Symposium Summary

Stuart E. Weiner

Chronic government budget deficits and edoajagovernment
debt have become major concerns in both developed andgae!
countries. Concern mes because fiscal imbalances siphon funds
from private sector investmentetarding growthand ultimately
reducing standards of ling. Fiscal mbalances also create poten-
tially large burdens on future geneaats, as workers may be forced
to finance unfunded social programs for rapidly expandingrid
populatons. And, fiscal imbalances cangger disrupive move-
ments in inteest rates and exchange rated)ighly indebted coun-
tries become increasjly vulnerable to global market forces. Few
economic issues have such far-ranging implications as excessive
deficits and debt.

To gain a better understanding of the pesb) and to cosider
potential solutbns, the Federal Reserve Bank afrisas City spon-
sored a symposium titled “Budget Deficits and Debt: Issues and
Options” held at Jackson Hole,y¥ming, August 31 - September 2,
1995. The symposium brought together a distinguished group of
central bankers, fence miisters, academics, and financial market
representatives.

The discussions were marked by unusually strong agreement on
several points. First, most participants agreed that government defi-
cits and debt are already excessiwnel will become unsuginable
as aging populations increasingly draw on unfundedsppn and
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health care progims. Secondalge and growing fiscal imbalances
harm economic performandmpose unacceptably large bi@ns on
future generatins, and raise the risk ohajor financial market
disruptions. Third, solutions to the datiand debt problems should
stressspending reductions, not tax increases. And fourth, fiscal
reforms will need to be decisive, tramspnt, and equitable if they
are to receive publisupport.

This article summarizes the papers and commentary presented at
the symposium. The first section lays out the dimensions of the
buildup in government deficits and debt. The next sections
examine the economic consequences and monetary plptica-
tions of the buildup. The fourth sectioonsiders potential solutions.

The final section sumarizes the emarks of an overview panel.

Dimensions of fiscal imbalance

Alan Greenspan opened the conference by observingahtabl-
ling government dedits and debt is a fundamental challenge for
economies throughout the wdr He noted that debt+GDP levels
have risen steadily in most industrzed countries for over a dec-
ade, educing economic output and placing coiegrat risk of
financial breakdwn. Moreover, the prospects of reversing these
trendsare not good. In the United States, for example, aging baby
boomers willplace nounting pessures on social programs. The
solution, in Greenspanigew, is for policymakers toake strong
action today and make a lasting commitment to sustaicidehd
debt reduction in the future. “Today’s &mts,” he cautioned, “are
only the first step to fiscal reform. . . . Indeed, the will and means to
follow through are atdast as impaant.”

Two papers, one presented by Pllialsson and Michael Mussa
and another presented by Kumiharu Shigehara, underscored how
serious deficit and debt problems have become in many countries.

Massonand Mussa noted that most industrializedrtdes have
run persistent deficits since th@d-1970sJeading to rising debt-
to-GDP levels. In the UniteStates, gross governmedebt as a
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percentage of GDP rose from pércent in 1980 to 69 percent in
1994. Over the same periodyyvgernment debtase from 32 to 50
percent in Germany, from 52 to 83 perceniapan, and from 58 to
129 percent in ltaly. To a large extent, this detation in fiscal
balance sheets has been due tadigexpanding expenditures on
public pension and health care pragrs.

Why havegovernments let deficitand debt levels rise to such
high levels? Masson and Mussa offesseral possible explana-
tions. First, public attituddsward the role of the ate have changed
over the postwar era. As industimd countries havéecome
wealthier, the demand fagovernment services to help thess
fortunate hasncreased. Secual, and related, benefaries ofgov-
ernment services have increasingly come to view such payments as
entitlements, making it politally difficult to reverse the trend. This
is especially true of pension and health carggams. Third, mis-
calculationshave causedeficit and debt levels to bedtier than
originally anticipated. These include rising health care costs,
increases in structural unemployment, larger than expecateshises
in life span, and a general slowdown iroguctivity growth.

