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Until recentdecades, garnment fiscal posithtns were rarely in
deficit, except in exceptional circunesices, such as wars or severe
economic downturs. Debt that was acenulated in those periods
was usually repaid promptly afterwahdbudget surpluses were
run in order to do so. Thistaation changed in ost industrial
countries at some point in the postwar period—a peaisd char-
acterized by increasing shares of government spending in GDP. To
a large extent, these irgases in gnding have resulted from mas-
sive expansions in the “welfare stategtably in governrant health
care expenditures,uplic pensions, and to lasser extentincome
support for the poor. Though the shargofernment revames also
rose strongly in this period, increases weresufficient to balance
budgetsand indistrial countriedhave run persisterteficits over
the past two decades or so. Moddustrial caintries haveexperi-
enced substantial increases gbttto-GDP ratios in recent years.

The reasons for the increase in government spending unmatched
by revenue increases are complex, andmalrar of hypotheses have
been put foward. Clearly, tere was ahange in view concaing
the role of the state, no doubt partly the result of the unemployment
andhardship suffered during the Great Depreissand facilitated
by the extension of government powers needed to fight the Second
World War. The Beveridge Report, prepared in Britain during the
war, was epresentative of that change in views, and influenced the
commitment in theUnited Kingdomand elsewhere to limit the
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extent of unemployment, to alleviate poverty, and to prosabeal
services to the general population. In many countries, provision of
extensive pblic health carevas intraluced after the war (though

not in the Unitedtates, or until theate 1960s, in Canada&overn-

ment services seem to be a superior good, so that rising prosperity
levels in the 1950s and 1960s led to increasing demandsverry

ment speding in order to sg@ad theadvanages of gowth to the

less fortunate—the poor, the sick, and the unegguo

The prevailing view that government deficits were saggul to be
excegional occurences was also changing. Keyn@eneral The-
ory opened the door for the Keynesian practitioners in government
to recommend “functional finance,” that is, tnee of deficit spend-
ing to iron out cyclical fluctuatins in theeconomy. However,
sizable and persistent deficit spending only started in the 1970s,
when the influence of Keynesianism was waning. Part of the expla-
nation is that the early 1970s saweadkdown of the Bretton Woods
system of infrequently adjusted exchange radgspwhich had
exerted some diggline on fiscal pdties. The deficits may also to
some extent be the result of a decline from the very high levels of
postwar growth in the 1950s and 1960sci8b programs that
seemed to be affordable fhe high-gowth years werseen not to
be so after productivity growtslowed in the early- to mid-1970s.
Also, the rise of inflation during the 1970s, whiafas not fully
anticipated, helped to erode ratios of public delmaional income
and tended to push up revenuewler progressive tax systems,
thereby offsetting some of the fiscal deterioration that wotlidre
wise have occuad. The eduction of inflation in the 980s and
1990s and the general irase ineal government borrowg costs
reversed these fefcts and unmasked the true extent of the fiscal
deterioration.Most recently, as public awamess of the deficit
problem has grown,ayernments in several industrial countries
have begun to move to rein ublic deficits. However, inertia in
the political proceshasmeant that the deficit problehas yet to be
addressed satisfactlyrin most countries.

Indeed, it is clear that crent trends are unsustainable. Despite
attempts at deficit reduan, and gvernment revenue levels that in
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many countries appech or exceed 5percent of output, debt-to-
GDP ratos continue to ise. Moreoverthere are wolisome trends
that will tend to widen de€its further if leftunchecked, rather than
reduce hem. First, health care costs are growing faster thgubu
in most countries, coribiuting to inceased goernment spending
everywhere, despitdiff erences in the extent of public health care
offered in varouscounties. Secondpublic pensiorsystems have
typically not accmulated sufficient assets to provide existing bene-
fit levels to the baby-boom genem@ when it etires, without
contribution ate increases$ncreases in the pportion of elderly in
the popuation will put further upward pressure oedith care costs.

It is clear that major measures are needed to rein igroveth of
government spending on health care and on pensionitseséaice
the high levels of taxation alreadyopide disincentives to employ-
ment in a number of industrial countries.

To date, most developing couiets have not mvided the level of
social servicethat prevail in industrial countries. Thisis consistent
with the notion of government seces as auperior good. Itis also
true that underdeveloped taystems have not perttad these
governments tancrease gosrnment spending tondustrial country
levels—at least not ithout running into finaning constraints on
deficits. It is nonetheless true that developing countries, like indus-
trial countries, are now typically running sizable government defi-
cits as ratios to GDP.

The challenge for developing countries as they become wealthier
will be to respond to rising demands for various social benefiile
avoiding theexcessive growth of gevnment spending that now
afflicts industrial counies. This will be especiallymportant since
aging populations will in the future put upward pressures on health
care and pension expenditures—although theaae=age of devel-
oping country populationwill still be significantly lower han in
industrial countiesuntil well intothe next century. It is to be hoped
that the developing countries will learn from the mistakes of the
latter,and will utilize alernativemeans for meeting the social needs
of aging populations whout the heavy reliance gpay-as-you-go
systems of social exgmditure that have generated severe budgetary
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problems in most of thendustrial countries. It is important that
developing countes get an early att on mechanisms forgater
funding of future pension benefits both amaans to boost saving
to finance necessarwplic and priate investment and in order to
avoid the political dificulties thatgenerally accompany efforts to
reform pay-as-you-go syans once they have becomerenthed.

A number of studietave detailed the radical change in fiscal
policiessince the war, for instance the various chapters of Boskin,
Flemming and Gorii, eds. 1987); Buclanan, Rowley, and Tollison,
eds. (1987); Arow and Boskingds. (988);and Baltassari, Mun-
dell, and McCallum, eds. @93); among many otrs! The present
paper attempts to psent a broad survey of the gmr-termdevel-
opments for a few of the larger advanced cdestrand more
detailed data for both industriahd develping countres over the
past few decades, tracing the smes of the egenditure increases
and assessinfpe magnitude of the deficit prism.

The plan of the paper is as folls. Thenext section presents
long-term chta for the mjor industral countries, hjhlighting the
break in ehavior as concerns deficits and debt. The third section
looks at the components gbvernment expernire, focusing on
social spending and tloauses of itfcrease in recent decades. The
fourth section considers the effects of @ibn and growth on
debt-to-GDP ratios. The fifth section presents evidence that current
trends in industrial courig's are not sustainbd) since pulic debt-
to-GDP ratiosare rising and health care and pension plan deficits
are forecast to widen furtherder current policies. The sixskection
discusses what needs to be doneartain the deficitsand surveys
recent intiatives in the major idustrial countries. The seventh
section discusses dewpiments in developing courds and consid-
ers the lessons for them suggested by theedance ofindustrial
countries, whilghe eighth section concludes.

Long-term trends for selected industrial countries

The norm of fiscal rectitude that preled until themiddle of this
century in most countries demanded that government budgets be
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Chart 1
G-7 Countries Excluding Germany: Central
Government Fiscal Position 1830-1994

Percent of GDP
2

10- Japan ; 2

:.;-u.‘&‘f,u‘.é, !A »
France

-10-

United States
_20_

-30—

40~

United Kingdom f

500 il el s s b s e e wse e wsssee b s wesse b wes wa b
1830 1850 1870 1890 1910 1930 1950 1970 1990

Sources:U.S. Department of Commercgl975), Mitc hell (1980), Mitchell (1983), Japan Statistical
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balanced except in exceptionaratimstances. And, for practical
purposes, they were balanced, except mainly in the two World Wars
and the Great Depressiérindeed, public opiniomwas stongly in
favor of avoiding deficits; Franklin Roosevelas elected in 1932
after a campaign that attacked the Hoover Admiaiigin for reck-

less spending, since it had rdeficits for three years in a roiw.

Chart 1 presents central government defdata for the G-7
countries (except Germany). In the nineteenth century, fiscal posi-
tionsfluctuated naawly around zero in most years. The war periods
can be atarly identified: the widening U.S. deficits during the Civil
War in the early 1860she effects of the 1870-71 FremPrusian
War on France, and the gmalized efécts of thel914-18 and
1939-45 wars (Jagnese data are missing for soneans). Since the
Second World War, there is a discernible downward trend in fiscal
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Chart 2
United States, Ja@n, United Kingdom, and Canada:
Central Government Gross Debt, 1860-1994
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positions—especially accentuated in Italy, amoderated idapan
(U.K. data show ppater fluctuation, with surpbes as well as
deficits).

The result of the prevailing policy of fiscal rectite was that the
wartime accumulation of government debas run down in the
subsequent years. Chart 2gggovernment debt-to-GDP ratios for
some of the major countries. In the Unitedt8s, piblic debt, which
had been nedlible before the Civil War, rose to 40 gent of GDP
in 1865; it declhed nearly continuously in subsequéatades, and
by 1914 it was again ategligible levels. The debt ratio rose once
again to 40 percent as a result of the First World War, had been
reduced to 20 percent in 1929, these slarply as a result of the
Great Depression and the Second World Veaching a peak of 120
percent of GDP in 1945. However, from 1945 to 1980, the debt ratio
declined steadily, to some 38 percent of GDP in the latter year. Since
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1980, the debt ratio has however risentoarously, the firsexpe-
rience of a peacetimiauildup that did notorrespond to a severe
contraction of output or other exceptional circuamstes.

Other countries have had similar experiences. Japanese debt
accumulation during the 1905 war with Russia and subsequent arms
buildupwas eversed during the next decade. The vegh level of
debt reached during the Second World Was partially abbgated,
and the reraining stockwas virually eliminated by 1960. There
followed a period okteady bildup, which like the United tates,
wasthe first extended period gbvernment debt accumulation that
could not be linked to wartime or demsion. Canada and thaitéd
Kingdom also exhibit theame jattern of buildup in wartime and
during the initial years of ther®at Depressin, but theseountries
had succeeded iWwering their debt-to-GDP ratios by the start of
World War 1l. The United Kingdom had the largéstrease irdebt
ratio during the war years, and also the longest period of decline,
with a rising debt ratio only a feature of the last few years. Canada
has hadncreasing debt rats since the mid-1970s, from 4@ngent
of GDP then to almost 100 percent at present.

