2
47.9
40.0
31.6
23.9
18.2
15.1
6.9

30.3
38.9
49.7
63.5
75.9
81.5
82.3
79.1
72.3
62.3
50.2
37.1
23.3
10.5
4.6
2.. 1
0.6

26.3
30.5
34.8
38.9
41.4
42.5
42.8
42.3
40.7
37.8
34.0
29.9
25.6
21.4
17.5
14.0
11.0
8.9
1.8

5.5
6.8
8.2

10.0
11.9
14.1
17.1
21.2
26.6
34.5
44.9
58.5
74.5
83.0
71.7
55.7
41.8
31.6
5.8

10.9
11.1
12.1
13.7
15.1
16.6
18.5
21.3
24.9
29.3
34.2
39.8
45.7
52.9
47.9
41.6
34.3
27.3
4.9

3. 3
4.2
5.4
6.9
8. 1
8.5
8.1
7.5
6.9
6.4

5.8
5.2
4.6
4.0
3. 5
2. 8
1.9
0. 8

Future
Generations 136.9

Percentage
Difference
Future versus
Age Zero 79.2

Source: 'Generational Accounts Presentation," Budget of the United States
Government Fiscal Year 1993.
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Table 1 (continued)

The Composition of Female Generational Accounts as of 1990

Present Values of Receipts and Payments

(thousands of dollars)

Payments Receipts

Generation's Net
Age in 1990 Payment

.0
5
10
15
20
25
30
35
40
45
50
55
60
65
70
75
80
85
90

Future
Generations

Percentage
Difference
Future versus
Age Zero

29.7
41.0
53.5
67.8
79.4
83.4
81.4
74.8
62.5
42.6
15.4

-19.4
-58.0
-88.4
-90.0
-81.0
-67.5
-53.0
-8.1

Labor
Income
Taxes

16.1
20.6
26.3
33.5
39.4
40.5
39.0
36.4
32. 7
27.9
22.3
16.1
10.0

5.1
2.2
0.7

Capital
Income
Taxes

4.1
5.2
6.7
8.6

10.7
13.3
16.7
20.4
23.7
26.2
27.4
27.2
25.4
22.4
18.5
14.0
9.3
4.7
0.5

Payroll Excise Social
Taxes Taxes Security Health

17.0
21.8
27.9
35.6
42.0
43.3
41.6
38.9
35.0
29.9
23.9
17.3
10.8
5.5
2.3
0.7

24.0
27.9
32.5
37.2
40.6
42.5
43.1
42.6
41.1
38.5
35.1
31.2
27.1
23.1
19.4
16.0
13.0
10.5
1.8

6.1
7.5
8.9

11.0
13.2
15.8
18.7
22.1
26.0
31.9
40.1
51.5
64.8
70.9
64.9
54.0
42.5
32.3
5.0

18.7
18.6
20.1
22.3
24.3
26.2
28.7
32.2
36.7
42.4
48.9
56.1
63.4
70.9
65.0
56.3
45.7
34.6
5.2

53.2

79.2

Source: 'Generational Accounts Presentation,' Budget of the United States
Government Fiscal Year 1993:

Welfare

6.6
8.5

10.9
13.8
15.7
14.1
11.6
9.3
7.3
5.6
4.3
3.5
3.0
2.7
2.4
2.1
1.7
1.3
0.2



54

Table 2

Changes in Generational Accounts Arising from Four Alternative Policies

(thousands of 1990 dollars)

Reverting to
Eliminating Pay-As-You-Go
OBRA Social Security Finance

-1. 5
-1. 8
-2. 1
-2. 5
-2. 8
-2. 9
-2 .9
-2 .8
-2 .6
-2 .3
-2. 0
-1 .6
-1. 2
-0. 8
-0. 6
-0.4
-0. 3
-0. 2
-0. 1

10. 7

4.0
3.4
2. 3
0. 7

-1. 2
-2. 7
-3. 7
-4. 3
-4. 5
-4.2
-3. 5
-2. 7
-1. 7
-0.8
-0. 3
-0. 2
-0.1

Stabilizing
Health Care Spending

After
1995 2000

3.1
3.6
4.0
4.7
5.2
5.9
6.8
8.0
9. 5

11.1
12. 3
12.7
11.2
8.6
6.0
3.5
1.7

4.6

97. 1

-45.0

76.0 15. 5

1.9
2.2
2. 5
2.9
3.3
3.8
4.4
5. 3
6. 3
7. 2
7.4
6. 5
4.9
3. 2
1. 8
0.7

-26.6

40.8

Source: 'Generational Accounts
Government Fiscal Year 1993.