Developing cantries also havencountered growing fiscal prob-
lemsinrecentyears. Whilledividualcases vary, Masson and Mussa
noted that many devgbingand transition econoi@s havebegun to
run persistent deficits. In comtst to ndustrialized cantries, spend-
ing on social services in most devgilog natbns hasot yet surged,
keeping levels of government spending relative to GDP relatively
low. However, as developing and transition economies become
wealthierand heir populatbns agethey are likely toéce the same
set of fiscal challenges as developed ecarsm

Looking to the future, and in pactlar at prospects for industri-
alized caintries, Masson and Mussa weie overly optimistic. Many
industrialized countries havaken steps to redudieeir deficits and
debt-to-GDP ratios oveéhe medium termBut over the longer term,
success isincertain. Fisal problems rumuch deeper than current
levels of governrant debt suggest. The growing liabdi ofgov-
ernment commitments tar@vide social benefits, especially for the
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elderly, are largelyunfunded. Taking these liabil#s into account
makes omorrow’s fiscal imbalances trulgaunting.Masson and
Mussaurged policymakrs to remain committed to reducidgfi-
cits, and to do so principally on the spendéngde. By acting soon
to scale back social pgpamsMassonand Mussarguedjndividu-
als would still have time to adjust to lower future bétsef

Shigehara concurred wiMlasson and Mussa’'ssessment of the
deficit and debt problem. Focusing ondirstrialzed countries,
Shigehara presented isates of future debt-to-GDP ratibssed
on current provisins ingovernment pension and health care pro-
grams.The results were striking. Ithe United States, ngublic
debt as a percent of GDP would more than triple from the year 2000
to 2030. InGermany, the ratio would double Japan, the rate would
rise tenfold.

Equally striking were the implied tax kiens on fuire workers.
Shigehara estimated thattéire U.S. generations woutdve twice
the amount of taxes owed by current taxpayers. Generational imbalances
would also arise in the other countries for which the OB&&nade
calculations—Germany, Italy, Swedesmd Norway. Such figures
led Shigehara to warn that currens@al stuations are unsustainable.

Shigehara’s prescriptionike that of Masson anblussa, would
be to cut growth in government spemgli Given the already high
tax rates in most industriaked caintries—and the distortions such
taxes inpose—the only reasonable option is to adopt a comprehen-
sive package of spending reforms. To garpelitical support,
governments mustake heir currentand uture fiscal posibns
clear to the public. In particular, they must let taxpayers know how
great the fiscal burden on future genewasi will be if the spending
problems areot addessed soon.

Economic consequences
Laurence Ball and Gregory Mankiw then explored the economic

consequences of rising defs and debt. Their paper considered
both real and financial market effts.
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Ball and Mankiw began hbiyoting that running government budget
deficits typically educes ational saungs. Lover national savigs,
in turn, lead to reduced investment and reduced net exports. Invest-
ment is curtailedoecause a drop in national savings restricts the
supply of loanable funds, forcing interest ra@gher.Net exports
suffer because higher interest rates cause the domestic currency to
appeeciate. The resulting trade deficits are financed by a flow of
assets oveeas.

Over the long run, the decline in investment lowers thétadap
stock, redicing productive capacity and outp The cowding out
of investment and capital alkmwers productivity growtland hence
real wages. Moreover, aontinued flow of assets abroagalves
residents with less, and foreigners with more, of any @sterents,
and profits earned. Ball and Mankiw argued that this conweait
view of deficitsand debaptly descibes the recent grerience in the
United States. According to their calcudats, ouput in the United
States is 3 to 6 percent lower than it wouldemwise be due to the
fiscal imbabknces of recent years.

Ball and Mankiw also looked at the possibility of what they called
a “hard landing.” In many coun#s, debt-to-income ratios are
expected to move evdrigher in coming years. The conventional
economic effectshius would bemagnified—in the United tates,
for example, a doubling of the debt-to-GDP ratio fritra curent
level would imply a 6 to 12 percent reduction in outfgut more
important, countries could face new, qgtadively differentrisks as
debt levels cnotinue torise. In paticular, a rising debt-to-income
ratio couldcause investazonfidence in a country to fallhere may
be limits to how many of a country&ssets fagign investors are
willing to hold. In additon, if the perceived risk of a government
defaulting on its debt rose, investors woulekly begin liquidating
their holdings.