The experence ofwartime debt accumulatiazan be ationalized
on the basis of tax smtiong arguments (Barro, 19Y. Balancing
the budget in theafce of thesharp incease in gvernment spending
in wartime (Chart 3) would require very high tates, and these tax
rates would discourage labor supplgi at the time that the country
most needed theffort of its ciizens to produce armaments arftby
goods to support the waffort. Indeed,governmentevenues as a
proportion of GDPhave been much less vatle than expenditure
ratios (Chart 4). The United Kingdom stands out asumtry with
much larger revenue increases in tee@d World War, but also a
much higher ratio of government spending to GDP.

It is also clear that since 1930 there have been trend increases in
the shares of both expenditures and revenuesiiput—Ileaving
aside the war year€harts 3 and 4). Durinipe previous 100 years,
thesecountries’ central govement spending ratios rarely exceeded
10 percent to 15 percent of GDP. In the United States, federal
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Chart 3
G-7 Countries Excluding Germany: Central
Govenment Expenditure, 1830-1994
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spending was even under 5 percent of GDP for the ep¢iried
1868-1914. These spending ratios rose somewhat between the
wars, but then showed almost continuous upward trends from 1950
onward—most noticeably in the United Kingdom ately, where

they rose tmver 40 pecent of GDP. For thetber counties,central
government spending is now about 20 percent of GDP, though
general government spending is a considerably higher fraction of
GDP, especially for those countries with federal systems.

The sources of increases in government spending and deficits

More detailed data allow a better understanding both of the extent
of government involvement in the economy and the sources of the
spending increses. Bble 1 gives data for a widdefinition of
government, namely general goveremb, which ncludes central as
well as lower levels of government (but excludes state-owned
enterprises, which are imgant insome countries). The extent of
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Chart 4
G-7 Countries Excluding Germany: Central
Government Revenue, 1830-1994
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theincrease igovernment spending as a ratio to GDP in thé193
period—ess than two decades—is remarkable. Forcalintries
except théJnited Kingdomthe share ofjovernment spendingse,

and in Canada, Francéally, andJapan, itrose by 8to 11 pentage
points of GDP. Four of theountries (Germany, France, Italy, and
Canada) had spending ratios in 1993 that exceeded 50 percent of
GDP, while the figure for the United Kingdomwas almut 45 percent.
Japan and the United States have ratios of about 34 percent.

Over the 195-93 peiod, increases in expenditure camainty
in social security. Social security spendimge in allcounties as
ratios to GDP, byamouwnts ranging from1.5 percentagepoints
(United States) to 6 perdage points (France). The average increase
in this ratio* wasabout 3.5 percentage mts of GDP. Incontrast,
theother categories of spending did sBbbw large changes asratios
to GDP, though typically, dehise spnding and geernment invest-
ment declined and interest expenditurse.
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Table 1
Major Industrial Countries:

General Government Expenditures by Category, 1975-93
(In percent of GDP)

Expenditures
Unemploy-
Social ment Invest-
Country Year Total Security  Benefits  Defense Interest ment
United
States 1975 33.5 8.4 11 57 24 29
1985 33.2 8.9 0.4 64 49 22
1993 34.5 10.1 0.5 48 44 22
Japan 1975 26.8 5.9 0.1 .. 12 91
1985 31.6 9.5 0.4 09 44 6.7
1993 34.3 11.1 0.3 09 38 86
Germany 1976 48.8 18.9 1.2 .. 16 35
1985 48.1 18.8 13 .. 3.0 23
1993 50.4 21.3 2.0 1.7 33 27
France 1975 442 17.4 0.4 33 12 45
1985 52.5 22.1 1.0 31 29 34
1993 55.0 23.6 1.6 27 3.7 3.9
Italy 1977 38.6 .. 3.6
1985 51.4 0.7 21 80 3.0
1993 57.2 0.5 15 120 3.2
United
Kingdom 1975 45.2 8.8 0.4 48 39 84
1985 44.6 11.6 1.9 50 49 36
1993 44.1 12.2 2.0 38 29 29
Canada 1975 39.9 3.1 1.8 16 38 37
1985 46.8 4.2 21 20 84 27
1993 50.8 4.8 25 17 92 22

SourceWorld Economic Outloolata base.
public investment in the national accounts.
2Data refer to western Germany through 1989, united Germareafter
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A more detailed look at data for the Unitectes showshat the
large incease in the share of gernment spending in output since
1902can be linked tancreases in the shares of guxial security
system (“insuance trust ependiture”) in totagovernment spending
and, to a lesser exteggneral expenditure on public welfare (Table
2). Indeed, “insurance trust” spding rose from 0 to 22 percent of
the fedeal, state, and locdludgetsover that ped, while pblic
welfare sgnding pse from 2 parent of total government spending
to 8 percent.

Itis important to try to understand the causes of this generalized
increase irgovernment spendingnd inparticular social spending.
Part of the explanation is that thesas a change in attitude con-
cerning the role of government in the economy andnied to
balance budgets. Rowley (1987a), for arste, has argued the
generation that came ageafter the First World War tmed its back
on Victorian values, which included budget discipline and reliance
on the gold standard. The social cost of widespread unemployment
during the Great Depression led many to look for greater govern-
ment intervention in the form of stimulative fiscal s to main-
tain employment and transfer pagnis to alleviate theistress of
those who were poor or un@hoyed. It couldalso be that the
extensive government intervention during the Second World War,
including care for the welfare of mitins of men and women in the
armed forcesppened the door to large-scale government social
programs after the war.

John Maynard Keynes formalized the argument in favor of
increased government spending to supplenmsifficient aggre-
gate demand in th&eneral Theory of Employment, Intet and
Money Keynes'influence led his disciplesto advocate increased use
of government spending for cyclical purposes. For instance, Abba
Lerner argued that insad of “sound financebalarcedbudgets),
the government should practice “functional finance,” adjusting spend-
ing and taxation in order to maintaduitput at its full employment
level. In princple, such a policy need norquuce government
deficits on average, or even a trémctease in governant spending,
just more (countercyclical) fluctuation in spending and compensating
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Table 2
United States: Fedeal, State, and Local Expenditure,

by Function, Seécted ears, 1902-92
(In billions of dollars and in percent of total)

Insurance

Trust
Year  Total General Expenditure Expendituré Other?
Hospitals
Public  and
Defense€® EducationWelfare Health Interest
1902 166 0.17 0.26 0.04 0.06 0.01 (—) 1.12
(10%) (16%) (2%) (4%) (1%)  (—) (67%)
1913 3.22 0.25 0.58 0.06 0.11 0.17 0.01 2.04
(8%) (18%) (2%) (3%) (5%) (—) (63%)
1922 9.30 0.88 1.71 0.3 0.25 1.37 0.08 5.00
%) (18%) (1%) (3%) (15%)  (1%) (54%)
1932 12.44 0.72 2.33 045 0.58 1.32 0.17 6.87
6%) (19%) (%) (5%) (L1%)  (1%) (55%)
1942 4558 26.56 270 1.29 0.72 1.59 0.99 11.7
(58%)  (6%) (3%) (2%) (3%)  (2%) (26%)
1952 99.85 48.19 9.60 2.83 3.20 481 5.49 25.7
48%) (10%) (3%) (3%) (5%)  (5%) (26%)
1962 176.2 55.2 228 5.15 6.13 9.17 21.6 56.2
31%)  (13%) (3%) (3%) (5%) (12%) (32%)
1970 333.0 84.3 558 175 13.6 184 48.5 94.9
@5%) (17%) (5%) (4%)  (6%) (15%) (28%)
1975 560.1 93.9 950 394 24.9 33.8 109.2 163.9
(17%) (17%) (7%) (4%) (6%)  (19%) (29%)
1980 958.7 1495 1438 746 43.3 76.0 1994 2721
(16%) (15%) (8%) (5%) (8%) (21%) (28%)
1984 1,428.1 248.0 1886 884 59.3 1379 304.7 401.2
(17%) (13%) (6%) (4%) (10%) (21%) (28%)
1992 2,487.9 3145 3536 2020 118.8 255.0 5450 699.0
(13%) (14%) (8%) (5%) (10%) (22%) (28%)

Source: U.S. Bpartment of Commerce (1975, 1987, 1994).

lIncluding employment retirement, unemployment compemsatid age and survivor’s

insuranceand other.

20ther general expenditure plus “utility and liquor stores.”

Plus international relations.

4on general debt.
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Chart 5
United States: Federal Deficit, 1950-1994
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movenents indeficits. Inpracice, however, Rowleyl©987b) argues

that the involvement in goverrent of interventionistsecessarily
increased the size of gernment. It is true nonk¢less that the
tendency to persistently large deficits did not occur in gyalhy of
Keynesian influence (in the United States, tiss aguably the
Kennedy Administration of 1961-63), but emerged after 1970, when
Keynesian ideas were clearly tanger as fashionablend when
Democratic president&rguably more infienced by Keynesian
views) had been repted by RepublicanéChart 5). This éads
Anderson (1987) to arguthat the Keynesian revolution has prob-
ably contributed to large federal deficits but did not cause them;
instead, he points to theayth in uncontrollable transfer spending

to individuals. Anaher factor hat changed in the early 1970s was
the breakdown of an international monetary system based on infre-
guently changed pegged exchangtes. Lailler (1987) argues that
the Bretton Woods system imposed budget discipline omdhe

U.S. countries, so that its abandonment weakened the resistance to
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deficits. In paticular, he poits to the “stop-go cycles” of the United
Kingdom before 1971, when risingportsassociated with excess
demand led to budgetary restion in order to limit fscal and
balance-of-payments deficitshis constraint disappeared—or at
least was perived not to be as important—when Britain moved to
a flexible exchange rate.

Another intellectual continution to the change in attitude to
government spending for social traeisf was the Beveridge Report,
published in 1942 in the United Kingdom. This work advocated an
extensive eform ofthe provision of social services and influenced
the creation of the “welfare state” in that country. However, it is
farfetched to suppodbat the deas in théBeveridge Report were
the reason that other couies also bought in far-reaching exten-
sions to their social security pr@gns. Cearly, therevas a similar
shift in what the public expected the gomment to provide in the
way of services, and this shift was probably related to the general-
izedexperience of the @Gat Depressioand the Second World War.
The attempt to extend into the postwar period thielaaty that had
united employers and workers during the war led in continental
Europe to the creation ofade-financed social securisystems that
were administered by the “social partner$iatis, the trade unions
and employers’ federations).

However, and as documented above in Tabkedrehave been
largerecentincreases in social security spirg, thatis, sincel975.
Therefore, other explanatis are needed for it®ntinued increase.

