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ABSTRACT

Our previous study (Auerbach, Gokhale and Kotlikoff 1991)
introduced the concept of “generational accounting,® a method of
determining how the burden of fiscal policy falls on different
generations., It found that fiscal policy in the U.S. is out of
balance, in terms of projected generational burdens. This means that
either current generations will bear a larger share {than we project
under current law) of the burden of the government’s spending or that
future generaticns will have to pay, on average, at least 21 percent
more, on a growth-adjusted basis, than will those generations who have
just been born.

These conclusions were bhased on relatively optimistic assurptions
about the path of social security and Medicare policies, namely that
the accumulation of a social security trust fund would continue and
that Medicare costs would not rise as a share of GNP. In this paper,
we simulate the effects of realistic alternative paths for social
securlty and Medicare. Our results suggest that such alternative
policies could greatly increase the imbalance in generaticnal policy,
making not only future generations pay significantly more, but current
young Americans ag well. For example, continued expansion of Medicare
in this decade alone could double the 21 percent imbalance figure if
the bill for this Medicare growth is shifted primarily to future
generations.
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1. Introducticon

Recent years have witnessed a growlng skepticism about the use of the
fiscal deficit to pauge the stance of economic policy. Many economists as
well as noneconomists are guestioning whether a single number, that relates
primarily te the government's current cash flew, is the kind of measure needed
to understand the longer térm effects of fiscal policy on saving, Llnvestment,
and growth, They alse ask whether the deficit can tell us how we are treating
different generations, beth those currently alive and those yet to come.
Doubts about the deficit have been accentuated by the aging of the U,S,
population, with its attendant increase in the number of Tetirees dependent on
workers for pay-as-you—go spending and transfer prograws.

In recognition of these concerns about the demographic transition, the
U.5. federal government began, in 1%83, to accumulate a large social security
trust fund to help finance the "baby boom" generation’s social security
benefits. But this break with short—term pay—as—you-go financing also raised
new questions about using the unified federal deficit, which includes social
security, as a measure of fiscal policy. If funds for the future need to be
accumulated by the social security system, rthen shouldn’'t such accumulations
be excluded from the overall deficit measure? The federal government's
response, as expressed in the 1990 budget agreement, has been to exclude
social security from future calculations of the deficit. Howevgr, this has
noc prevented public discussion of the deficit inclusive of social security,
Nor has it put to rest the congern that government spending is now larger and
will continue to be larger and that taxes are now smaller and will continue to
be smaller than they would in the absence of rthe soclal security surpluses,

i,e., it has not put to rest the concern that the federal government is



"using" the larpge pay-as—you-go soclal securlity surpluses to offset large on—
budget deficits.

This is but one example of the ambipguity of the deficit and the
deficlency of any single deficit measure as a gauge of the fiscal hurden faced
by different generations. While one response to this deficiency has been to
construct different deficits for different purposes, such constructs are
clearly ad hoc In nature and require centlnual "refinements" to prevent
perverse results. For example, if the social security system is excluded from
the budget for deficit purposes, how does one deal with changes in income
taxes that are induced by changes in social security taxes: sheuld such
changes Iin off-budget taxes be permitted to alter the on-budget deficit?

The key economic question associated with fiscal deficits is; Which
generation will pay for what the povernment spends. However, no vetslon of
the poverument's budget deficit provides this information. As we discuss
below, an increase in the deficit does not necessarily signal a shift in the
fiscal burden te future generations. Moreover, policles which dramatically
alter the intergenerational distribution of fiscal burdens may do so without
inducing any change whatsoever in the measured deficit.

In an earlier paper (Auerbach, Gokhale and Xotllkoff, hereafrtar AGK,
1991}, we developed an altetrnative to the deficit - generational accounting -
and showed how this new approach could be used to assess fiscal policy and its
distributional impact with respect to different generatiems. Our previous
analysis stressed that generatlonal accounts are quite informative about the
effects of changes in taex and transfer policies on the burdens of different
generations. This paper uses generational accounting to analyze potential
changes in the federal government's most important transfer program, the 0ld

Ape Survivors, Disability and Health Insurance (0ASDHI), which includes the
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old-age Soclal Security pension system and Medicare. This compoment of the
federal budget has grown much more rapigly than other compenents in recent
years, If current trends continue, OASDHT will continue to grow relative to
the economy due to the increasing shafe of the elderly in the population and
the rapid increase in real medical costs.