The effects of such aand-landng scenario would be dramatic.
Stock and bond prices would fall, and interest rates would rise.
The rise in interestates wouldlepress investant, reducing oiput
and real wage growth. Household spendinghnfall sharply. The
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exchange rate would decline as investor demand for the coun-
try’s currency fell, putting upward pressure on inflation. Inflation-
ary pressures would also rise to the extent that the central bank
came under ingased pressure to begerly accommodave. Ulti-
mately, a general financialisis could erupt, causing widespread
bankruptcies.

In sketching this scenario, Ball and Mankiw emphasthatisuch
a fate is Ighly speculative—but still possible. Peacetime debt
buildups like those now being experienced by modustrialized
countries arenprecedenéd. No oneeally knows how the dynamics
of a hard landing would playub. Consequently, the uncertain risk
of a hard landing may be the most compelling reason for acting now
to reduce deficits.

Robert Johnson, in discussing Ball and Mankiw’s paper, ques-
tioned whether the output logssociated with theurrent U.S. debt
level is as high as 3 to 6 percent of GDPw#e notconvinced that
the linkage betweegovernment debt and future productivity is that
strong. Such a view rests on the amsption that rising interesates
stemming from rising deficits significantly discage business
fixed investment, which is an empirically questionable proposition.
Itis more likely, in Johnson's view, that part of the adjustmeristaf
imbalance @kes place via increases in privaving, as interest-
sensitive consumption and residi@hinvestment decline ithe face
of rising interest rates. Therefore, reducing deficits would not have
as large a favorable crowding-in et as Ball and Mankiw esti-
mated. Moreover, Johnson argued, it would matter how the deficit
was cut. The Ball and Mankiw é@states do not distinguish among
alternative appraches. Raising taxes oapital or reducing govern-
ment spending on research and development and education, for
example,would presumably have a negativeeeff on pog¢ntial
output growth.

Johnsonwas synpathetic to Balland Mankiw’s hardanding
scenario. Today’s investors, he agreed, are highly sensitive to fiscal
policy imbalances and can shift funds cidy and efficiently.
Johnson pinted out that the first type of potentedsetrisis, the
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portfolio-saturation scenario, is likely to be a problem only for the
largest countes, whose assets make upgnfficantshare of inves-
tors’ portfolios. Of greater concern toast caintries is the second
scenario, where the ability or willingness to repay debt comes into
guestion, driving borrowingosts higher. As Johnson noted, high-
debt countries can beinerable to such disruptions even if they are
addressing theirigcal problemsSweden and Canada, for example,
faced difficulties in the wake of the 1994-95 Mexicarsisr.

To avoidsuch guilt by association, Johnsmtommended that
countries implement desive reform measure$lobal investors
need positive proofitat acountry is serious about deficit and debt
reduction. To gain investor codfnce, gvernmentsieed to sacri-
fice a “sacred cow.” In that vein, investors are currently impressed
by fiscal reform efforts in Sweden and Italy, for example, but are
distrustful of efforts in France.

Allan Meltzer, in discussing the Ball and Mankiw paper, also
stressed that it matters how aidgfis reduced—whether it is done
through spendinguts or taxncreags. Sgndingcuts have positive
effects onesource use, while tax ireses haveegative efécts on
incenives. Indeedaccording to Meltzer, the way a deficit is cut has
more important effects than the actual deficit reduction itself.

Working from Ball and Mankiw’s figures, Meltzer estimated that
the output gain of eliminating the.S. defcit—as opposed to Ball
and Mankiw’s eperiment of eliminating the entird.S. debt—
would amount tdessthan 1 percent of GDP. However, if deficit
reduction is achieved principally through spending cuts on entitle-
ment progams, combined, perhaps, with teefarm, the ulimate
impact could be greater.

Monetary policy implications

John Taylor presented a paper exploring the implications of defi-
cits and debt fomonetary policy. Taylor fst examined the basic
relationship bewveen fiscal position and monetary policy. He noted
that in large countes with access to creditarkets, inflation is not
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necessarily tied to deficits and debt. For these countriesgekan

fiscal positioncan be bought about by cinges irgovernment bond
issuance. That is, countriesth access to credimarkets need not

rely on monetary expansions and contractions to adjust to government
fiscal positions.