It seems that social spding needs to be cordred a superior good:
with rising income levels, the demand for social sssiincreases
more than propdionally with income. Richer counites consider
that they can afford to extend to the generglysation generous
health care and pensidrenefits, and to provide a social safety net
for those who are ratively poor or unemployed.

Anotheraspect of the growth in social spendindghat benefits
became “entitlemds” or acquis sociauxandtheir administration
became increasingly divorced from the normal budgetary proc-
ess? It is clear that in awmber of countries the public attide in
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favor of socialtransfers harened to the exterthat it was very
difficult to resist maintaimg, andeven increasing, social epding
benefiting varous portions of the populan. In some cantries,
notably the United States and the United Kingdom, benefits for the
poor and the disadvaaged have enjoyed less general political
popularityand protection, and thesetefitshave been scaled back

in some instances. However, widelystibuted public benefits,
especiallypensions angublicly supported health care, have enjoyed
strong political support virtually evemhere and not only among
the immediate beneficiaries dfdse programs. In the casebehe-

fits for the aged, the sense“ehtitlement” has beendstered by the
idea that benefits received during retirement have been paid for by
contributions to social insurance programs during an individual’s
working years. The fact #t, formost presently retired individals,

the value of bendsk is seweral times the fair value of contributions

on an actuarial basis does not seem to have netehrdd thisense

of entittement. In any eant, once a geralsense of entitlement to
receive social benefits has become established, it has provedto be
very difficult politically to scale back these benefits.

Population, productivity, and inflation

The sense of‘entitlement” to many sociabenefit progams has
also nteractedwith a variety of miscalculédns in a manner that has
contributed significantly to the growth of public spendary of
public deficitsand debt ratios for the induil countries in the
postwar era. There hagén a ratheting-up process whereby mis-
calculationshave led to bnefits that turned out to be significantly
more expensive than originally envisaged but proved difficult to
restrain because of an establisisethise oentitlement. Themain
elements in these miscalculatis have been the increase in life
spans and decline in bimtatesthe general slowdown in prod usity
growth, the rapid rise ireal health care costs, increasing stovait
unemploynent, and the general upsurge and subsequent slowdown
of inflation.

In all industrial countes, life expectancy has risen sigoéntly
in the postwar era and the age etirementhas gnerally declined.
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The combned impact of these changleas been tincrease very
substantially theost ofpublic benefits fothe aged. To aimportant
extent, these ineases in costs were not igigated, and could not
have been fully amntipated, at the time when the basic parameters
of public benefit programs fahe aged were established and the
sense of entiément to these benefitgasdeveloped. In a number
of countriesparticularly in Euppe, this poblemwasexacerbated

by increasing incentives faarly retirement that were dartaken
partly in the mistaken belief that this would expand jopaypunities

for younger workers and thereby dimsh unemploymerf.

The industrial countes also geerally experienced an upsurge
and subsequent slowdown in birthrates in the decadesvialy the
Second World War, although the timing differed somewhat across
countries. Intially, higher birtlrates meant increased pressures on
public spending, particularly on education, to support a larger depend-
ent population of young people. By the 1970s, however, the actual
and prospective entry of many new workers into the labor force,
together with the prospect of a relatively smaller number of retired
workers reflecting the lower birthtes of thenterwar period, helped
to make relatively generousiblic pension sysims and ther public
benefits for the aged appear more affordable. More recently (as
discussed furthdselow), ithasbecome apparent that the decline in
birthrates after the postwhaby boom will imply large increases in
the relativesize of thedependent aged population industrial
countries in the first part of the next century.

Misperceptions about thehger-termcosts of systems of public
benefits for the aged were probahblgo abetted by the financing of
many of these systems on a ppeg-as-you-gbasis. For bdgetary
purposes, thesgystems wereiewed as in financial balance pro-
vided that current benefit payments were matched by current social
chages (nainly in the form of payrolltaxes). The dnger-term
financial implications of continuing commitemts to povide bene-
fits were not made transparent, and the public was not encouraged
to think about these implicatins. Even in systentlat were at least
partially fundedsuch as the U.S. socisécurity system, the level
of funding terded tofall behindchanges in demagphic tends and
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other developments. In 1983 whs necessary to “rescue” the U.S.
social security trust fund from the prospechefir-term insolvency
by legislating substantial aneases irpayroll taxesand a delayed
and gradual increase in thetirementage for full benefitd. It now
appears that this é&scue” was noenough and that further adjust-
ments in revenues and/or benefits will be need&dep the system
“solvent” after about 2030.

Another significant source of miscalculation timatscontributed
to the unexpected rise in efdiment spending has clearly been the
substantial increase in the cost and quantity of publicly stggo
health care. As documented in Table 3, indexes of bothdiuene
and cost of health care have risen significantly for muodtstrial
countriessincel980. For most of these countriespficly provided
and publicly supported healtbare predominates forast segments
of the population. Ithesecountries, lndgetary pressures from rising
health careosts havgenerally been resisted by efforts to limit the
growth in the spply of health care, but the outcome has still been
rapid inceases impublic health care expenditures. In the United
States, the sitationhasbeen different, with public @port for health
care limited pnmarily to theaged and to the poor. Neverthelessh
little effective market discipline to contain the risiogsts of and
the rising demands for health cabeth private and public expendi-
tures for health care have risen rapidly relative to GDHRsE
massiveincreases in théudgetary costs of publicly supped
health care, which were not foe=n when the major progm for
health care for the aged was established in 196 heen the most
important factor conthuting tothe growth offederal spending in
recent years.

On the other hand, demands for some categaf piblic spend-
ing have generally declined over the posterar. ending on public
educaton, which rose relative to GDP as thaby-boom generation
passed tlough schoolhasdeclined somewhat in recent years.
Spending on national defise has also been in general decline as a
share of GDP. Specifically, for the Unitedagdts, defense spding
ran at about 10 percent of GDP in the 1950s and returned to about
this level at the height of the Vietnam Warhién fell slightly below
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Table 3
Selected Industrial Countries: Volume and Price of

Household Consumption of Health Care Reltive to GDP
(Increase, 1980-92, in percent)

Volume Relative to Price Relative to
Real GDP GDP Deflator
Australia 22 —
Austria 3 25
Belgium 10 10
Canada 5 28
Denmark 12 5
Finland 13 32
France 60 -18
Germany 13 4
Greece — 18
Ireland 17 46
Italy 39 10
Japan — 8
Netherlands 27 -17
Spain 21 -3
Sweden 36 15
Switzerland 16 6
United Kingdom 54 15
United States 11 38

Source: OECD National Accounts.

5 percent of GDP by 1980, rose to ab6ui percent during the
Reagan buildup, and has fallen to about 4 percent of GDP with the
end of the Cold War. It has sometimes been argued that the decline
in the share of dehsespending during the 1970s fataked the rise

in social spending by making room for such spending without
raising taxes. This gument, however, has limited relevance outside
of the United States where the reduction in the share of defense
spending was auparatively smaller.

A factor of more general importance for the industrialrdgoies
(and somewhat less so for thimited StatesWas thesignificant
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slowdown in economic growth after the eatl970s. As indicated

in Table 4, during the 1950s and 1960s, ithdustrial countries
generally enjoyed a period of rapid real economic dinpespeally

in Japan and continental Europe. Projections based on this expe-
rience supported the conclusion that relatively geungrpublic
pension schemeuld be supported with reasonable contiiiu
rates from the employedpulation. Sice the earl{970s, however,

the industrial countries have generally experienced a significant slow-
down in real gowth rates; and this has irhed that substantially
higher contribution ates would be required tsupport estblished
entitlements concerning public pewsis® More generally, it has
meant that a wideariety of expectationsoncerninghe real gowth

of both private incomes and public services have had to confront
the reality of slower growth of real resources to meet these
expectations. The growth of public sector deficits may partly reflect
the failure of the political system to successfully resolve this
confrontation.

Another development thhfas contibuted significantly to the rise
of social welkre spending since trearly 1970s is the large and
persistent inaase in suctural unemploymentat has occurred in
most industrial couniies (with the nadble exceptions of Japan and
the United States). Iparticular, during th&950s and 960s, unem-
ployment rates in the cmtries of Western Europe generally ran in
the range of 2 percent to 3 percent, whwasmarginallyabove the
average unemployment rate in Japan and distinctly below the aver-
ageunemploymentate of about 5 @rcent in the Unitedt8tes. The
generally low and relatively stable inflatioates of this period
indicate that heseaverageunemploynent rates were close to the
“natural mtes” ofunemploynent for these countries. During the past
two decades, the averageemployment ratkas emained very low
in Japan. In th&nited Statesleep recessions in the ml®70s and
the early 1980s helped push the avenagemploymentate up to
6.5 percent, while rost estimates of the natl rate indicate an
increase toabout 6 percent. In most of Western Europe and in
Canada and #strala, the increase in unemployment rates has been
much greaterand esinates of naturalates ofunemploynent are
generally very high, in the range of 8 percent to 10 percent.
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Table 4
Five Major Industrial Countries: Rates of Inflation,
Real Interest Rates, and Real Gowth Rates, 1955-94
(Averages in percent per annum)
1955-59 1960-69 1970-79 1980-89 1990-94
Inflation (GDP Defhtor)
United 2.9 2.7 7.0 5.2 3.1
States
Japan 3.0 5.7 8.1 1.9 1.3
Germany 2.9 4.1 5.5 3.0 3.5
France 5.0 4.2 9.4 7.1 25
United 3.9 3.6 12.9 7.5 4.5
Kingdom
Real GDP Growth
United 2.9 4.1 2.8 25 2.0
States
Japan 8.0 10.5 5.2 4.0 2.1
Germany 6.6 4.8 3.1 1.8 2.5
France 55 5.7 3.7 2.3 1.2
United 2.3 3.2 2.4 2.4 0.8
Kingdom
Real Long-term Interest Rafte
United 14 0.8 -0.2 6.7 4.2
States
Japan 0.3 1.0 5.0 3.9
Germany 2.6 2.3 3.3 4.6 4.2
France 0.8 04 -1.7 7.1 5.9
United 2.4 1.2 -2.0 57 4.7
Kingdom

INominal rate minus realized inflation rate over followingefars; for 1990-94, minus

actual inflation.
21966-69.
31956-50.
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The causes of the increase irustural unemployment countries
are undoubtedly complex and not fully undecst. Nevetheless, it
is clear that important conhuting factors in mny countries have
been relavely genepus benefits for unemployed wkers that
diminish incentives for work, high levels of minimuwages and
taxes or social chargésat make it expensive to employ less-skilled
workers, and a wideariety of social pticies andlabor pracices
that impair the efficient functioning of labor maik. Rising levels
of structural unemployment probably partly reflect a general wors-
ening of policies in thesareas since earlier in tipestwar era. They
probablyalso reflect a gradual adapion of habits and social norms
to existing policies thatasnot anticipated when these policies were
establshed. Foexample, relatively geneusunemployment bene-
fits may make sense anaviolve little cost when thevork ethic is
strong and the social stigma oilg-time unemployment isiense,
but the adverse effects of generous benefits may gromdasdual
habits adjist to therelevant economic incemés and associal
attitudes adapt to a generally higher level of upleyment. In any
event, rising levels of dictural unemploymertiave had adverse
budgetary effects—both because of the direct costs of benefit pro-
grams for theunemployed andbecause of lost tax revenudhat
would nothave been aitdipated on théasis of theexperience of
the 1950s and 1960s.