Presentation," Budeet of the United States

E

Ages
0
S

10
15
20
25
30
35
40
45
50
55
60
65
70
75
80
85
90

Future
Generations

Percentage
Difference
Future versus
Age Zero
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Table 2 (continued)

Changes in Generational Accounts Arising from Four Alternative Policies

(thousands of 1990 dollars)

Reverting to
liminating Pay-As-You-Go
.Qlg&R Social Security Finance

-1.1
-1. 3
-1. 5
-1. 8
-2.0
-2. 1
-2. 1
-2.0
-1.9
-1. 7
-1.4
-1. 2
-0.9
-0. 7
-0. 5
-0.4
-0. 3
-0. 2

3. 1

2.0
1.6
0.9

-0.9
-1.6
-1.9
-2.1
-2. 2
-2.0
-1. 7
-1.2
-0. 8
-0.4
-0. 2
-0.1

Stabilizing
Health Care Spending

After
1995 2000

5.1
5.7
6.4
7. 2
8.0
8.8

10.0
11.5
13.4
15. 5
17. 2
18.0
16. 5
13. 3

9. 8
6. 1
2. 9

2. 6

97. 1

-13.0

76.0 15.5

3. 1
3.5
3.9
4.4
5.0
5.6
6.4
7.4
8.7
9.9

10.4
9.6
7.8
5.5
3. 3
1.4

-7.1

40.8

Source: Generational Accounts
Government Fiscal Year 1993.

Presentation,' Budmet of the United States

E

Females
Ages

0
5

10
15
20
25
30
35
40
45
50
55
60
65
70
75
80
85
90

Future
Generations

Percentage
Difference
Future versus
Age Zero
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REPRESENTATIVE HAMiLTON. Thank you very much, gentlemen. We'll turn to
discussion.

Let's begin with addressing the question: How does the short-term focus
that we have when we make our budget decisions affect our economic per-
formance as a nation?

MR. KOTLIKOFF. Well, I think, in looking at our cashflow deficits, we are
missing a lot of the real underlying action.

As I mentioned, if you consider what has happened to social security and
Medicare over the last four decades-these programs have grow from essen-
tially zero to 6 or 7 percent of GNP. This growth was financed basically on a
balanced budget basis, and did not show up in our cashflow federal deficit.

But those programs, as I just mentioned, effected this huge intergenera-
tional redistribution, which allowed generations who were older at the time to
consume more, and are leaving those who are currently middle-aged and
young, and future generations with lifetime net tax bills. And as a result, we
have saved less and have less left over right now from which to save.

So I think, in looking at these cashflow numbers, which are not really giv-
ing us the answer to any specific question, we are really avoiding asking the
more interesting and important questions, which are how exactly are we fis-
cally treating different generations, not only this year, but over their entire
lifetimes? And had we been doing generational accounting, we would have
seen that, year after year, as we jacked up the social security and Medicare
programs, that the bill for that was falling on our children and grandchildren.

REPREsENTATIVE HAMILTON. One of the things that strikes me about your
comments on generational accounting, Mr. Kotlikoff-and it's a very creative
way of looking at the budget-is that it really does single out the generational
impact with respect to the budget. You identify that as the most important, if
not the exclusive, problem that you confront with the budget.

But isn't that a rather narrow focus on the budget, just to look at it in gen-
erational terms?

MR. KOTLiIOFF. Well, as I pointed out in my book, there are four fundamen-
tal aspects of fiscal policy, as I understand it.

One is the generational policy. Another is the level of government spend-
ing. The generational policy is basically which generations are going to pay
for that spending. The level of government spending has have been a fairly
stable fraction of GNP for the last few decades.

So what I see as the real policy that we've been conducting is not raising
the spending as a share of GNP, but really changing who is going to pay for it,
and pushing the burden of paying for that onto future generations.

The other two policies that are fundamental to fiscal policy are, frt, the
question of which members of particular generations are paying their genera-
tion's total bill. Second, the fact that in collecting these from, and giving trans-
fers to, different generations and individuals within generations, we distort
incentives.

So we have four fundamental features of fiscal policy, none of which are
being measured correctly and discussed intelligently at this time.

REPRESENTATIVE HAMILTON. Okay. Mr. Stein?
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MR. STEIN. Pd like to comment on the question you asked-what have been
the effects, up to this point, of our failure to take a longer view?

I think that you have to say, or at least I have to say, they have not been
very great. I just made a calculation that the federal budget deficits in the
1980s exceeded the federal budget deficits of the 1970s by about $1.1 trillion
in 1990 dollars. That's something less than 10 percent of America's capital
stock.

And if you use a number that economists commonly do, that capital con-
tributes about 30 percent of the national output, that means, it seems to me,
that the GNP in 1990 was about 3 percent less than it would have been if we
had just had the same deficits as in the 1970s.

You can regard 3 percent of the GNP as a large number or as a small num-
ber, but it's not a disaster, in my mind. I think if there is a disaster, it is out
there in 2020, or in that area.

I think we have had other problems in our fiscal policy. I think it is true that
we have taxed too little and given too many benefits to middle- and upper-
income Americans during this period, in which the condition of the very poor
has languished and has probably deteriorated in some respects. I think we
have made bad priority decisions about how we are treating the present gen-
eration, as well as making bad decisions about how we are treating the next
generation.