Before turning to such policy analysis, we briefly review the
generational accounting methodology, which is discussed more fully in AGK

(1991, 1992),

11. The Generaticnal Accountlng Appreach

The basie idea behind generational accounting is that generatlons
currently alive and those yet to be born must pay for the time-path of the
government ‘s expenditures on goods and services less the external resources
the government has to cover these expenditures (its net wealch). This, in
words, is the govermment's intertemporal budget constraint. The constraint
reminds us of the zero—sum nature of paying for the government’'s expenditures;
if generations. currently alive pay less, generations yet to come will be
forced to pay more. It also reminds us that changes in fiscal policy today
are likely to necessitate changes in the future. We express the government's
intertemporal budget constraint im present value, with the initial value of
government liabilities and the present value of future spending being equal to
the sur of the present values of each generation's burden. Emphasizing the
present value burdens of different generations, regardless of the year in
which such burdens are imposed, neutralizes the timing problems inherent in
anmuzl deficit measures, and allows us to summarize in a compact form the

likely effects of fiscal policy on individuals through time.
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The analysies 1s forward-laeoking, im rthat it caleulates only the future
fiscal burdens that each generation faces. Because we are interested in the
izsue of penerational imbalance in fiscal policy, we treat current and future b
generations separately when analyzing a particular fiscal pelicy path. For
current generations, we calculate the burden under the parcicular fiscal
scenario. For future generations, we calculate the rotal present value of
payments required to balance the government's intertemporal budget constrainc,
One cannot say how this aggregate burden on future generations will be
distributed across these future generations, For purposes of illustrating the
size of the burden likely to be impesed on future generations relative te that
likely to be imposed on current generations, we assume that the burden on each
successlve future generation remains fixed as a fraction of the lifetime
income of that generaticn; that is, the abselute fiscal hburden of successive
generations grows at the rate of growth of their lifetime incomes, which we
take to be the rate of growth of productivity,

To caleculate the burden faced by a member of an existing pgeneration, we
first project the net paymonkts to the govermment In each future year for a
representative member of that generation (distinguishing males and females)
and then take the present value of such payments, By net payments we mean all
taxes paid to, less all transfers received from, government at the federal,
state and local levels. Payments include not only direct taxes such as income
and property taxes, but also indirect business tawes, corporate taxes and
seignorage, Transfers include Medicare, Medicaid, Food Stamps, Soclal
Security Benefits, and so on. -

The present value calculation for each representative individual
discounts future payments not only for interest, but alsc martality: an

individual's future burden is reduced by the probability that he or she will
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not be alive when that burden cccurs. Given our assumption that membhers of
each generation (distinguished only by séx) face the same survival
probabilities, multiplying individual payments in each yaar by the
generation's projected surviving population for that year provides a measure
of that generation’s paymeng, the separate components of which are benchmarked
to aggregates from the National Inceme and Product Accounts,

Once burdens for current generations have been calculated, those faced by
future generations are estimated as a residual, based onrthe fiscal balance
requirement and the assumption that the remaining fiscal burden be borne
proportionally. Policy changes affect the projected net payments faced by
current generations and, through the fiscal balance requirement, the burden on
future generations as well.

Because the accounts are forward-looking, they don't consider the net
payments wmade In the past. The present value of future net payments, which
are positive for young and middle-aged existing generaticns, are negative for
older generations, who are largely retired and facing lower laber income taxes
while at the same time receiving social security benefits and Medicare. Thus,
the level of an existing generation's account does not indicate how well or
poorly that generation has fared at the hands of the government. We therefore
focus on the changes in each generation’s account that are induced by

alternactive policies.