A final general economic factor that has influenced the develop-
ment and distorted perceptions of governmentoaitsfiand debt
ratios has been theehavior of inflation during the postwar era. The
past five decades have been an era of generally risingspiin
contrast to thdong-term stabity of the price levethat prevailed
under the metallic monetary staards during the preceding two
centuies. Indeed, in the United States, which hgseernced one
of the smallest increases in consumer prices armahugtrial coun-
triesduringthe past fifty years, theageral pice level hasieverthe-
less isen by about 700 perceht.

One of the consequences of postwaraitidin has undoubtedly
been to reduce the real valuegafvernment indebtetkss, alhiough
this effect was weakned and then partly reversed as expectations
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of inflation caught up with and then somewhat exceeded actual
inflation. The experience of the United Stateflustrative of qualita-

tive features of these phenomena more generallyhioindugrial
countries. In the decadelfowing the Second World %/, consumer
prices rose by about 50 percent, with most of this increase coming
between 194%when wartime gce controls were still in effect) and
1951 (after the initial upsurge of prices at theibeipg of the
Korean War). Inflation of this magnitude may moiw seem particu-
larly rapid in light of the experience of the 1970s, but it was a sharp
departure from the normal pattern of postwlaflation following
wartime inflation hat occurred after both theS. Civil War and the
First World War. Indeed,aflation andeven the eturn of depression
were widely anticipated after the Second World War. Moreawi,

the accord beteen the U.STreasury and the Federal Reserve in
1951, U.S. moetary policywas cevoted primarily to keeping inter-
est rates on the gernment debt very low. fis was a ronetary
policy that both fueled and accommodated the postwar inflation.

The impact of this inflation on the real value of tkeedral debt
wasvery great. In nominal tens, the grosssfderal debt in 1945 was
$260 billion and wasqual to 123 percent of GDP. In 1955 nominal
gross ederal debt had risen slightly to $274 billion (reflecting a
small cumulative federal deft) but had fallen to 71 percent of GDP.
Though eal growth of the U.Seconomy accounted for about 10
percentage points of the decline in thgo of cebt to GDP, the main
factorwas the sbstantial (and mainly unanticipated) inflation that
occurred in the years after the wapecifically, usinghe 60 percent
increase in national product deflator to measure inflation, the infla-
tionary effect accounts for a drop of ast 40 percentage points in
the ratio of federal debt to GDP.

Between 195%nd 1965, nonmal gross federal @bt rose by 18
percent, from $274 billion to $322 billion. Relative to GDP,
however, theatio of gross federal debt fell by 23 percentage points
from 71 percent to 48 percent. The real growth of the U.S. economy
(by 40 percent) accounts for abst all of thisreduction in the
debt-to-GDP ratio. By 1955, annual inflation of about 2 percent
was probably being anticipated and reflected in governmentborrowing
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costs. Analytically, therefore, @l inflationwas only offsetting
the growth in the nominal debt that was occurring because of
higher nominal borrowing costs associated with anticipated inflation.

Between 1965 and 1980, the federal budgetegsly showed
significant defcits and the nominal gross federal delmast tripled,
to $909 billion. However, inflabn offset much of the growth in the
nominal stock of debt; and with the economy also growingngfly
in real terms, the ratio of gross debt to GDP fell from 48 percent to
34 percent. During this period, inflatiamas on an erraticpward
path, and actual inflation probably somewhat outpaced anticipated
inflation. Hence, someeduction in the real value ofogernment
debt was properly attributable to inflation surpadVith the debt-
to-GDPratio generally decling, itis not partularly surprising that
the political system did not seem to treat tfezleral defcit as a
critical problem, despite rhetoric to the contrary.

Between 1980 and 1994, gross federal debt rose enormously (by
a factor of five) in nominal terms to $4.6 trdh. Inflation and real
growth offset much of the effect of this nominal increase on the
debt-to-GDP ratio; but this ratio still moréan doubled to 70
percent of GDP. In cordsst to previous periods, actual inflation
probably ran somewhaelowanticipated inflation so that some of
the rise in the real value of the debt reflected the surprise elementin
disinflation. Looking througlthe veil of inflaton, however, the key
point is that persistently large federalides that imply continually
rising ratios of debt to GDP are a real peohl The gowing political
consensus to do something serious to reduce the fedeiait def
presumably reficts this reality.

The details of this story vary somewhat acmiferent counties,
but the main elements of the plot are gwme. Infation, and
generally to desser extent real growth, need to be taken into account
when inerpreting conventional meass of thegovernment deficit.
Unanticipatedinflation erodes thereal value of the outstanding
stock of gwernment debt. This happened in many coiegtearly in
the postwar era when inflation rates were generally posithike
price stability was still gnerally the expected norm. It happened to
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some extent again in the 1970s when actual inflation rargedu
ahead of anticipated inflatiorates and ex post realt@rest rates
were negative in many industrial countries (Table 4). When infla-
tion is fully anticipated and reflected mominal interest rates,
however, itloses its dictive power to erode thesal value of
government debt.

When fears of future inflation keep the anticipated inflation rate
above the actuaiflation rate, the effectis to worsen the government’s
budgetary situation by pushing prstreal borrowing costs above
their ex ante level.His often happens duringgeriods ofdisinflation,
as suggested by the relatively highdisvof ex post reahterest rates
in many industrial countries during the 1980s (Table 4). The budgetary
costs of restoring reasonable price stability, however, should not be
attributed to ecessary and deable efforts to reduce infli@n, but
rather are properly interpreted as the delayesis of allowing the
credibility of anti-inflation policies to be eroded in thesfiplace.
Given the experience with inflation in the postwar era, investors
remain sensitive togns that inflation may acogtdate. Accordingly,
the prospects for reducing the real levelgoivernment debt by
generating unanticipated inflation have been substantially cur-
tailed; and the budgetary costs of lackufi-inflation credibility have
escalated. Thitatter fact is apprent in the high real intest rates
that presently prevail in several industrial countries where confi-
dence in the commitment to reasonable price stability has not yet
been fully established. Moreover, the increasing public insistence that
the maintenance of reasonable price stability be the central objec-
tive of monetary policy and the growing independence of central
banks as institutions mandated to pursue this objective further
constrain the future use of inflation as@ans ofroding govern-
ment indebtedness.

Finally, it is important to notéhe implicatbns of therelationship
betweenreal interestates and the real growth rate for the dynamics
of governmentdebt. When the real interest rate is below the real
growth rate, the ratio of government debt to GDP is intrinsically
nonexplosive; thatis, the debt ratio deesover time provided that
government revames and nointerest spending anmaintained at
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constant ratios relative to GDP. In contraisg debt ratio is intrin-
sically explosive when theeal interest rate (onogyernment debt)
exceeds the real growth rate. The only way to stabilizdgbgratio
in this situation is to run a pnary (noninterest) surplusirge the
early 180s, real interest rates have gaally exceeded real growth
rates (Table 4). This is atler indicator of the @wency of addressing
the problem of government deficits.

The sustainability of current trends

The recent evolution of government debioafor selectethdus-
trial countries is documented in Table 5. It is clear that public debt
ratioshave risen almost everywhere, and by amounts that are unprece-
dented in peacetime. Moreover,camparison ofcurrent deficit
levels with the leels that would just stabilizéebt-to-GDP ratios
generally indicates that debt ratios will continuenicrease oless
new measures are taken to rein in spending or raiest

Are such increasing debt levels sustainable? We do not have any
theotes that predict a precise upper limit for debtasitAlso, it is
true of government debt that “we owe most of it to ourselves;” net
international indetedness forindustrial countries is generally a
modest fraction of total government debt. If the world were
Ricardian, then the choice between financing deficits through debt
issue and by increasing gtlortionless)daxeswould have no impor-
tant consequences; in pripée, virtually any debt stocwould be
sustainable. Clearly, however, several of the conditions for
Ricardian equivalence do notldoincluding the assumption that
taxes are notidtortionaryandthat individuals have infinite hori-
zons, as a result of caring about the wedfof theirdescendants to
the samextent as about their own welfare. High debt levels require
hightax rates teervice them, and taxeave mportant distortionary
effects, since in practice there are no “lump-sum” taxes. For
instance, thénigh level of taxation on labor income inu®pe to
support social security pgpams—including employers’ social con-
tributions—is an important disincentive to emplagmh. It is here-
fore not possible to increase debt levels inuefly without high
social costs. Moreover, governments whose indebtedness is high
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Table 5
Industrial Countries: G eneral Government Gioss Debt
(In percent of GDP)

1980 1985 1990 1994
Australia 35.1
Austria 37.2 49.6 56.2 59.0
Belgium 81.6 122.6 128.4 136.0
Canada 44.3 64.7 73.1 95.6
Denmark 335 64.1 59.7 68.7
Finland 11.8 16.6 14.5 60.1
France 20.8 31.0 35.4 48.4
Germany 31.8 41.7 43.4 49.8
Greece 24.2 50.6 73.9 114.1
Italy 57.8 82.3 102.1 129.0
Japan 52.0 68.7 69.8 83.3
Netherlands 46.6 71.5 78.8 79.4
New Zealand 44.8 63.7 60.9 55.2
Norway 52.2 40.7 39.2 50.1
Portugal 67.7 70.5
Spain 17.5 45.1 45.1 62.8
Sweden 44.3 66.7 44.9 92.2
United 49.6 52.7 34.4 46.0

Kingdom

United States 43.6 51.5 59.9 68.9

Source: IMFWorld Economic Outloolatabase.
1Data rder to wesern Germany through 1990, united Germany théseaf
2Central government gross debt.

and rising pay largenterest ate premiums, since fential puchas-

ers of that debt know that there islancethat governments may

in the end refuse or be unable to levy the taxes required to service
it. Since the idividuals who purchase debt do not necessarily pay
the taxes, there are also importantribstional consequences of
accumulating a large debt.
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These fiscal problems are actually considerably worse than
appears from looking only at visible stocks of government debt.
Account also must be taken of the veagge and growing liabilities
that are implicit government commi@mts to provide social bene-
fits, particularly for theaged. This issue has already beempha-
sized in terms of the past buildup in levels ofgmment sperdg;
it also needs to be evaluatedking forward in oder to gain a proper
understanding of governments’ future financing problems.