REPRESENTATIVE HAMILTON. Is your view that if we continue this short-term
focus that we've had when we make budget decisions, it has not had-a disas-
trous impact, if I understand you correctly. But if we continue it far into the
future, do our problems get a lot worse?

MR. STEIN. Well, if continuing it means that we allow the budget deficit to
get up to 20 percent of GNP, as Mr. Winter suggests, of course, that would be
disastrous. But I once learned that the fact that a pig grows up to be a hog
doesn't mean that it will grow up to become an elephant.

There may be some corrective mechanisms at work here, of which, of
course, the Congress is a part.

So I think we should be alarmed by that prospect. It is a warning to us to
behave ourselves. But I think we have not so far demonstrated an inability to
behave ourselves.

REPRESENTATIVE HAMILTON. In your statement, you say that much of the time
we simply don't know what we're doing-that's a pretty harsh criticism, Mr.
Stein. What do you really mean by that?

MR. STEiN. I mean we don't know, or at least people who talk about the
deficit, don't have any idea about what the effects of the deficit are on the be-
havior of the economy, what they are on the level of investment, what the ef-
fect of the level of investment is on the rate of economic growth.

Take the whole story that Mr. Kotlikoff tells us, that we do not know what
the implications of present policy are for future generations.

I think we make all kinds of decisions, for example, about health care,
without realizing what we are doing to the total share of the national output
that is being devoted to health care, what the effect of that is on the cost of
health care and on the availability of health care for people who are not cov-
ered.
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So I think we are not looking out into the real economic effects of what
we're doing.

REPRESENTATIVE HAMiLTON. Okay. How do we structure our budget proce-
dures in order to get the kind of long-term focus that you all think is neces-
sary?

How do we structure it? Mr. Winter?
MR. WINTER. I'll address that, Mr. Chairman.
REPRESENTATIVE HAMILTON. Yes.
MR. WINTER. First, let me second the comment that Dr. Stein just made,

that we are actually not capable of answering the question that you posed be-
fore. We don't know enough about what the past effects have been because
the relevant sort of analysis has not been done.

REPRESENTATIVE HAMILTON. Can it be done?
MR. WINTER. I believe it can, yes. Although I did not refer to it in my sum-

mary, my prepared statement refers to the GAO's effort to try to present the
budget in a modified structure, which would distinguish capital and operating
accounts in both the general fund and in trust fund and government enter-
prises.

In addition, in this report, we have modified that standing proposal to call
for a distinction between what we call federal capital and developmental capi-
tal.

REPRESENTATIVE HAMILTON. You favor a capital budget.
MR. WINTER. I believe that the information that could be assembled in the

form of a capital budget is very desirable information to have. I think that
question has to be isolated from the question of whether any modification of
the budget process should be made.

REPRESENTATIVE HAMrLTON. I understand, but let's just go back to this capital
budget business.

By capital budget, you would make separation. The current operating
budget would have to be balanced every year. Is that right?

MR. WINTER. No.
REPRESENTATIVE HAMiLTON. The capital budget would not?
MR. WINTER. That's exactly the issue that rm concerned about. From a fis-

cal policy point of view, spending is spending, transfers are transfers, and so
on. For the purposes of near-term fiscal policy, these operating versus capital
distinctions are not of critical importance. They are of critical importance
from the point of view of the long-term impact, and that is why we need to
know about it.

REPRESENTATIVE HAMLTON. Is the GAO recommending a capital budget?
MR. WINTER. The GAO is recommending the presentation of the budget in

a more informative way so that people can understand what the government's
money is being spent for. It is not advocating a capital budget on the model
used in some states where there is a requirement for balancing the operating
budget.

REPRESENTATIVE HAMLTON. Do you think it would be helpful in our budget
if we made the distinction between operating and capital expenditures?

MR. WINTER. I do believe that that would be helpful, yes.
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REPRESENTATIVE HAMILTON. Do all of you agree with that?
MR. STEuN. Yes. I think an important point has just come up, and that is the

distinction between trying to increase the quantity and sophistication and rele-
vance of the information that is available to the decisionmakers, on the one
hand, as compared, on the other hand, with imposing on them some arbitrary
rule that is to substitute for the exercise of their discretion over time.

I think what we are all talking about is more and better information and not
some different rule.

REPRESENTATIVE HAMILTON. What do you mean by that? What do you mean,
more and better?

MR. STEIN. I refer to the distinction between capital budgeting, in the sense
that you have a requirement that the operating budget be balanced, and capital
budgeting, in the sense that this is a source of information on the basis of
which you might decide from time to time that you don't want to balance the
operating budget, that you want to have a deficit in it.

In my mind, those are decisions that you have to make in terms of your
view of the longer run future.

REPRESENTATIVE HAMILTON. And if you have that kind of a distinction made
in your budgeting, isn't everybody going to want to put their expenditures into
the capital side?

MR. STEIN. That's why you want to avoid making a rule that you can run a
deficit, that you can finance the capital side by deficit.