I11I. Construction of Generational Accounts

The construction of generational accounts is a two-step process. The
first step entails projecting each currently living generation’s average taxes
less transfers in each future year during which at least some members of the

generation will be alive. The second step converts these projected average



neC tax payments into a present value using an assumed discount rate and
taking Iinto account the probability that the generations’ members will be
alive in each of the future years (i.e., actuarlal discounting for both
mortality and interest).

In projecting each currently living generation’'s tawes and transfers, we
consider first their taxes and transfers in the base year, in thls case, 1989.
The totals of the different taxes and transfers in the base year are these
reported by the National Income and Product Accounts. As described In decail

in AGK (1991), these totals of base year taxes and transfers are distributed

to the different generations according to thelr ages and sexes based on croess
section survey data. These data include the Bureau of the Census’' Survey of
Income and Plan Participation and the Bureau of Labor Statistics’ Survey of
Consumer Expenditures. The distribution of future taxes and transfers by age
and sex is assumed to equal that in the current year with adjustments for
growth and projected changes in policy.

Since the govermment already forecasts the totals of its wvarious taxes
and transfers for many years ahead, the additional work involved in
generational accounting is primarily in allocating these projected totals by
age and sex. Thus, altheough there are a few additional elements and the
requisite projections extend further into the future, generational accounting
uses mostly the same nunbters the government uses, only in a different manner.

The calculations presented here asswre z 6.00 percent real rate of
discount and a productivity growth rate of .75 percent. The rate of
productivity growth is based on recent U.S5. experience. The discount rate is
higher than the rate of return on government cbligations, reflecting the fact

1

" that future government receipts and expendltures are rlsky. The estimates

also incorperate the mertality probabilities embedded in the Social Security
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Administration’s projections of the U,5. population by age and sex. As
discussed in AGK (19%1), the absolute value of the generational accounts is
sensitive to the choice of rates of discount and growth as well as rates of
birth and death. But for many of the questions of interest, such as the
fiscal burden being imposed on future generatiens relative to that being
shouldered by current generations, the results are quite robust to reasanable
departures from baseline assumptions,

As mentioned, inferring the fiscal burden on future generations requires
not only knowing the sum total of generaticnal accounts of current
generations, but also the projected present value of the goverrment's
expenditures on geods and services as well as the government's initial net
wealth position. As described in AGK {1991), the government's net wealth is
estimated in a manner consistent with the govermment sector deficit reported
in the Natlonal Income Accounts. The present value of government expenditures
is calculated by projecting current expenditures inte the future taking into
account those expenditure elements which are sensitive to the demegraphic
structure. For example, our projections take into account the decline in per
capita spending on education that is likely to arise as the school-age
population declines relative to the total population.

Our baseline generationql accounts reflect policy as of 1%89 (prior to
the 1990 budget agreement). They show that a newhorn male faced a net payment
to the government of $73,700, reflecting present values of $85,300 of tax
payments and $11,600 of transfers received. For females, the comparable
figures are $36,400 in net present value, comprising $54,700 in taxes and
518,300 in transfers. The lower taxes for females primarily veflect their
lower rate of labor force participation, and hence lower income and payroll

taxes. The higher transfers reflect both greater female longevity and the



concentration of female~headed households in circumstances of poverty.
Together, Medicare and seclal security account for nearly half sf all
transfers received by males, and over a third of those received by females.

Based on pur estimates of initial government wealth and the prejections
of the effects .of thls baseline filscal policy on existing generations, we find
that, as of 1989, generational policy was out of bhalance in the sense that the
fiscal burden on future generations was 21 percent larger than that on 1989
male and female newborns, whe are assumed to fall under the current policy
regime. As the net lifetime payments newborns are projected to make represent
almost 40 percent of their lifetime incomes, this imbalance in generational
policy translates into an added burden of nearly one tenth of the income of
members of future generations.

An alternative way of measuring how far the current regime is out of
generational balance is the change in any particular fiscal instrument that
would be necessary to bring this 21 percent excess Lo zero — to make the
"new" current pelicy sustainable without further adjustment. Our calculations
suggest that an immediate and permanent increase in the average income tax
rate of 5.3 percent (just under 1 percentage point) would suffice. If,
instead, payroll taxes wore usad to equalize the burden, they’d have to rise
by 7.8 percent, or about l percentage point., Alternatively, a rise in sales
taxes of 10,2 percent (just aver 1 percentage point) or a 14.3 percent rise
(nearly &4 percentage points) in capital income taxes would be required.