For many developing and transition econesmhowever,access
to credit makets is limted. Forthese cantries, udget cuts can have
a large effect on money creation and hence a beneficial impact on
inflation. Another channel through which lower deficits might help
reduce ifflation—for larger countries as well as for aiter ones—is
credibility. Recent theoretical research suggests that lower deficits
will reduce a gvernment’s temptation to irdte away its debt, that
is, lessen the so-called timeeonsistency problem. In practice,
governmentsand central banks havdten been able to resist this
temptation. In the United States, for example, inflation has trended
downward since thearly 1980s despite the largenup in public
debt.

Taylor then addressed monetaglicy issues thatvould arise
during the transition from high to lodgeficits. He asked two key
guestions: Would it be advisable for the central bank to lower its
short-term interest rate in response to deficit reduction? And, if so,
how quickly should it be dwe?

To the first questin, Taylor answered that the central bank should
lower its interest rate by the amount the long-run real interest rate
is expected to decline. Bipingso,the central bank would prevent
a shortfall in aggregate demand that would otherdéad to an
undershooting of its inflatioratget.

To the second question, Taylor answered that the central bank
should lower its interest rate gradually, at fzene pac¢hat the
budget deficit is actually reded. Heecommended against a more
rapid reduction in interst rates on two grounds. Firsapid cuts
would be unnecessary in that a credibleatiefeduction program
would lead to an immedie decline in long-termnterest rates.
Second, the reductionight have to be reversed the event that
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deficit-reduction projections proved overly optimistic. On the
assumption thagliminatingthe U.S. budgedeficit over the next
sevenyears would reduce thieng-run eal interest rate by one
percentage point (an estimageently offered by the Congressional
Budget Office), Taylor’s prescription for monetary policy would be
to reduce short-ternmierest rateone-seventh obne percentage
point, orabout 15 basis points, each year.

Finally, Taylor obsered thatday-to-day operations of monetary
policy might have to be altered somewhat in the aftermath of a
transition to fiscal austerity. In particular, if austenitgs bought
about by balanced-budget rules that precluded egicliefcits—
and, hence, aamatic stabilizers—monetary policymakers would
likely have to become moresponsive in adjusting interestes to
deviations in output.

Mervyn King, in discussingdylor’s paper, agreed that during a
transition to lower deficits, a central bank showdduce its short-
term interest rate only gradually. Indeed, if the central bank acted
more aggressively, it mightamnhage its own credibility. Doing so
would cause dng-term interestates to rise, wiping the beneficial
impact on long-termates of fiscal reform.

King stressed that monetary policy has had important effects on
fiscal policy in recent years. In particular, theve bward the
pursuit of price sbility in many industriaied countries in the
1980s and 1990sasexacerbated fiscal problems. tAal inflation
has been lower than expected, raising the effecégkinterest rate
on government debt. Hence, borrowing costs have increased, con-
tributing to the rise in debt-to-GDP ratios. As thedibility of
anti-inflation policies grows, hoever, inflation expectationwill
decline andorrowing costs will come down. The goal, King noted,
is to have sound policies on two fronts: monetary policy must be
dedicated to price stability, arfidcal policy must be dedicated to
responsible debt management.

Helmut Schieber, irhis comnents,focused on European fiscal
issues. Haoted that countes will be permitted to join thelanned
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Economic and Monetary Union (EMU) only if their deficits do not
exceed 3 percent of GDP and if their grpsilic debtdoes not
exceed 60 percent of GDP. At present, cabrmany andLuxem-

bourg meet these criteria. Moreover, once countie@dmitted to

the EMU, heywill be expected to coirtue to observdiese ceilings.
Schieber cautioned, however, that existing ratiohs may not be
strong enough to prevent member countries from adopting overly
expansive budget policies, and he suggested that separate treaties
be signed to ensure that this does not occur. He emphasized that
a future European Central Bank must have the will to counteract
ill-advised fiscal expansions if monetary stabiblityd low infation

are to be maintained. The German Bundesbank, for drathas

had to adopt such an uncompromising position on two occasions
in recent years—in 1981, following a runup of debt in the late
1970s, and in 1990-92, following reunification.

Solutions to fiscal imbalance

Conference partipants then shiftetheir focus to finding solu-
tions to the debt and deficit problem.