REPREsENTATIvE HAMILTON. Mr. Kotlikoff?
MR. KoTxiKoFF. The generational accounting framework contains budget-

ing within it, because it says that here's the time of past government spending.
And, given this path of spending, which has a certain present value, here's
what the government has as net assets to cover that spending. Here's also what
current generations are going to pay. The rest has got to come out of future
generations. I'm considering the government's net assets, generational ac-
counting incorporates capital budgeting.

This equation-somebody has to pay for the government's spending-is
what economists call the government's intertemporal budget constraint. Eco-
nomic theory instructs us to look at our generational policy using this equa-
tion. That is to say, do not do capital budgeting or deficit accounting alone,
but do generational accounting.

Even if we did capital accounting, we would still have the question of how
to classify different governments' receipts and payments. Take, for example,
social security.

REPRESENTATIvE HAMILTON. What is the key question in generational ac-
counting?

MR. KoTruKoFF. The fundamental question is who's going to pay.
REPREsENTATIvE HAMILTON. Who's going to pay. What generation's going to

pay, right?
MR. KomIKoFF. Right, and whether we're going to have to have rising tax

burdens on future generations. It is a longer term analysis-very much like
the social securitys long-term projections, only it's dealing with all the gov-
ernment entities and programs.
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Congress and the Administrations have benefited greatly from the social
security's projections. But that's only one program, and what we're seeing is
that the surplus of the social security system is being dissipated by other poli-
cies that aren't being properly accounted for.

REPRESENTATIVE HAMILTON. Well, let me ask this. If the key question in gen-
erational accounting is what generation pays-and that's an important ques-
tion, obviously-but what does that have to do with the question of economic
growth and productivity and all those things?

MR. KoTLKoFF. Well, it's completely connected to the questions of growth
and productivity, because if you let current generations pay less, if you let
them off the hook for paying for the bills, they're going to consume more.
And that's actually what's been happening. That's why our national saving rate
last year was 1.7 percent, compared with an average of around 10 percent be-
tween 1950 and 1970. In saving less, we have less investment and thus less
capital accumulation, and less output and productivity growth.

REPRESENTATIVE HAMILTON. So generational accounting will increase invest-
ments.

MR. KOTLIKOFF. By showing that those generations who are currently alive
have to contribute more to pay for this burden, generational accounting can
lead us to adopt policies that will get more net taxes from current generations,
leading current generations to consumer less. That's absolutely critical. If
we're going to turn around our national savings situation, we have to have cur-
rent people consume less.

REPRESENTATIVE HAMILTON. Okay. What kind of short-term steps do we need
to take right now to get our fiscal house in order?

MR. KOTLIKOFF. What rm advocating is that the Congress, with the Ad-
ministration, put together an independent agency for generational accounting
which would do the kinds of projections that have been done by both myself
and GAO, looking at the time path of spending on consumption by the gov-
ernment, looking at the government's net assets, looking at how much current
generations are going to pay, and figure out whether we have a big imbalance
on the entire fiscal situation with respect to the treatment of future genera-
tions.

If that analysis comes out the way the numbers that rve produced come
out, which shows that there's an enormous generational imbalance, then we
need to take immediate steps to reduce that imbalance. And that involves get-
ting control of health-care spending, Medicare and Medicaid, and making
clear to the American public that if we wait even ten years to get control of
those programs, we will basically bankrupt the next generation.

REPRESENTATIVE HAMLTON. How do you get control of them?
MR. KOTLIKOFF. rm not an expert on the micro-issues, but I think we need

to have some very hard rationing decisions.
REPRESENTATIVE HAMuLTON. That would be pretty macro, in my view.
MR. KoTLiKoFF. Yes, I realize that they're macro, by implication.
We need to have some very hard rationing decisions made with respect to

Medicare and Medicaid spending. I think that's really inevitable. And then
there are other policies, keeping tabs on government spending, on purchases,
in different areas.
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If we need to, I would advocate some implementation of a value-added
tax, not a complete transformation to a value-added tax, but some small, 3- to
5-percent value-added tax.

REPRESENTATIVE HAMILTON. You don't think much of the balanced budget
amendment that we have under consideration today.

MR. KoTuLIoFF. I think it's a recipe for avoiding the hard problems that we
face and for continuing to look at the wrong numbers.

We have to understand that there's not just one deficit out there. There's
really as many deficits as you want to create.

The social security trustees tell us that there's something like $7 or $8 tril-
lion of unfunded social security liabilities out there. That's to say, obligations
to pay current retirees and near-term retirees, their social security benefits.
- That's a debt which is no less real than the official $3 trillion or $4 trillion

debt that we currently have.
So what deficit are we dealing with? If we use different words to describe

social securitys receipts and payments, we would have an $11 trillion total
debt rather than a $4 trillion debt.

So, historically, we've used particular words, and that's why we're looking
at this official deficit of $400 billion this year. But if we had used different
words, and everybody's free to use their own words in describing what's going
on, we'd have a completely different deficit.

So there's really an infinity of deficits. That's what economic theory tells
us. And therefore, we need to ask, what question are we trying to answer with
these numbers? And ultimately, it comes down to how we're treating different
generations. That's the ultimate economic question here.