Concerning prospects for population aging, Tableveégia sum-
mary of the World Bank’'s demographpcojections for the rajor
industrial counties and for the Omgnization for Economic Coop-
erationand Devebpment (OECD) area as a wholéely imply a
large incease in the mportion ofthose over 60 in the total popula-
tion. Associated with this, theumber of retired persons relative to
those at work (and hence relative tdgrdial contributors toyblic
pension plans) will increase substantiallgeBetends imply a large
deterioration in the financial balance of what are largely payeas-
go public pension plans, starting arouhé second decade of the
next century in most countries.

The OECDhas edtnated the extent of thes@ublic pension
liabilities for the G-7ountiies, as reported in Table 7. For theitéd
States, total egtiated liabilities (in present value terms) amounted
to 167 percent of 1994.S. GDP. Assets in the sociacsirity trust
fund provide a small offset to thesabilities, equal to 6 percent of
1994 GDP. (They are not taken into account in Table 7.) The present
value of future conthutions(payrolltaxes esablished under current
law) provides a muclarger elenent of funding, 136 percent df994
GDP. Thisleaves netbilities eqivalentto 31 percent of 1994 GDP
that must be met either by fthrer incleases in contsutions or by
future cuts in benefit leals, once the assets in the social security
trust fund are depleted.h€se netibbilities compare with igible
debt of general government equal to 60 percent of GDP in 1990.

For all of the ¢ther G-7 couniesexcept the United Kingdom, the
future fiscal implicatbns of public pensionschemes look far worse
even than for the United States. With more generous (and hence
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Table 6
Percentage of the Population over Sixty Years Old,
1990-2056
1990 2010 2030 2050

OECD 18.2 23.1 30.7 31.2
United States 16.6 19.2 28.2 28.9
Japan 17.3 29.0 33.0 34.4
Germany 20.3 26.5 35.3 325
France 18.9 23.1 30.1 31.2
Italy 20.6 27.4 35.9 36.5
United Kingdom 20.8 23.0 29.6 29.5
Canada 15.6 20.4 30.2 30.6
Developing countries in;
Latin America 6.9 9.3 16.0 235

and the

Caribbean
Eastern Europe 15.3 18.2 22.7 26.5

and former

Soviet Union
Middle East and 5.7 6.5 9.8 14.5

North Africa
Sub-Saharan 4.6 4.5 5.9 9.9

Africa
Asia 7.4 9.5 16.3 22.1

Source: World Bank (1994), Table A2.
= projections.
lRegional figures are weighted averages of individual countries.

expensive) public pension smes, the present value of pensions
for these countries ranges between 195 percent of GDP (for Canada)
and 351 percent of GDP (for Germany). After subtracting the present
value of contributionsnet liabilities (as ratios to GDP) are for all
countries egept the United Kingdom substantially greater than the
U.S. level and for Japan, Germany, and France considerably larger
than visiblepublic debtll The situation loks even worse when
account is taken o€ommitments toprovide future health care
benefits for retiees (see Heller anuthers, 1986). In thiarea, the
United Shtes is not in a pacularly favorable positioA?2
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Table 7
Estimated Net Pension Liabities: Present Value

of Contributions and Pension Payments
(Percent of 1994 GDP)

United United
States  Japan Germaﬁy Francé ltaly Kingdom Canada

A. Pension
payments 167 294 351 319 312 142 195

B. Contributions 136 184 212 221 199 123 96

C. Net liabilities
(A-B) 31 110 139 98 113 19 99

Source: OECIEconomic Outlook57, June 1995, Table 20 (Base case).
IExcludes satutory transfers frorthe Federal Government.
2Excludes “fictive” contibutions.

At present, these largeplicit liabilities do not show up in the
public debt figwes and do not influence the measurecels\of
government detits. However, unlespainful policy adjustments
are made, these irtigit liabilities will gradually materiakze as
excesses giublic expendure over revenuand will evenually turn
into very large increasesthe visible public debt. One of the critical
implications of all of this concerrihe intergeneratiaal burden of
taxation. Thedxes that will ulimately be needed to support govern-
ment policies (and to deal with the visible and implicit government
debt), will not be paid sely by today’s taxpayers. Thefore,
governmensperding and policies shouldike account of irgen-
erational effects, so that future taxpay do not have to shloer an
excessive and dispportionate butten.

One technique for attempting to take account of these important
intergenerational effcts is the ppcedure of “generationalccount-
ing” developed by Alan Audrach,LawrenceKaotlikoff, and their
collaborators:® They assume thaenefit levels remain unchanged,
but that fiscal poliies are made “sustainable” through future tax
increasesCalculations using thiprocedure for the United &tes
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are reported indble 8. The results show that as of 198%taed

male aged 70 could expect to receive net benefits from the govern-
ment of $46,100, and a retired female of the same age, net benefits
of $65,500pver their remaining lifénes. Incontrast, a young male
workeraged 20wvould make a netfietime payment taéhe govern-

ment of $198,300, and a young female worker would make a net
lifetime payment of697,900.

These results powerfully suggest a substantial problemtex-i
generational inequity from public spending and taxation policies in
the United States; present retirees receive significant net benefits,
while curent and future wdeers makevery large net payments.
Similar calculations are not generally available for other industrial
countries, buthey would undoubtedlghow the samequalitative
result (see cmment by K. Shigehara irnis volume). Moreover,
beyond concerns about equitlgese results forcefully bring home
the question of whether present puldjpendingpolicies and the
implied poicies for taxation are economically and politically sus-
tainable. To maintain pisent spending policies, future tax rates and
social security contributins will need to be raiseguite substan-
tially in most countries from already high Eg.Economically, the
adverse ditortionaryand disincentiveeffects of ever higher tax
rates will become quitgerious. Politically, the generations who will
be asked to pay thebaghertaxeswill not expect to receive govern-
ment benefits that come anywhere near to equaling them in present
value terms; at sonmoint they will reach the conclusion of Roberto
Duran, “No mas!”

The unfortunate dynamics of thisgblem are thaéconomically
it gets moredifficult to solve the longer an effective solution is
delayed, but politically, delay is often expedient. A sharp unexpected
cutback in piblic pension benefits at some future date will force an
immediate rediction of consumption by those theatired, but
ignoring the possible need for some scaling back of benefits may be
politically popular today. In comst, a prgram that would begin
immediately with a gradual scalifmack of public pension benefits
(by modifying the way they are indexed or by gradually raising the
age for fullbenefits for future retirees) witd probably smulate
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Table 8
U.S. Generational Accounts in 1989: Net [&time
Payments to Government or from Government (-)

of Individuals, by Age Cohorts*
(In thousands of dollars)

Generation's Age in 1989 Males Females

Future generatiorns 124.4 60.4
0 102.0 49.5
5 123.4 60.2
10 148.3 74.8
15 176.9 83.9
20 198.3 97.9
25 220.1 101.4
30 216.7 98.8
35 203.0 92.2
40 188.5 80.6
45 162.6 62.1
50 116.1 37.2
55 67.8 54
60 14.8 -29.7
65 -36.2 -60.3
70 -46.1 -65.5
75 -43.9 -61.8
80 -37.2 -53.3
85 -29.0 -43.9
90 -1.5 -7.4

Source: Auerbach, Gokhale, and Kotlikoff (1991), Tables 1 and 2.
1Assuming a real interest rate opércent and productivity growth of 3/4 percent per annum.
Those still to be born, according to demographic projections.

current political opposition, but it would also allow individuals
to adjust their lifetime plans for work and private saving to
accommodate them to the new policy. More generally, early
adoption of a gradual path leading to sustainablgip spending
programs will spread the burden of adjustment as widely as
possible and limit the disruption felt by any particularigyroFrom
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this samdong-term perspeadtk, it is also important to correct for
errors of measurement of inflation that tend to escalate unduly the
fiscal costs of indexed social befit programs. ®veral studies of

the consumer price indexes that are used for indexinglirstrial
countries suggest that these indexes overestimate the aritaiian

rate by about 1 percentage point (or somewhat more) because they
fail to account adequately for quality movementsthe introduc-

tion of new goods, and other phenena. Correction of this stior-

tion, compoundedver three decades, would imply abouhe-ohird
reduction in spending on indexed public pension schemes relative
to what would otherwise be the cdédntroduction ofsuch a correc-

tion would not, of cotse, change theality that benefits were being
gradually reduced but it might help change the perception that this
reality corresponded to an unjustifiable reduction in real benefit levels.

Among all feasible measures, the most generally adgaotus are
thosethat also contribute to real economicogvth. Compounded
overthree or four decades, an increase of only one-quarter of 1 percentage
point in the annual real growth rate will expand significantly the real
economic resowes wihin which longer-term bdget poblems can
be addessed.

Fiscal policy initiatives in G-7 countries to reduce deficits

By andlarge the importance of reducing fiscal d#gfs is increas-
ingly being recognized by the major industrial countries, though in
many cases, the tough decisions needed to achieve it are still to be
taken. Table 9 sumaiizes the meiim-term fscal objectives of the
G-7 countres. Though these objeises are not paicularly ambi-
tious—theymainly imply stabilization of debt-to-GDRatios, not
their reduction—ey will neverhelessmvolve additional measures
that have yet to be decided. Theldaling paragraphsige short
descriptions of the major fiscal measures that have been taken in the
last few years and prospects for the futtite.