While any of these fiscal instruments (or many others) could be used to
provide intergenerational balance, each policy change would lead to a
different burden on current and future generations. The most favorable to the
young and future generations are sales taxes, more of which would be paid by

clder Individuals. At the other extrome, not surprisingly, are payroll taxes.
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Hence, generational balance may be achieved with a range of impacts on

particular generations.2

IV. Generational Accounting and Deficits

The usefulness of generational accounting is immediately clear when one
compares the effects of specific fiscal polices on deficits and generatlonal
accounts, Policies that change the pattern of generabional burdens need not
affect the deficit, while other policies may change the deficit without
affecting the pattern of generational burdems. This is {llustrated by Table 1
(reprinted from AGK 1992), which present simulations of the effects of four
different, but not unusual, pelicies,

The first of these policies 1s a five-year, 20 percent reduction in the
average federal income tax rate, with the tax rate increased above its initial
value after five years to maintain a constant debt—to-GNP ratioc. This policy
would raise the deficit and shift the fiscal burden teo young and future
generations —— not a surprising result, However, the second policy — an
jmmediate and permanent 20 percent increase in social security retirement and
disability benefits financed on a pay-as—you—go basis by increases in payroll
taxes — would induce a quite similar shifting eof fiscal burdens without any
change in the time path of measured defic;ts (including or excluding the
social security system). The third policy involves an equal revenue switch in
tax structure — a permanent 30 percent cut in payroll taxes financed by
increased sales taxes — which, apain, shifts generaticonal burdens without
changing the deficit,

The final policy 1llustrated in Table 1 invelves the elimination of the
discount that presently exists In the price of existing assets as a result of

investment incentives. Removing this discount (as would be accomplished by
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extending the tax treatment of new assets to existing assets) 1s essentially a
windfall grant te owners of existing capital. We assume in the simulation
that this grant 1s pald for by a permanent increase in capital inceme tax
rates, z policy shift that transfers resources from the young {who, on
average, have not yet accumulated significant wealth) to the old {who, on
average, have}.

As the simulations in this section indicate, the generational effects of
a varlety of realistic policies can not be determined by looking at deficits,
We turn now to an examination of several social security énd Medicare policies

which may actually be adopted through time.

V. The Generaticnal Impacts of Social Policies
A. Bocial Security’'s OASDI FProgram

We first consider policies to alter the structure of the DASDI (non
Medicare) portlon of the social security system. As a result of the increases
in payroll taxes mandated by the 1983 changes, this program has in recent
years been running large cash flow surpluses of roughly 100 billion dollars
per year, While these accumulations were planned to help offset benefit
payments in the decades to come, their existence, combined with historically
high payroll tax rates, has lent force ko arguments for reducing payroll
taxes. However, cutting payrell taxes is not, in itself, a full description
of a fiscal policy ~— payroll tax cuts alene would cause a violation of the
government's fiscal balance requirement. A complete pelicy specification alse
requires a compensating change either in net government receipts or spending
{or both). This section presents simulations for four such policies and their

effects on the fiscal burdens of different generations,
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The first of the four policles considered ia a proposal to cut the social
security payroll tax rate over the next three decades and to Increase the tax
rate thereafter. The second pelicy inveolves the same reduction in payroll
taxes (through the year 2020} as in the first simulationr, Lut rather than
raise tax rates after 2020, this policy reduces social security benefits
beginning in that year by the same amount that payroll taxes would otherwise
have increased. The third policy entails the indirect dissipation of the
gocial security trust fund though an increase in govermment spending over the
next three decades equal, on an annual basis, to the social security surplus.
Over these decades funds to pay for the increased govermnment spending are
*horrowed™ so that in 2020 the additional accumulated federal debt is equal in
magnitude te the social security trust fund. The fourth policy is an
immediate and permanent switch from payroll tax finance to income tax finance
of social security.