REPRESENTATIVE HAMILTON. Mr. Stein, Mr. Winter, how do you feel about
this balanced budget amendment, of improving our long-term decisionmak-
ing?

MR. WINTER. I might say first that the GAO has not taken any position on
the balanced budget amendment. But our stance is very strong on the point
that more fiscal restraint is needed over the long term, and that the action
taken should be taken soon.

So I agree with Professor Kotlikoff that whatever we do, we should not
procrastinate further and put off the hard choices that confront us.

REPRESENTATIVE HAMILTON. Can you speak personally or other than a GAO
representative?

MR. WINTER. Well, I could speak personally on the pros and cons of the
situation, Mr. Chairman, if that would be helpful.

REPRESENTATIVE HAMILTON. How about the conclusion?
MR. WINTER. The conclusion, Id rather not draw.
REPRESENTATIVE HAMILTON. Let's ask MR. STEIN. He's not so constrained.
MR. STEIN. No, Im not so constrained. I'm opposed to the balanced budget

amendment I think it's sheer hypocrisy and escapism and an attempt to con-
ceal the unwillingness-not only the unwillingness of Congress-it's the un-
willingness of the public to do the things that are required to balance the
budget.
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Second, I do not think balancing the budget is the ideal definition of our
objective with respect to the budget. And I think-things being as they are
and people being no more aware of the consequences of their actions than
they now are-if the balanced budget amendment were adopted, we would
just resort to more subterfuges of the kind that we dealt with in Gramm-
Rudman and in many other things.

So I don't think the objective is a good one and I think that even if the ob-
jective were a good one, it wouldn't be accomplished.

MR. KOTLIKOFF. Can I pipe in on just one point?
REPRESENTATIVE HAMILTON. Sure.
MR. KoTLmioFF. The point that rm trying to make about the fact that. the

definition of the deficit is really up for grabs, it's not just a theoretical point.
It's a practical point.

Right now, Congress is debating a balanced budget amendment which in-
cludes the social security surplus as part of the budget that would be balanced.

Now, we've known for at least ten years that because of the demographics,
we're going to have a cashflow surplus in social security. So Congress and the
Administration, two years ago, took social security out of the deficit. Now,
they're adding it back in.

They're continually changing the definition of the deficit. If we're talking
about balancing a budget that includes social security taxes and transfers in
1997, that surplus could be something like 3 percent of GNP.

So that's going to make an enormous difference whether or not you include
social security in the definition of the budget that needs to be balanced.

So what I see going on here is that we'll pass this balanced budget amend-
ment and then we'll choose the definition of the deficit which is comfortable,
which leads us not to have to take any painful actions, and then we will con-
tinue to look at these misleading cashflow indicators and then find ourselves
in the year 2020 with a huge problem on our hands.

REPRESENTATIVE HAmiLToN. Let me ask you, we now have a unified budget.
You go after it, Mr. Kotlikoff, on the basis that it doesn't really give us a lot of
useful information about the true impact of fiscal policy and the impact on
generations.

Mr. Stein thinks it's a poor tool for focusing on the broader policy objec-
tives. It doesn't force us to make the choices that we ought to make, the trade-
offs and that kind of thing.

Mr. Winter, you talk about the current unified budget as not very good in
terms of separating investment from consumption.

Are your criticisms of the unified budget and your alternative suggestions
supplements to the unified budget, or would you just throw the whole budget
out?

MR. KOTLIKOFF. Throw it out.
REPRESENTATIVE HAMILTON. You'd just throw it out and start over again?

MR. KOTLIKOFF. I mean, I wouldn't throw out the numbers. The numbers
could be used for the correct analysis-generational accounting.

REPRESENTATIVE HAMILTON. Yes.
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MR. STEIN. We have another interest here and that is the effect of the budget
on economic stability. From that standpoint, I think there is a possible rule
that will at least prevent the budget from being a source of short-run eco-
nomic instability. That is, that the surplus or the deficit in the budget, proba-
bly defined in the national income accounts way, ought to be stable from time
to time when measured at high employment.

That is, the notion of stable high employment budget deficit or surplus, I
think, still has value, and from that standpoint we need a definition of the
budget that has something to do with the impact of the budget on aggregate
demand in the short run.

So I would not throw out that budget, and I think that we need to recognize
that we are talking here essentially about the long-run shape of the budget and
not its year-to-year variations.

That's a different question, I think, for which we do need a certain budget.
MR. WINTER. Could I comment?
REPRESENTATIVE HAMILTON. Certainly, MR. WINTER. Go ahead.
MR. WINTER. Id like to emphasize that the federal deficit on national in-

come and product account, which is computed by the Department of Com-
merce, has not flopped around in its definition over the years as the Congress
has changed its mind about how to compute the deficit.

I continue to believe that the system of national income and product ac-
counts, as a whole, is a very useful source of insight into what's going on in
the economy. It does not answer the intergenerational questions that Professor
Kotlikoff properly regards as important. It does not answer many other ques-
tions. It does not do a very good job on some things that should be within its
ordinary scope, and one of those is the treatment of federal investment in
physical capital.