In theUnited Statesa number of initiaties shce the mid-1980s
have attempted to address the large fiscal deficits. The Gramm-
Rudman-Holings Act of 1985 mandated aglimination of the
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Table 9

Industrial Countries: Medium-Term Fiscal Objectives

General Government

Budget Balance, 1994

Objectives

As a percent of GDP

United
States

Japan

Germany

France

Italy

United
Kingdom

Canada

-2.0

-2.5

-5.8

-9.2

-6.9

-5.3

Fiscal policy at the federal level is constrained by the
Omnibus Budget Reconciliation Act 8993, whiclplaces
nominal limits extending to FY 1998 on discretionary
spending and requires that legislation affecting entittement
programs or tax revenues not increase the deficit over a five-
year horizon. Many state government are subjecatanced
budget requirements.

Two principal guidelines: to reduce the central government
bond-financing ratio to 5 percent or lower by the year 2000;
and the continued implementation of the planned public
investment outlays of ¥ 630 trillion over the period 1995-
2004.

To reduce the budget deficit to a sustainable level while
allowing, through expenditure restrg for areduction in

the tax burden. The general government budget deficit is to
be limited to 2 percent of GDP by 1996 and be near balance
by 1998.

To reduce the central government deficit'fp @ercent in
1997 and the general government deficit to 2 percent.
Central government total expenditures are to remain
constant in real terms. The debt-to-GDP ratio is to remain
below 50 percent and decrease from 1997 onwards.

To stabilize the debt-to-GDP ratio by 19@6jle
maintaining the tax burdenthie 1994 level anlimiting the
increase in primary expenditure to the target rate of inflation.

The medium-term objective is to bring the public sector
borrowing requirement back to balance. Tax increases have
contributed to the early phase of the adjustment; over the
medium term an important role is to be played by
expenditure restraint: total public real expenditure is to grow
at a slower rate than potential output.

To reduce the federal budget deficit to 3 percent of GDP in
1996/97.

Source:World Economic OutlogkMay 1995, Table 5 (p. 28).
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federal deftit over a five-year pévd; however, the across-the-
board spending cuts that itthorized in the case afvershoots were
not generally implemented. In 1990, a new budget act provided for
both revenue increases and for caps on various categories of gov-
ernment spending. With theecession of 1990-91, hawer, the
deficit reduction objectives of this act were not reedi. A new
deficit reduction plarwas approved in 1993, tl@mnibus Budget
Reconciliation Act, whictalsoincluded both expenditure cuts and
tax increass,but did not aim at a balanceddget. This act, and the
recovery of economic activity, have achievededuction in the
deficit on a unified budget basis from about 4 percent of GDP in
1993 to about 2.5 percent in 1995. However, thécidefxcluding
social security is closer to 3.5 percent. Congress iggtlyrconsid-
ering proposals to eliminate the deficit by FY 2002 through expen-
diture cuts, with the House plan also including tax cuts and
accompanied by larger spending redoiet. The Clinton Admini-
stration has proposed a budgktn that projects the achievement of
a balanced budget at a somewhat later dde prospective widen-
ing of the social security deficit (after the turn of the century),
however, is not addressed in any of thpsgosals, and measures
to contain titure growth of health caexpenditures have yet to be
fully specified. Proposals for a constitutel amendment requiring
the federal governemt to balance the budggts is equired by a
number of state constitutions) have encountenethge of opposi-
tion on fundamental as well as practical grounds, taigmificant
group of politicians and theorists argue tbaly with such a mea-
sure will the incentives to overspending be taffed.

Japanhassuffered from four years of slow growth aretession,
which has led to a consideral@ening of the fscaldeficit through
the operation of the automatic stabdrs and through desirable
efforts to restrainecession by exparmiary inceases irthe struc-
tural deficit. Shce Japan is currég running a surplus in its social
security system equal to some 3 percent of GDP, the overall fiscal
balance is only in deficit by 3.7 percent of GDP in 190 deficit
excluding social security, however, is about 7 percent of GDP—
among the largest of the G-7 countries. Adjusting for the adverse
cyclical position (as well as temporary spending on earthquake
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reconstructionand other specidlactors), the structural deficit is
about 3.75 percent of GDP. As the recovery eventuatlysailp, the
deficit should narrow somewhat; bthie unfaveable efects of
population aging willsoon begin to aéfct the social security bal-
ance, and the overall deficit can be expected to widen again by the
turn of the century, despite recent maasuo reduce net pension
liabilities by gradually raising thestirement age and contribution
levels. While the Japaneaathorities recognize the need to address
thelonger term tends, curent policy is faused orgiving support

to economic activity and dealing with the bad loan problems of the
financial sector.

In Germanythere is a strong consensus on the faezbnservative
fiscal policies—such as allowing borrowing only for investment
purposes. Aranifestation of fscal conservatism is thencorporation
in the Maastricht Treaty, at German insistence, of fiscal norms that
must be met by countries proceeding to monetary union. However,
the reunification of the twparts ofthe country in 1990 led to sharply
higher deficts, asociated with massive subsidies granted to the
eastern lander. 8¢ce 1991, the ahbritieshave takerdetermined
measures to roll back the general governmentitiefibich is esti-
mated to have declined to 2.5 percent of GDP in 1994. In 1995, the
inclusion in the government accounts of theypously off-budget
debt of the Treuhand (which had been entrusted with the task of
restructuring and selling ofast Gemany'’s state-owned enterprises),
raised general @vernment goss debt to 58 percent of GDP and
boosted debt service. However, the overall deficit is not set to widen
in 1995 because of a 7.5 percent “solidarity” income tax surcharge. The
draft budget for 1996 foresees a further decline in the deficit to about
2 percent of GDP, despite the need to implement two sizable tax cuts
as a result of rulings of the Constitutional Court. But, over the
medium term, Germany will no doubt have to continue to adjust
downward the path for government spending, fmtteficit reduction
and to provide room for a reduction in thigh tax burden, as much
of the success icutting the deficit so fanas come at the cost of tax
increases. The sulasitial fiscal poblems of a elatively generous
pay-as-you-go public pension system remain tiulye addresed.
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In France a conservative approach to fiscal policy subsequent to
the ill-fated expansionary palies of the early 1980s gave way to
large general government dgfs in the 1990s—equal to about 6
percent in 1993 and 1994. An important effort wilerefore be
needed to meet the 3 percent Maastricht criterion for the deficit
within two years. More specifically, the social security system has
recently started to rutarge deficits especially due to expding
health care expenditures. The stee atempted toeachagreement
with providers of medical care to limit the supply of their services,
and there hve also been somecreases in patients’ co-pagmts
for these services. A more tloargh-going reform of the healtdare
system, and the social security system as deyloll be necessary.

A study of this issuecommissioned in 1994hasrecently been
released. It emphasizes expendittwatrol, but ees also a need for
an incease in taation, preferablythe CSG (contbution sociale
généraisée). As for thepublic pensionscheme, several of the
recommendatinscontained in the 1990 study, thévre Blang to
improve the financial balance of pension cidnttions and benefits
have beenmplemened: 1) the years of service needed for a full
pension are being gradually raised from 37.5 to 40; and Pkettied
over which salaries are averaged in calculating pensiotheenénts
has been increased to 25 years. Though these measures are signifi-
cant, they will not be sufficient to prevesiibstantial conthution
increases in the second decade of the next centutlgasbenefit
levels may need to be further adgrt

In the United Kingdom policy since 1993asbeen geared to
eliminating in the medium term tipaiblicsector borrowing require-
ment—which had widenealarmingly to about 8 percent of GDP—
through taxincreases and continuing expenditure restratetcent
increases in excise taxes and cuts in spending have achieved a
substantial decline in the structural idéfsince B93—by about 2.5
percent of GDP. However, the government needs to ensure that
medium-term tagets are actually met, which does not allow room
for tax cuts unless these are matched by additional spending
restraint. For the longer term, the United Kingdom has provided
incentives for a switch out of the publipay-as-you-go pension
system into funded private pensions, angueber of households
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have done so. However, the public system continues tainfameded
liabilities.

In Italy, general government deficits for a number of years
approached or exceeded 10 percent of GDP. As a result, Italy has
the highest geernment debt-to-GDP ratio among the G-7, 129
percent in 1994. The high debt levehs made Italyextremely
vulnerable to iereases in interest rates, and ltalian rates are cur-
rently very high in real terms. Successive governments have wres-
tled with the fiscalproblem, which islargely the result otigh
current experitlire, includng social transfers, particularly a generous
pension system (with unfunded liakidis in excess of 100 percent
of GDP in 1994—see Table 7). Themg@rnmenhasbegun to address
the general fiscal pblem,and a pension reform designed to im-
prove thdong-term fnances of the pension system hesently been
approved by Parliament. For the near term, the very high(g)si
debt-to-GDP ratio appears tave sabilized and be headed on a
downward course. These positivisclal develpments would be
materially aided by confidence-building measures thatideeduce
the very large interesate pemia on Italian govement debt. For
the longer term, however, furthereasures toeduce pension and
other spending, and to broaden the tax base, will be needed as Italy
already has relately high tax ates.

Despite a decade of fiscabnsolidation progams at thedderal
level, the deficit problem infCanadaremains saous, with the
general government debt reaching 95 percent of GDP in 1994. The
medium-term objedte, reducion of the federal budget deficit to 3
percent of GDP in FY 1996/97 from8 percent of GDP in FY
1993/94 should pice the éderal debt-to-GDP ratio on a moderately
declining course. In this efforthe federal government will be
helped by the recovery of economic activity and the cuts in various
subsidies and other spending reductions contained iRgheuary
1995 budget, which arestimated to reduce th®346/97 deficit by
1.25 percent of GDP. Improvementgimnfidence that translateto
reductions of interest rate premia relative to the Urfitradie s would
clearly benefit the deficit reduction process. The broadeilem
of the general governmedeficit is now being addresd by the
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plans of most provinces to achielalarced budgets in the near
term. Reform of benefits for the eldernd of unemyment
insurance remain as important tasks.

In summary, after decade and a half of generally rising debt-to-
GDP ratios in the major industrial countries, recantl ongoing
efforts at fiscal consalation appear to be placinpese (visible)
debt ratios on declining pathshat is relatively good news for the
near to medium term. For the longer term, thespect is less
satisfactory. Under the impact of changing demolgiegpand rising
health care costssommitments to expensive systems jpidiblic
benefits, particularly for the aged, imply larged growing stocks
of implicit governnent liabilities. Asthese inplicit liabilities mate-
rialize into actual bhdgetary bows during the early decades of the
next century, the fiscal pdgins of the major industrial countries
(and the smaller industrial countries, aslijvwill again deteriorate.
The dynamics of this probleimply urgency in adopting measures
that will gradually and persistently operate to essibbnger-term
fiscal viability. Given high évels of taxation, especially in European
countries, and strongolitical resistance to tax increases (even in
the United Statesyhere taxation is lower), solutionabve to be
found on the expenditure side. Inmadst all countries, further
measures to contain spending on health care and pensions are
needed, including a redesign of underlying programs to remove
incentives for excessive maxhl treatment and early retirement.