The Canadian experience

In the symposium’s luncheon address, Paul Martin exgthhow
Canada has addressed its fiscalppems. Like most other industri-
alized caintries, Canada has run gestent deficits for years and has
seen its debt rise steadily. Net federal debt as a percentage of GDP
has increased in the last fiftepsars from 30 percent to 73 percent.
Interest charges alone account for almost 34 cents of every federal
revenue dollar. Such a large stock of debt, combimigd interest
rates three to foypercenage wints higher than the country’s growth
rate, makes it very diifult to stabilize the debt ratio.

In response, the Canadian governmentaleeriaggessive action
over the last two years. The centeqe ofthe programhas been to
commit to an interim deficit target of 3 percent of GDP in 1996-97
on the way to an eventual balandeaiget. While the interim target
is ambitious—the deficilvas 6 percent d&DP in 1993-94—Martin
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expresed confidence it will be acleved because of therahg
measures contained in the twmsh recent fedral budgets. The
budgets provide for a 10 percent reduction in program spending by
1996-97, making Canada the only G-7 nation to budget an absolute
decline in program olays. According tocurrent projedbns, by
1996-97 the 3 percent deit target will be met, the garnment will

be running asizable operating spltus, and thealebt-to-GDP ratio

will begin to decline.

How has the Canadian gemnment been able to bring about such
sweeping fiscal reform? The mostportant &ctor, Martin stressed,
has beemublic support. The publibas come taindestand the
severity of the problem andgardghe reform measures as balanced
and fair. In addition, the reform press has been guided by three
key principles: (1) to enhance accaalnility and credibility, the
focus has been oshort-term targts incorporating conservative
economic assumptions, (2) to emite efficiency, spending cuts
have been allocated in a flexible, decenedi way among depart-
ments and agemes, and (3) tencourage dialogue and expand the
range of options, extensiveilplic consultatbns have been under-
taken. Through these means, Martin explained, Canada has taken
the crucial first steps in regaining iisdal health. “What we have
really launched is a fundamental reappahiofthe appropriate role
of the national governamt. . . . Creating ayblic sector wiere it can
truly be said that ‘less is more’ is the greatest challenge we face.”

Solutions for developed economies

Four panelists then presented theiews on solutions to the deit
and debt problem in developed countries.

Alan Auerbach’s overding theme waghat fiscal poblems in
industrialized countries are generally far worse than defmirés
would suggest. In the Unite8tates, for example, balancing the
budget in the short run will be insufficient—fiscal imbhates will
worsen inthe long run due to changing demographicssaime fate
awaits other developed countries.
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Auerbach used the generational accounting framework he helped
pioneer to demonsite the seriousness of the prarl. Assuming no
change in current policies, Auerbach ested the lifetime tax rate
on future U.S. generations wouldve to be 84 percent to achieve a
sustainable fiscal postth. Even assuming the budgbecomes
balanced in seven years—the goal ently being considered by
Congress—the implied tax rate on future gextions wouldave to
be 72 percent, more than double the rate on today’s taxpayers. The
problem: the huge unfunded liabilities associated ®ibial Secu-
rity and Medicareliabilities that will come due as balwpomers
begin to retire over the next twenty to thirty years. Such liabilities
will impose an infeasible burden on future generations.

None of the potential soluths, Auerbach emphasized, will be
painless. All will involve significant cuts in spending or increases
in taxes. But delaying action today may force Draconian actions in
the future. Audnach was siptical about some of thstructural
reforms that have been suggested. Budgjest such as a balanced
budget amendment, are suspect because the sthnaanual
deficit measures they rely on are powticators of a country’s true
fiscal postion. Federalism—shifting more fiscal responsibilities to
state and local governments—is unappealing because of its poten-
tially undesirable eficts on incomelistribution. One structural
change that Auerbach would emde is the adoption of improved
government accounting proagaes. Inparticular, he adecated pro-
cedures that would recognize long-term liabilities and estimate
the generational consequences of policy actions.