So there are definitely limitations to the national income and product ac-
count versions of the deficit, but I would not myself agree that we should
abandon that particular source of insight into what's going on.

Now, as it happens, the national income and product account deficit is typi-
cally quite close to the unified budget deficit, although divergences do appear.

MR. KOTuKoFF. I had just one other comment, if I could make it.
REPRESENTATIVE HAMILTON. Sure. Go right ahead.
MR. KoTuKoFF. I think another way that we can phrase this question is, do

we want to look at just this year's cash flows, do we just want to look at this
year's taxes and this year's transfer payments and purchases? Or do we want
to look at the next five years and avoid all years into the future? Or do we
want to look at the entire future, properly discounting in order to take into ac-
count that a dollar of taxes or transfers in the future is not the same as a dollar
today.

Basically, what rm saying is that we need to look at the entire future. We
should not just be working with blinders and looking at this year's numbers,
but really looking at what we're doing over time.

We should do the longer term generational accounting on an annual basis.
So, as we see that our projections of the future need to be corrected, we
would make those corrections and continue to move along in a long-term fis-
cal planning manner.
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REPRESENTATIVE HAMLTON. Let me ask you to comment, Mr. Winter and
Mr. Kotlikoff, on Mr. Stein's suggestion in his statement, in which he talks
about this choice among the national priorities.

He says:
My proposal is that the government should make and explain budget pol-
icy at the most general, strategic level in terms of the effect of the policy
upon the division of the national output among its major uses.

If I understand what you say, Mr. Stein, you would look at all of these vari-
ous uses that you've identified as a percentage of the GNP. Right?

MR. STEIN. Right.
REPRESENTATIVE HAMILTON. And that would make us focus, then, on the

question of priorities, which of course is the big question in government, how
you allocate what you got.

MR. STEIN. Right.
REPRESENTATIVE HAMILTON. Why doesn't that make sense? Do you have any

comment on that, Mr. Winter?
MR. WINTER. I think it makes excellent sense, Mr. Chairman.
Once again, in this area, it's very clear that superior information on these

issues would be very desirable to have. And it's quite clear that the Federal
Government often takes actions which passes off some of the problems to
other governments or to private individuals, and are not constructive actions
from the point of view of the economy as a whole.

And as I understand Dr. Stein's proposal, he would seek to provide the ba-
sis for avoiding that. The difficulty would come in the question of what proc-
ess would then implement the use of this information, whether it should have
a process counterpart.

I can see some obstacles to its use in the budget process. But I certainly
think that the information is desirable.

REPRESENTATIVE HAMLTON. Well, what are the obstacles?
MR. WINTER. One big obstacle is the federal system.
REPRESENTATIVE HAMLTON. What do you mean by that?
MR. WINTER. We can have a good discussion about how various functions

should be divided, for example, among the various levels of government. But
the fact is that the Federal Government does not have detailed control over
the behavior of state and local governments, and sometimes when it tries to
have such detailed control, the consequences are counterproductive.

So I think there is some tension between the way we are structured in our
federal system and the notion of trying to budget the GNP.

REPRESENTATIVE HAMILTON. Mr. Stein?
MR. STEIN. As I visualize this thing operating, I can imagine the President

saying, "Well, the GNP is now distributed in a certain way and 15 percent of
it is going for private investment. My proposal is that we ought to increase
private investment to 18 percent of GNP, and in order to do that I propose to
reduce the budget deficit from 5 percent to 2 percent."

That is, he's not going to be controlling private investment in the sense that
he is issuing orders to private investors. He looks out at the economy and sees
what he expects the behavior of the private economy to be and makes
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recommendations for government action that will affect that outcome in a de-
sired way.

I also think, in making that decision, he would look at the kind of informa-
tion that Mr. Kotlikoff presents, because what Mr. Kotlikoff is saying is that
we really need to have a lot more investment in order to provide the income
for the people who are going to be claiming income in the year 2020.

So his decision about whether we want to get private investment up from
15 percent to 18 percent of GNP would be highly influenced by his view of
the longer run future of the economy and its needs.

So I don't think that there's any inconsistency between what I am proposing
and what Mr. Kotlikoff proposes.

Now, rm not suggesting that there should be a federal law saying private
investment should be 15 percent of GNP.

REPRESENTATIVE HAMILTON. I understand. Our data base and knowledge are
sufficient so that your approach to budgeting could be carried out, I presume.

MR. STEN. Well, I think that the Bureau of Economic Analysis would have
to do a certain readjustment of the GNP accounts, which are quite feasible.
And of course, there would be a lot of estimation to be done. But, of course,
all budgeting requires a lot of information.

REPRESENTATIVE HAMILTON. Yes. Mr. Kotlikoff?
MR. KOTLXOFF. I think I agree with Herb, that there's not any real conflict

between what I'm suggesting and what he's suggesting. I think he's saying, we
need to have a discussion about the broader problems rather than just making
pat statements, like the budget has to be balanced, when, in truth, nobody
knows what budget they're talking about.