The situation of developing countries and
prospects for the future

The situation of developing countries is very diverse, and it is
more difficult to make generalizations concerning their fiscal poli-
cies. For many of them, however, levels of expenditures and reve-
nues relative to GDP are lower than fooshindustrial countries
(where they apmach, and smetimes exceed, 5percent)—espe-
cially for those developing countries that do not benefit from large
amounts of external assastce. Table 10 illustrates thisipt using
available data for centrgbvernment fnances. Geernment expen-
dituresfor developing amtries in the WesterHemisphere and Asia
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Table 10

Developing Countries: Central Government Finances, 1993
(In percent of GDP)

Region Revenue Expenditure Balance

Africa 21.9 31.3 -9.3
Asia 15.4 17.8 -2.4
Of which: Four newly 18.3 17.6 0.7

industrialized Asian

economies
Middle Eastand Europe 29.6 36.3 -6.7
Western Hemisphere 17.3 17.4 -0.1
Countries in Transition 24.6 314 -6.8

Source: IMFWorld Economic Otrok.

aretypically around 20 percent of GDP. African countrsegm to
have somewhat gher central governent expendituregvels about

30 percent of GDP on average, while those in the Middle East and
Europe have higher levels still—approaching 40 percent of GDP.
Most countries in @nsition also had high gernment spending
levels in 1993. The data in Table 10 reveal another generalization
that can be made fodeveloping countries, namely the prevalence
of deficits, with the galification that several large couigs in Latin
America—including Argentina, Brazil, anfdexico—and some of

the newlyindustrialized Asian economs are runing supluses.
Several of these countribave been successfulriapidly reducing
large deficits—in contst to the sluggishness of fis@justment

in most industrial contries.

The lower levels of government spending in developing countries
reflect much lower levels of spdimg on social security (Table 11).
Thisis especially true of emtries in Africa and Asia, less so of those
developing countes in theMiddle East and Etope and in the
Western Hemisphere. High levels of social spending relative to GDP
were recorded for the countries in transition in recent years.
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Table 11

Central Government Expenditure by Function

(As a percent of total)

Social
Country Year Education Health Security Defense  Other
Major Industial Countries
United States 1993 2 17 29 19 32
United Kingdom 1992 3 14 30 10 43
France 1991 7 16 44 6 27
Unified Germany 1991 1 17 45 6 31
Italy 1988 8 11 38 4 39
Canada 1991 3 5 40 7 46
Other Industrial Countries
Australia 1992 7 13 32 8 40
Austria 1992 9 13 45 2 30
Belgium 1988 12 2 42 5 39
Denmark 1991 10 1 39 5 45
Finland 1992 13 — 49 4 33
Greece 1993 9 7 13 9 62
Iceland 1994 12 24 24 — 40
Ireland 1992 13 14 28 3 42
Luxembourg 1992 8 3 49 1 39
Netherlands 1993 10 14 38 4 34
New Zealand 1993 14 12 39 4 31
Norway 1992 10 10 39 7 33
Portugal 1988 11 9 26 6 48
Spain 1992 4 6 39 4 47
Sweden 1993 7 — 47 5 39
Africa

Burkina Faso 1987 14 5 1 18 62
Cameroon 1993 33 5 1 9 52
Comoros 1995 20 6 — 4 63
Ethiopia 1990 10 3 4 39 44
Gambia, The 1990 11 6 3 4 75
Guinea Bissau 1987 5 5 9 4 76
Céte d’lvoire 1990 30 5 1 6 58
Kenya 1993 19 5 — 6 70
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Central Government Expenditure by Function

Table 11 (continued)

(As a percent of btal)

Social
Country Year Education Health Security Defense Other
Africa (continued)
Lesotho 1991 2 9 2 6 61
Liberia 1988 1 5 1 9 73
Madagascar 1991 7 7 1 8 67
Mali 1983 9 2 3 8 78
Mauritius 1994 16 9 16 1 58
Morocco 1992 19 3 1 15 62
South Africa 198 7 2 6 80
Tanzania 1994 i 9 1 9 68
Togo 1987 20 5 7 11 57
Tunisia 1992 18 7 14 5 56
Zaire 1993 — — 1 26 73
Zambia 1993 13 8 1 — 78
Zimbabwe 1989 23 8 3 16 49
Asia
Bhutan 1994 10 8 — — 81
India 1993 2 2 — 15 81
Indonesia 1993 10 3 — 6 81
Korea 1994 18 1 10 17 54
Malaysia 1994 21 5 6 12 56
Myanmar 1992 17 7 5 33 38
Nepal 1985 2 5 1 6 76
Pakistan 1994 1 — 1 25 73
Singapore 1993 25 6 4 25 41
Sri Lanka 1993 10 5 15 14 56
Thailand 1992 21 8 4 17 50
Tonga 1991 13 7 1 — 80
Vanuatu 1990 15 8 — — 78
Middle East and Europe

Bahrain 1993 4 3 — 10 —
Egypt 1993 11 2 9 25 63

45
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Table 11 (continued)

Central Government Expenditure by Function
(As a percent of total)

Social
Country Year Education Health Security Defense  Other

Middle East and Europe (continued)

Iran, Islamic

Republic of 1993 19 7 11 7 56
Israel 1993 12 4 23 20 40
Kuwait 1994 11 6 18 24 52
Syrian Arab Rep. 1992 9 2 2 7 48
Yemen, Republic of 1992 19 4 — 28 49
Cyprus 1991 11 7 22 3 57
Malta 1993 12 12 34 2 39
Turkey 1993 17 3 4 9 67

Western Hemidmere

Argentina 1989 10 3 39 10 38
Bahamas 1986 25 18 9 3 44
Barbados 1989 19 12 22 2 46
Belize 1985 15 9 8 6 62
Bolivia 1993 11 7 12 8 62
Brazil 1992 4 8 28 3 57
Chile 1993 14 12 35 9 30
Colombia 1986 25 4 18 9 44
Costa Rica 1993 22 28 11 — 39
Dominican Republic 1990 10 15 5 5 65
Guyana 1985 8 4 5 8 75
Haiti 1993 13 7 — 13 67
Mexico 1990 14 2 12 2 69
Netherlands Antilles 1992 6 7 34 — 53
Nicaragua 1993 14 13 15 7 51
Panama 1993 20 20 22 5 32
Paraguay 1994 21 8 14 10 47
Peru 1989 20 5 — 15 59
St. Kitts and Nevis 1987 18 12 9 — 60
St. Lucia 1985 22 10 4 — 63

Suriname 1986 18 4 6 4 68
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Table 11 (concluded)
Central Government Expenditure by Function
(As a percent of total)

Social
Country Year Education Health Security Defense Other

Western Hemisphere (continued)

Trinidad

and Tobago 1992 14 8 11 1 66
Uruguay 1993 7 5 60 5 23
Venezuela 1986 20 10 7 6 58

Countries in Transition

Azerbaijan 1992 5 2 a7 10 36
Belarus 1993 10 6 36 6 42
Bulgaria 1993 3 3 32 6 56
Former

Czechoslovakia 1991 7 6 31 5 50
Estonia 1993 9 18 34 3 36
Hungary 1990 3 8 29 4 57
Lithuania 1993 7 5 37 3 47
Mongolia 1993 3 2 18 11 66
Romania 1992 9 8 23 8 52
Russia 1994 3 1 29 17 50

Source: IMFGovernment Financigbtatistics and staff estimates.
lBudgetary central government expenditure.

Lower social security spending in developing couggris consis-
tent with the argumant madebove that social security is a superior
goodand also with thenuch youngerage stucture in these coun-
tries. Poorer counies cannot afford to provide largssale social
protection or income supporgnd they often lack the means of
raising the revenue necessary to finance such liengfie extended
family and pivate saving also to some extent reducertéed for
public pensbns. In any case rpviding governnent pensions to the
elderly may be considerddss mportant hanputting in phace the
infrastructure needed for emomic growth (incluéthg educabn),
when there are constraints on available resources.
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As development preeds, thehallenge for develping countries
will be to avoid the pressures for excessiveernment spending
that have become endemic in industrial countries, whilgigirog
needed social services from axtaire of private and palic sources.
This will be especially eacessary becausige demographic trend to
an older population wilalso occur in deveping counties. How-
ever, most developing countribave the advantage at present that
the average age of thmopulation is still very young. Therefore,
contributory saial security schemes canlm®ught in at a relatively
favorable time, and provided the schemes are well designed,
reserves can be built up to provide for the future aging of the
population. Ineed, the World Bank dstates that whil¢he piopor-
tion of those over 60 imdustrial countries was 18 percent in 1990,
in developing countes in Asia, Latin America, and the Middle East
it averaged 6 percent to 7 percanid in SubSaharan Africa it was
5 percent (Table 6). Though these prdioors are toncreasgradu-
ally, in 2010 they are still projected to be modest, averaging well
under 10 percent in all regions except the tr@orsieconomies of
Eastern Europe and the forn@&wviet Unbn,which havepopulation
age structures that are very similar to those of industrial aesntr

Fully funded schemes need not necessarily be the objective; a
combination of a public, pay-as-you-go system providimgsistence
benefits andunded privatgpensions may be more equitable. Such
a partially funded systeroanavoid the need to drastically lower
benefits or raise conbiutions when demographic developments or
wage trends are different from what was expected, as has occurred
inindustrial countries. There are severaimising examples of funded
plans in developing countries that may serve as modeldHers
at least for the wediter among hem. Both Chile and Singapore
have mandatory pension schemes with benefits linked to contribu-
tions, which have built up large portfolios of assetd contributed
to high national savingates. Moreover, at least since the early
1980s, both contries haveexperienced highates of output growth.