The first column of Table 2 indicates what reducing and then increasing
payroll taxes will do to the burdens placed on different generations. The
pelicy provides windfallsrto Americans currently alive, with the exception of
the very old and the very young. Those currently aged 30 to 40 receive the
largest windfalls, roughly $3,000 for males and $1,500 for females., These
gains come at the expense of children currently under age 10 as well as future
indjviduals. If all future Americans are treated uniformly, up te the growth
adjustment, their lifetime net payments will rise by $6,100, in che case of
males and 53,000, in the case of females.

Enactment of a policy that promises to raise future taxes to pay for
current tax cuts doesn't ensure that such taxes will actually be raised. The
government might use an alternative method toc restore fiscal balance. For

example, the necessary lncrease in net payments might take the form of a cut
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in social security benefits. Such a polley, depicted in the second column of *
Table 2, reduces by about one third for males and by about two thirds for :
females the gains enjoyed under the initial policy. Females lose relatively
more because their share of social security benefits is larger than is their
share of ﬁayroll tax payments.

The third column in Table 2 shows what happens 1f the federal government
indirectly dissipates the socisl securlty surplus by raising its spending
beyond the amount projected in the baseline generational accounts. In the
simulation, the government continues to accumulate its social security tTust
fund, but it also borrows to pay for additional spending with the annual
amount of the borrewing equal in size to the annual social security surplus.
We assume this process of deficit-financed increased spending continues
through 2020, and that after 2020 the government raises income taxes to pay
interest less an adjustment for growth on the additicnal accumulated official
debt,

This policy has quite different effects from those in the previous
simulations, since, unlike policies that do not change direct government
spending, increases in government spending may eventuate in an increase the
sum of all genmerational accounts., Here, this added burden is borne by all
generations who will be alive to service the extra debt, with the greatest
burden on these currently young and those yet to be born. How this translates
into the net impact on each generation depends on the size and distribution of
the benefits of the added spending. Certainly if the benefits are spread over
only these currently alive, the unborn will lose.

The final simulation in Table 2 shows the effects of a change in the
methed of financing social security benefits. Over the yeaTs some have argued

that the connection between payroll taxes and 0ASDI benefits 1s sufficiently
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weak that there i1s little reason to rely on the payroll tax as a source of
finance. The policy change considered here would replace the payroll tax with
the income tax as the method of finmance, immediately and permanently. While
such a change has been advocated for a variety of reasons, including a desire
to use a more progressive source of revenue, our simulation considers only the
generational effects of the switch, We find that those under forty stand to
win, and those over forty stand to lose, because income taxes are levied on
income from assets as well as income from labor, and older individuals recelve
a bigger share of asset income than labor income.

The generational implications of using general revenue finance to pay
for social security are spelled out in the last column of Table 5. On
average, 60-year—old males and females would be forced to pay $9,600 and
§5,600 more, respectively. Forty year—old males and females would suffer
respective losses of $4,400 and $1,300. In contrast, males and females who
are now age 10 would benefit by more than 3,000 egch. The policy would also
represent more than a $2,000 lifetime net payment break to future generations.

In summary, the results in this table show that one cannot simply analyze
the effects of a cut in payroll taxes — it is necessary to specify what
replaces these taxes. The simulations suggest four possible routes: increased
payroll taxes ln the future, reduced benefits in the future, reductions in
government spending, and replacement with income taxes. Each has its own

effects on the generatiomal fiseal burden.

B. Medicare Policy
Many observers have worried about the rising level of heoalth care costs
in the United States, which spends a2 much larger fraction of GNP on health

care than any other OECD country. After the United States, Canada is the
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ceuntry with the highest per capita health care spending, but the Canpadians
spend almost 30 percent less per person. At present, about 12 cents of every
dollar of U.S. output gees to health care, compared with & cents in 1960. By
the turn of the century the figure is projecred to be 17 cents. and if the
growth of health care is unabated, the figure will reach 37 cents by tha year
2030 (see Darman 1951).