But I think that we need ultimately to measure what the government's do-
ing. There's a private sector and there's the government. So we need to meas-
ure the government's policies. And there are just these four key
policies-generational policy, intragenerational policy, spending policy and
incentive policy. We need to measure each of those differently from the way
we're going about it now.

REPRESENTATIVE HAMILTON. Mr. Winter, you're recommending in the GAO
report a longer planning horizon, five-year budgets, in the context of a 20- or
30-year fiscal policy path? Is that right?

MR. WINTER. I think we would favor the continuation of five-year plans as
an instrument for fiscal planning at the federal level. And, as you say, we also
believe that as these decisions are made, they should be made in the context
of an awareness of the longer term implications.

That's especially true right now because we have these strong, dynamic
factors in the situation-demographic and otherwise-which are going to
give us a future which is quite different from our present

Fd like to come back, if I could, Mr. Chairman, to a question you asked ear-
lier about what are the urgent short-term problems.

REPRESENTATIVE HAMLTON. Yes.
MR. WImTER. And one urgent short-term problem is the reform of the

health-care system, because if we do not have a fundamental reform of the
health care system, the budgetary burdens of our existing system are just go-
ing to run away with the federal budget That's part of what's going on.
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REPRESENTATIVE HAMiLTON. That's the item of the budget that's really out of
control.

MR. WINTER. That is certainly a source of a major deficit-increasing dy-
namic, that's right.

REPRESENTATIVE HAMILTON. How much are health-care costs to the govem-
ment going up each year?

MR. WINTER. In percentage of GNP, our calculations show 3.2 percent for
this year. They show 4.6 percent for the year 2000; 5.2 percent for the year
2005; and 5.8 percent for the year 2010.

REPRESENTATIVE HAMLTON. What are you giving us?
MR. WINTER. These are federal expenditures for Medicare and Medicaid

which are the growing programs. The other components of federal health
spending are not changing very much.

So, in the course of the eight years, from now to 2000, we're up by 1.5 per-
centage points of GNP, and that sort of thing continues.

REPRESENTATIVE HAMLTON. Do you know the figure in billions of dollars of
how much are health-care costs going up each year?

MR. WINTER. Let me see. rm afraid we don't have that one at the moment,
Mr. Chairman. We could submit it for the record, if you'd like it.

[The material subsequently supplied for the record follows:]
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MATERIAL SUPPLIED FOR THE RECORD

GAO projections of federal health
care expenditures in 1992 dollars
-- Medicare and Medicaid only,
excluding administrative costs.

1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010
2011
2012
2013
2014
2015
2016
2017
2018
2019
2020

161. 1
177.6
189.3
202.5
218.3
235.2
252.1
268. 5
285. 6
302. 7
319.8
336.8
353.4
369.2
384. 1
398. 4
412.7
428. 3
444. 9
461.9
478.8
497.2
518.6
542.0
565. 1
589.1
613.2
638 . 6
664. 5
690.8
718.0

Underlying data are from Health
Care Financing Administration,
but HCFA fiaures are slightly
higher because of inclusion
of administrative costs and
slightly different economic
assumptions. In 2020, the
HCFA figure is about 5% above
the GAO figure.
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REPRESENTATIVE HAMILTON. Okay. Ijust want to make sure that your feelings
about the difficulties with the current budget procedures are on record. Have
we made that clear in the testimony, thus far?

MR. STEIN. rd like to make one point before we close.
If we think about the future generations, our children and grandchildren,

and what we're leaving them, we should not just think in terms of tax burdens
and GNPs. If we're going to leave them a hostile, disaffected, impoverished
population in our urban ghettos, thats going to be a great drain and blot upon
the future of American life. That has to be weighed when you think about the
budget and what we might want to spend for correcting that problem.

We have also, I think, relieved future generations of the threat of nuclear
war, which was quite a contribution to future generations. We spent a lot for
that, and I think we should take some credit for it.

That is, I think we should look at the future in some terms other than GNP
and tax rates. We have a lot of problems there, and some things to be satisfied
with.

REPRESENTATIVE HAMILToN. With the approach that you're suggesting, Mr.
Stein, this budgeting national priority approach, how do you address that?
How would your proposal help you address the concern you've just stated?

MR. STEIN. Well, that's one reason in my breakdown of the way I would di-
vide the national output, I did make a special allocation for the consumption
of the not-poor. I don't say that my breakdown would solve that problem
alone, but it would let us look at how much of our national output we are de-
voting to the consumption of people who are not poor and what we therefore
could transfer to the solution of other problems.

REPRESENTATIVE HAMILTON. You have a breakdown-consumption of the
not-poor-and another category-consumption of the poor. Your view
would be that that kind of a breakdown in the major uses of the national out-
put would bring home to us, that we're not putting very many resources into
helping the very poor. Is that the idea?

MR. STEIN. It would help us to see that problem. But, of course, I don't say
that my nine-way division of the national output will solve that.