The Chilean example is particularly interesting because it suggests
that a switch from an unfundedefihed-benefit pension plan to a
funded defined-contributionign can be implementexiiccessfully,
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and may contribute to the defepment of financiamarkets and
favor economic growth—though evidencetbt latter is not yet
conclusve.The 1980 pension reform made participation in the new
funded system mandatory for employees antibopl for the self-
employed; the transitiomvolved the @vernment’s issuing bonds

to those who hadontributed to the oldystem, and grossing utmetir
salaries to compensate them for thesl of the oldcheme’s employ-

ers’ contrbution. In evaluating the transition, Holtzmanpiglim-
inary conclusbns are that the empirical evidence is coesiswith

the hypothesis that the reform cabtrited to total factor productivity
growth and to capital foration (Holtzmann, 1995). However, he
argues that the direct effect on private saviag negtive, and the

rise in the private saving rateas more lilely due to the gwth rate
effects. In ydging whether the Clian example was a useful model
for transforming economies of Central and Eastern Europe, he
cautioned that reform needs to be comprehensive and associated
with tight fiscal policy. The latter isiecessary because reform
involves transforming the gernment’simplicit social security debt
into explicit interest-bearing financiakdt, which is difficult to do

in a context of large, conventional financingeds.’

In Singapore, employeiend wakersmake nandatory contribu-
tions to a “central pradent fund,” which invests in domestic and
foreignassetsContribution ates are fgh—currently 20 percent for
each. Sigapore’s saving rate is also veriglih—in excess of 40
percent. Withdrawal of contributionsiiastricted, hough there has
been someelaxation in recentears, permitting workers to udeir
contributions for home purchase. High savirgs nadoubt contrib-
uted to high investment levels in Singapore aatks of gowth
consistently above 5 percent per year over the past two decades.

The experience of Chile and Singapore is relevant to other
developing countrielsecause, evathough hey are relavely high-
income counties,they instituted their paties when they were less
advanced. The World Bank in a recent study (World BagR4}
advocates that countries should aim at providing financial secu-
rity for the old built on three pillars: a publicly managed system with
mandatory participatioand the linited goal of reducing party
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among the elderly, a privately managed mandatory savings sys-
tem, and véuntary saving. In contrast to manydustrial countries,

the publicly managed scheme would not be expected to provide
the bulk of retirement income, and henceuld not involve large-
scale income transfers between workers and retirees if financed
on a pay-as-you-go basis. The privately managed pillar would
likely involve fundedschemes with definedontributions, as in
Chile, andwould be expected to provide the largest part of retire-
ment income.

Final remarks

To conclude, during theourse of the msent century and espe-
cially during the past 50 years, the governments of industrial coun-
tries have taken on extensive commitments to social benefit
programs whose rising bgdtarycosts have been the key driving
force behind rising shares of government spending in national
income. A generasense of “entlement” to the benefits provided
by thesgrogramsas reinbrced political opposibn to any scaling
back of theseénefits, while a series ahistakes and miscatlations
has increased significantly the fiscal costs of tHemmefits. Gov-
ernment revenues have alsgem subsintially relative to GDP and
to quite high levels; but during the past two decades, revenues have
not kept pace with spending. For much of thestar era, until
roughly 1980, ratios of government debt to GDP were declining or
stable—a result thawvas aided to some et by unanticipated
inflation. Since B80, however, debt ratios have generally been
rising, thereby indicating that fiscal positions are unsustainable. In
many irdustrial cauntries, important steps havecently been taken
or are in prospect to rein in fiscdkeficits and to begin to put
debt-to-GDP ratios on decliningathsover the medium term. For
the longer term, howeveristal sustainability is not yet assured,
primarily because of the rising costs of providing pension and health
care benefits to thergwing numbers ofged in the populations of
the industrial cantries. With rates of taxation and socgintribu-
tion already very high in most industrial countries, longer-term
fiscal problems cannot plausibly be resolvadharily onthe revenue
side ofgovernment budgets. The growth of governnsgnding on
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social benefit programs will need to be scaled back relative to that
implied by pesent policies. An early start will allow much of this
required scaling back to be achieved by reducing the growth of real
benefits for future retees, hereby allowing these individuals time

to adapt to the necessary changes iregawient policy.

For some developing courds, which have ratively generous
social welfare programand relaively high (and growing) ratios of
aged in the population, theriger-termiscal prdolem is much the
same as in the dustrial counties. For most eveloping countries
without these characteriss, the situation is fundamentally differ-
ent, but not permanently so. Asal incanes rise, theseountries
will probably need to respond to the general desire for rising levels
of pensions, health care, and othenéfits thahave been observed
in the industrial cantries during the presertentury. Also, as
development proeeds, life expectancy will rise and birates will
decline, leading to significantly higher i@s of aged to total popu-
lations sometime later in the next century. Seeihgse things
coming, itis reasnable to project that ratios of government spend-
ing and g@vernment regnues to GDP wiltend to rse in many
developing countries. Howevehgdre is no need for these countries
to make the mistakes and miscaktidns thahave contributed to
the longer-term fiscalvoesthat now afflict the industrial aotries.

In particular, it should bpossible to avoid the trap of pay-asdygo
public pension satimes that canrfance relatively generous benefits
with low contribution ates when the aged arelatively few, but
become fiscal mjhtmares when the aged arglatively numeous.
There are attractive ¢ipns for meeting the rising demands for
various “social benef$” that are the concomitants of successful
development without relying egssively orgovernmental commit-
ments to fimnce such benefits. jparticular, developing countries
should explore mixed public and private pension schemes, with a
greater element ofunding than is the case in many industrial
countries.

Authors’ Note:The authors argrateful toour colleagues at the International Monetamnd
for comments and help with the data ancCtaire Adams for research assiahce. The views
expressed are those of the authanrd do not necessarily regsent those of thieund.
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Endnotes

1A detailed examination of deficiand debt datdor industrial countries sinc&970 is
presented in Tanznd Fanizza (1995).

2Theexceptional nature of budgégficits hadeen documented in manyapks; for insince,
Ornstein (1985) calculates that without tiedicitscaused by the wars in thameteenth century,
the U.S. federal government would have had a budgplusuat the beginning of the twentieth
century, and without the deficits causedtty twoworld wars, it would have had a negligible
debt in 1961 (rathehtin debt equal to some 60 pemt of GDP).

3See Mderson (1987), p. 22.
4Unweighted, and excluding lItaly.

5Anderson (1987) argues that in the case of the Uitads, growth in spending became
increasingly audmatic,and individualpoliticians could evade responsityilfor the resulting
deficits because of changes in the way Congress was run.

6There is genel misconception that encouraging early retirement or reduainiing hours
for those employed will open job oppanities for theunemployed and lead to a reduction of
unemployment rates. This is a version okaan broader misconception—thred number of
jobs fallacy—that encourages many errors of government policy; see Mussa (1993).

"The U.S. $cial Securitysystem (for retirement benefits) is not fullinded:; it is basically
a pay-as-you-gsystem thahas beemodified to smooth out the effectsaianges in the age
structure of the population. The amounts acelated in therust fund constitute only a modest
fraction (estimated to babout 20 percent) of the present value of the prospective benefits of
current retirees and of future retirees wWavealready built up claims on the system through
their past payroll contributins. The olgctive of thel983reforms was not to create a fullynded
system; it was only meant to assure that the trust fund remained “solvent” émsleeisat it did
not completely run out of money.

8The growthrate declinéhas been linked to the oil price shock in 1973; however, lower oil
prices from the nd-1980s onward do neeem to have stimulated productiviipwth. The oil
shock in the 1970s may, addition,have led to an attempt to cushion outfmsises through
higher government spending, leading to a widening of deficits. On the other side, the unantici-
pated inflation helped to reduce public de®t&DP ratios.

9Among the severargest industrial countrs, the United States has the smallestutative
increase in the price level sint845.Inflation in bothGermany and Japan was quite high in
the few yearsfter theend of the war. Italy and France also experienced relatively rapid inflation
in the decade after the waead. Prices in the United Kingdom have risen about twice as much
as inthe United Stas, and gces inCanada have risen somewhadre hanin the Unite&tates.
Looking more broadly at the snie industrial courries, Switzerland hasad somewhat less
cumulative inflation during thpast fifty years than the United States.

10Nominal interest rates on federal detere very lowbefore theAccord of 1951 and
remained quitdow through 1955. There was very little inflatignemium in these nominal
interest rategven by 1955, and it is argualtlat expectations of deflatioarfd an accommo-
dative monetary patly) generated negativefiation premia in the years immediately following
the Second World War. From the peestive of holders of federal debt, itis not too extreme to



Long-Term Tendencies in Budget Deficits and Debt 53

concludethat essentially all of the inflation beten 1945 and 1955 wassarprise and
represented an unexpected loss in the real purchasing power of these feidgradrl

LIThough &pan’s pensionystem has assets equal to some 37 percent of GDP, while the other
public pension plans are essentially unfunded.

12Health care benefits and other public services are also providemttimgpeople and to
children, and the future @vision of such services implies a comiing stream of public
expenditres. However, igenerally seems relevant to treat these public benefit programs on a
pay-as-you-go basis, under the assumpttia benefit level@nd contribution ratewill be
adjusted to keep public benefit programs in fiscadibe. For benefits to retire@go typically
do not contiiue to makesontributions tosocial insurance programs, it is more relevant to be
concerned with the neigbilities that are implied by éhanging demographicrsttureand by
rising real health care cosiBhese net Abilities are the presewmtlue of the amount by which
taxes or contribution rates would need to bsadiin order tsustain the present path of program
benefits.

135ee Auerbach, @khale, and Kotlikoff (1991). Generational accounts have been criticized
for requiring arbitrary assumpins about the distafiiture. Whatever their deficiencies, they
have themerit of raising issues that are too easily ignored in pdelbate. Alear statement of
assumptions (even if somewhat arbitrary) enhances the transparency of government accounts
and makes clear implicit future commmients.

45 public pension schemes, the initial level of benefits at retirement aé@ends on the
level of earnings, while posetirement ncreases in benefits are linked to the consuymriee
index. The growth of earnings over tingses the level of benefits at retiremboth because
of inflation and because oéal eanings growth. Measurement of increasesea earnngs is
also ditorted by thédias in measuring inflation. Corréah of this bias in detenining initial
retirement benefits implies that these benefits will not kesge withthe earnings of employed
workers, but it does not imply any reduction in the (ectty measured) level of real retirement
benefits.

15 review of G-7 policy measures, and areatpt toquantify their macroeconomidfects,
are presented in Balini, Razin, and Symansky (1995).

16an advocatefrom the “public choice” school Rowley (1987c).

17see also the discussion irovd Bank (1994), Box 8.5 (pp. 267-68).
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