What explains the rapid growth in real per capita U.§. health
expenditures? Since 1960 slightly over half of the growth simply reflects
expanded use of health care services and facilities. Anecther third of the
growth is due to the price of medical care rising relative to the prices of
other goods and services, And the remaining 11 or so percent of health
expenditure growth reflects the aging of tha population., This aging of
smarice will, of course, intensify in the years ahead.

The growth of health care expenditures has potentially enormcus
implications for gpovernment vutlays and the well-belng of different
generations. Consider just the federal government expenditure's on Medicare.
These payments currently constitute 7 percent of total federal outlays.
According to the Office of Management and Budget, Medicare is projected to
exceed 30 percent of the federal budget by 2025. To suppert Medicare at its
current levels alone, either the federal budget would have to prow far beyond
its current level of about 20 percent of GNP or the rest of the hudget would
have to decline by more than 20 percent in real terms.

If Medicare's growth is neot curtailed, how will its additicnal costs he
financed? CGiven its cash—flow accounting, Hedicare, like OASDI, will be
reporting cash-flow surpluses over most of this decade as the HI (health
insurance) component of payroll taxes prows. But by the end of the decade the

higher payrell tax receipts will fall short of the increased Medicare
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spending, leading, in short order, to the exhaustion of the Medicare Trust
Fund.

If and when the HI trust fund is dissipated, ghe government may raise
payrell taxes, or may simply "borrow" from the 0ASI (0ld Age Survivor
Insurance) and DI (Disability Insurance) Social Security trust funds.
Interfund seclal security borrowing has occurred in the past, and would delay
the -eventual need to raise payroll taxes, possibly until the burden of these
higher taxes fell primarily on generations not yet born, According teo
Medicare's actusries, the HI payroll tax may have to rise by anywhere from 6
te 16 percentage polnts, Since the combined employer—employee social security
payroll tax is currently just over 15 percent, the uniohibited growth of
Medjcare expenditures could eventually require a doubling of social security
taxes,

The generational accounts considered thus far were based on the
assumption {perhaps najve} that medical expenditures will grow no faster than
the rest of the economy. In light of the past growth of Medicare, Table 3
considers two alternative growth rates for Medicare expenditures over the
1990's., In the table Medicare outlays in the 1995'5 are assumed to grow at
either a 2 or 4 percent higher rate than the rest of the economy. After the
turn of the century the Medicare growth rate is assumed to egual the economy—
wide growth rate. The 2 and 4 percent growth rates bracket the 2.77 rate of
growth of health gpending in excess of GNP observed between 1960 and 1989.
The 4 percent growth rate 1s consistent with projections of an increase, ovetr
the decade, from 12 to 17 percent in the share of U.5. health care spending
relative to GNP.

For each growth rate there are three alternative finaneing scenarios.

The first is that future generations pick up the entire bill for thils decade's
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projected higher Medicare prowth. The second is that the growth in Medicare
vver the next decade is ultimately paid for by a reduction in Medicare
benefits starting in the year 2020. The third is that this decade's growth in
Medicare is matched, on an annual basis, with increases in HI payroll taxes.

The three scenarics have markedly different implications for both living
and unborn generations. Under the first scenarioc, the burden is entirely
shifted onto future generations; all living generations benefit from the
growth in Medicare, because they don't have to pay for it. Depending on the
growth rate assumed, future gemerations end up paying from 10 to 23 percent
mo?e than in the base rcase. If Medicare growth is 4 percent, the absolute
increase in the hill handed our male descendants is £$19,400; it is $9,000 for
our female descendants. These additional burdens raise substantially the
ratio aof total net payments of the unborn to those of newborns. Rather than
paying 21 percent more than newhborns, futurs generations in the 4 percent
growth scenario, end up paying almost 50 percent more than newborns!

The second scenario, given in columns 2 and 5, indicates what happens
1f, instead of borrowing from the Social Security Trust Fund, Medlcare pays
for its prospective near—term generosity with longer—term (after 2020) bLenefit
cuts. In this case, individuals below age 50 lose, because of the net cuts in
Me;iicare benefits in their retirement, HNote also that teday's older
individuals experience the same large gains from Medicare growth as in the
previous flnancing scenaric for the simple treason that, by assumption, the
projected Medicare benefit cuts don't begin for 30 years.