REPRESENTATIVE HAMiLToN. I understand.
MR. STEIN. Im just calling to your attention the need to look at some other

problems about the future other than the size of the budget, the rate of taxa-
tion, and so on.

REPRESENTATIVE HAMILTON. Okay. To conclude here, what are the longer
term steps that we need to take to enhance the long-term focus of the federal
budget policy? And how much of it involves changes in budget presentation
or procedure, and how much of it involves a greater will on the part of the
Congress and the President and the American people?

We've been discussing that, but let's sum it up. Can we do that as we con-
clude?

MR. KoTmorFF. Well, we need to understand what problem we face. We
need to measure what we're doing, not only this year, but over time. The fun-
damental question that the fiscal policy really presents for us, based on our
policies of the last four decades, is how we will be treating todays children
and tomorrow's children compared to current adults.
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And to get a handle on that, we need to do this longer term generational ac-
counting. The accounting itself is not particularly difficult. It's basically just
addition and subtraction and some division. The Congressional Budget Office
has the computer program. They've been able to run it. Congress can, at any
point, request that they do generational accounting for any particular policy
changes that Congress wishes to think about.

I think it would be helpful if an independent body, such as the General Ac-
counting Agency, was authorized to do this generational accounting in a non-
partisan manner, to show the entire nation what kind of a time path we're on
with respect to the treatment of people in the future. That is, whether their net
tax burden is going to have to rise.

If that proves to be the case-and rm quite confident that the facts will
show that to be the case-then I think the same kind of consensus will
emerge to do something that was there in 1983 when the social security trus-
tees told us we had a long-term problem.

And then we can put into place these time paths of policies which do not
have a huge impact right now, but over time regain control of our fiscal poli-
cies.

So the first step really is to understand what's going on, and unfortunately
it's not well understood exactly where we stand with respect to our genera-
tional policy.

REPRESENTATIVE HAMLTON. Mr. Winter? Mr. Stein? Do you want to make
any concluding comments?

MR. STEIN. I think what we're all talking about is trying to improve the
quality of information and understanding that people have about our budget
problems.

I think we need to begin by having some responsible people who are re-
garded as authorities in the country, and not just a panel of three economists,
talking in these terms-in terms of what are the true effects now and in the
future of what we're doing, and not in terms of all these shibboleths that we
use and repeat over and over again.

I think, obviously, there needs to be greater willingness on the part of the
public to make the sacrifices that would be necessary for improving condi-
tions, but I don't see any way to bring that about, except for people who are
now concerned about this, to talk honestly, candidly, and with information to
the American people. And that isn't going on.

REPRESENTATIVE HAMILTON. The big difficulty for most people is just the
complexity of it. They're overwhelmed by the numbers, the political rhetoric,
the debate, and the confusion that all of this generates in their mind.

MR. STEIN. Somebody's going to have to synthesize this.
REPRESENTATIVE HAMILTON. I understand.
MR. STEIN. Into something that people can understand.
REPRESENTATIVE HAMLTON. Well, that's one of the things about your pro-

posal that makes some sense to me. It looks to me as if it presents the question
of national priorities in a fairly digestible, understandable way, and makes
people focus on the question of priorities, which is always the central ques-
tion in budgeting.

Mr. Winter, and then Mr. Kotlikoff.
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MR. WINrER. Yes. Pd like to second Herb Stein's comments. I think better
information can be gathered and better forms of presentation can be estab-
lished. Perhaps better rules and procedures can be put in place.

But, in the end, we really rely upon the political will to solve these prob-
lems, and the basis of that political will has to be some better public under-
standing than we now have of what the issues actually are that are facing the
country.

So I think we all have to work to try to build that understanding.
MR. KOTuKOFF. Mr. Chairman, you just referred to how we can put this in a

form that the American public can understand.
Well, the generational accounting really does put it in a very simple form.

It shows for each generation how they're being treated in per-capita terms.
So, for example, it says, to a 40-year-old, under current policies, we project

your remaining lifetime net tax bill to be, on balance, $177,000 in today's dol-
lars.

And if we change policy-for example, our 1990 budget agree-ment-it
tells the 40-year-old that the cost to him is another $2,600.

So the numbers are really very straightforward for different generations to
look at. They can look themselves up and see, okay, this policy has helped our
generation or hurt our generation. Also, the sacrifice which we're making and
which other older generations are making is clearly benefiting future genera-
tions because this is zero-sum accounting. It shows that if you hurt current
generations, you're helping other generations and holding the spending path
of the government fixed.

So I think it really is actually very simple for people to understand.
Whereas, what we have now, I don't think anyone can really say that they un-
derstand because it's not understandable. From a theoretical perspective, it
makes no sense.

REPRESENTATIVE HAMILTON. Thank you very much. We've tried to focus on
the long-term impacts of our budget decisions for a few minutes, and I thank
you very much for your contributions.

We stand adjourned.
[Whereupon, at 11:33 a.m., the Committee adjoumed, subject to the call of

the Chair.]
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