The third financlng mechanism, which involves annual increases in HI
payroll taxes to pay for the eucess Wedicars growth, is ewplored in Gelumns 3
and 6. This scenaric hurts an ewven larger fractionm of those alive, but has

the smallest effect on members of future generations, whese net payments rise
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bf roughly the same proportien as those for individuals age 30 and under. As
in tﬁe previ;us cases, members of older generatlnns,“who have essentially
retired and ceased paying payroll taxes, enjoy roughly the same gain from Lhe
near—term growtﬁ in Medicare.

Given thé persistent growth of health care costs, one might ask how much
more extreme these results would be if Medlcare spending grew as a share of
GNF not for the next decade But, say, for the next three decades. We repeated
the simulations in Table 3 under the assumption that Medicare grows at a rate
2% or 4% faster than ONP until 2020. Not surprisingly, the burden on future
génerations grows considerably under these assumptions, but the extent of this
growth depends on the policy being simuleted. If Medicare costs rise at a
rate 2% faster than GNP and benefits are eventually cut ¢in 2020), the added
burden on future males would rise from $3,300 to $12.600; that on females from
$1,800 to $6,000. At che other extreme, the "worst case” scenario is when
Medicare grows at a 4% faster rate uatil 2020, and only future generations
pay. In this case, the added burden on future males rises from 519,400 to
$62,100; that on females from 59,000 to $26,200. Given that our baseline
simulations assign future males and females total fiscal burdens of $8%,500
and $44,200, respectively, we see that sustained Medicare growth has the

potential of absorbing a significant share of the government's overall budget,

VI. Conclusion

Ve have estimated that America's policy path, based an current law and
the assumption of balanced growth In government spending, will place a roughly
?1 percent larger growrth-adjusted net tax burden on future generations than it
will place on Americans who have recently been boern, But this estimate is

based on what may be relatively optimistic assumprions: that the social
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securify system’s projected cash-flow surpluses will continue to accumulate
and that Medicare spending will iﬁmediately stabilize as a share of GNP.
Those individuals coming in the future as well as today's infants and young
children could end up paying censiderably more under less optimistic but
reallstic alternative paths for socilal security and Medicare policles.

Specifying a different path for payroll taxes or Medicata caests is not
enough to describe an alternative fiscal policy: one must also indicate how
the government will compensate for either of these changes in order to
preserve lntertemparal fiscal balance. Though we know seme balaneing response
must occur, the ultimata path cannot, of course, be known with cerrainty — we
have considered several alternatives in each case.

The social security policies we have analyzed include short-term payroll
tax cuts financed by leng-term payroll cax increases, future benefit cuts, or
general revenue finance, as well as the dissipation of the impending soclal
security "off-budget” surpluses throuph increased "on-budget™ deficits. Our
simulations for Medicare consider alternative responses to the continued
growth of Medicare expenditures as a share of GNP. The use of generational
accounting reveals, as deficlt accounting cannot, the relative burdens that

these different pelicy responses place on different generations.
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Table 1

Changes in Generational Accounts Arising
from Four Hypothetical Folicies

(prasent value, thousands of dollars)

20 Percent Shifting from Eliminating
5 Yeay Soclal Security Payroll to Sales  Investment
Tax Cut Benefit Increase and Excise Taxes Incepciveg
Males :
Ages
Q 1.9 2.7 1.0 0.9
10 3.2 3.9 -1.3 1.5
20 2.2 5.5 -6.5 2.3
0 -0.3 5.2 -3.8 2.1
40 -2.7 2.4 =7.5 G.2
50 —4.4 -2.7 -3.8 -2.5
60 -5.0 =14.2 0.7 =47
70 ~2.6 -11.9 3.4 =50
80 -1.6 -1.3 2.8 -4.0
Future
Generations 1.9 3.1 0.4 0.2
Eepalec
Ages
o 1.0 1.0 3.5 0.4
10 1.7 1.5 3.2 0.5
20 0.7 1.9 1.5 0.8
30 -Q.2 0.9 1.8 1.2
40 -1.0 -1.0 2.4 0.6
50 -1.9 -4.5 3.1 -0.5
&0 -2.1 -10.0 3.9 -1.8
70 =-1.5 -11.0 3.9 —-2.4
80 -0.9 =7.5 2.8 -2.4
Future

(=1
—
—
1w
=
(=1
—

Generations 1.
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Table 2
Changes in Generational Accounts from Four Social Security Policies

(present value, thousands of dollars)

Immediate Payroll Immediate Payroll Dissipating Switching
Tax Cuts Tax Cuts the from Payroll
Financed by Financed by Social Security to Income
Future Tax Increages Benefit Reductiomns Trust Fund Tax Finance
Males
Apes
0 1.3 0.3 4.1 -2.4
10 -0.2 -0.6 4.0 -31.6
2Q ~2.3 -1.8 2.9 -4 4
30 -3.4 -2.2 1.5 -1.0
40 -3.2 =2.5 0.6 [N
50 -2.0 ~1.8 0.2 8.4
60 -0.7 -0.7 o 9.6
70 -0.1 -0.1 0 7.7
20 0 o a 4.5
Future
Generations 6.1 3.8 5.2 -2.5
Females
Ages
4] 0.6 0.4 1.9 -2.0
10 -0.3 -0.1 1.9 -3.1
20 -1.4 0.6 1.5 —4.,2
3o -1.7 -0.5 0.9 ~2.0
40 -1.5 -0.5 0.4 1.3
S0 -1.0 -0.5 0.1 4.2
&0 -0.4 -0.4 0 5.6
10 Q 0 0 4.8
80 0 0 0 2.2
Future

=)
5]
~
k2
=

2.

he

Generaticns 3.
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Table 3
Changes in Generational Accounts from Medicare Pollcies

{present value, thousands of dollars)

2 Percent Growth Rate 4 Percept G ate
Future Eventual Pay—-As— Future Eventual Pay-As
Generatlions Medicare You—Go Generations Medicare You—Go
_Pay  PBepefit Cut Finance __Pay = PBepefit Cut Finance
ﬂaleg
Ages
] -0.2 0.1 1.6 =0.5 0.3 3.4
10 -0.4 0.2 2.1 -0.9 0.5 4.6
20 =0.6 0.4 2.3 -1.4 0.8 4.9
30 -1.9 0.7 1.6 -2.2 1.6 3.6
40 -1.6 0.1 0.4 =3.5 0.1 a.?
50 -2.7 -1.9 -1.6 -5.% —4.,2 -3.5
60 -4 .2 4.2 -3.9 -9.2 -9.2 -8.5
70 ~3.6 -3.6 -3.5 -71.7 ~7.7 -7.5
[:14] -2.0 -2.0 -2.0 —4,3 -4.3 -4.3
Future
Generations 8.9 3.3 2.0 19.4 7.1 4.3
Females
Ages
0 -0.3 0.2 0.7 -0.7 0.4 1.5
10 -0.5 0.3 0.9 -1.2 0.7 1.9
20 =0.8 0.5 0.7 -1.8 1.1 1.5
30 =1.3 0.9 o -2.% 2.0 [
40 ~2.1 0.3 -1.2 ~4.7 0.6 -2.6
50 -3.5 =-2.0 -3.0 -7.8 =4,5 -6.6
60 -5.5 =5.5 -5.3 -11.9 -11.9 -11.6
70 —4.9 —h.9 —4.,9 -10.7 -10.7 -10,6
890 -2.9 -2.9 =-2.9 -6.2 -6.2 -6.2
Future

N
-
o
o
o
w0
o
w
oa
-
0

Generations 4.
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las we discussed in our 1991 paper, the asppropriate discount rate to use
depends on the risk characteristics of the flows being discounted. (A similar
point has been made by Bohn 1991). If govermment receipts and expenditures
were roughly proportional to aggregate fluctuations in income, then the
private sector discount rate, measured by the real before-tax rate of return,
would seem the appropriate discount rate to use. We use a somewhat lower rate
to reflect the existence of countercyclical government policy. In principal,
one would also discount separate components of expenditures and net receipts
using different rates,

25ec AGK (1992) for further discussion,