Alberto Giovannii, in his emarks, emphasized the role played
by financial markets in debt and dgf issues. Inaday’s highly
globalized markets, it is impossible for couas to inflate away
their debt. Investors are quick to asl their inflation expectations,
precluding surprise ifditions that lower ex post real interest rates.
Today'’s free capital markets alsopose a measure of discipline on
fiscal policy. When a country’s fiscal position begins to appear
unsustainable, investors pare b#okir holdngs of that cantry’s
debt, in effect evaluating govermmt debt like corpate debt,
including an assessment of defaisgke
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Like Auerbach, Giovanini stressed that there are no quick fixes
to current deficit and debt gblems,and that soltions will entail
slow and gradual adjustments in publicdfittes. On the subject of
structural reform, Giovannini gued that reform options will vary
by country. In Italy, for example, pension reform is likely to be
limited by constitutional constnais. Strcter wles on local govern-
ment spending, however, offer some prem

Peter Petersommtused on the entittlements problem in theted
States. He fist documented the explosive growth of gathents in
recent years. Spending on non-means-tested entitlement programs
such as social security, Medicafederal pensions, and famid has
grown about three arahe-half times fastehain the ppulation and
inflation over the last thirty years. Sinttee 1960s, benefits to the
elderly have come talominate the budget. Entittement spending on
the elderly now accounts for ovenethird ofthe federal budget,
doubling in the last thirtyears.

Social security and Medicare have been two of the laspesid-
ing components and will become evarger as the populati@yges.
These programs represent huge unfunded liabilities. Peterson esti-
mated that if federal retireemt programs were funded in theanner
required of private pensions, some $800 billion a year would have
to be added to the federal deficit. Such a figglvewsthat current
programs are simply unsustainable.

Peteson then offered a specific social security reform plan that,
if implemented son, would bring about fundamental changes
gradually. His program corites three elemts. First, thesligibility
age for full benefits would beaised over time to age 70. Second,
an affluence testould be applied so that higheicome indviduals
would receive fewer benefits. Third, more social security benefits
would be made taxable. Peterson’s projections indicated that these
changes would keep the Social Security program viableintell
the 21st century. Petersonesdsed that such reforms will not be
possible without popular support. The American public needs to
understand the severity of the problem if it is to get behind the
reform measures. Thus, an essential first step is to educatiie
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Jurgen Stark, ihisremarks, explained Germany’s efforts to improve
its fiscal p@ition. Germany made considerable progress in the second
half of the 1980s, turninggovernment deficit of 3.3 percent of GDP
into a 0.1 percent surplus by the end of the decade. But after reunifica-
tion, Germany’s fiscal position deterioratedcapital and transfer-
payment expenditures in eastern Gany soared. During the six
years since reunification, Germany'’s debt level has more than doubled.

German officials haveesponded by embarking on a medium-term
program for fiscal consolidain. The central aim of the program is
to reduce gogrnment speding as a parent of GDP from 50 percent
currently to 46 percent by the year 2000. Two additional goals are
to reduce the deficit to frercent of GDP and teeduce axes as a
share of GDP by one and one-half percentagetpdpecific reform
measures include reducing subsidies, cutting government staff, and
adjusting unemployment and other wage-related bendffforts
also will be made to contrgbvernment pensicand satutory health
outlays. More fundamentally, Stark emphasized thaegmments
need to reassess what tattesycan and sbuld asswme, basingheir
decisions on issues of allocation aristidbution.

Solutions for developing economies

The symposium then turned its attention to developing countries.
What optbns are avéible to these counés as they a&mpt to
addresstteir debt and deficit prdbms?

SebastiarEdwards, in hispaper, focused ondtin Ameiica. He
noted that during thpast few years, thajority of Latin American
countries have utertakenmajor fiscal reforms to reduce ilation
and achieve external stability. Such adjustments becenessary
in the wake of the debt ais of theearly 1980s. In mostases,
Edwards argued, the ggramshave been successful. Thmjority
of counties havemarkedly rediced heir public sector defits
relative to the mid-1980s.

The improverent in public sector accounts has been achieved
through acombination of higher revenues and lower expenditures.
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Higher revenues have been gainthdough tax reform and the priva-
tization of state-owned enteigpes. Lower expnditureshave been
brought about through reduced spending on both current antdicap
outlays. Data suggetitat tax refoms—while contriluting to effi-
ciency and fairness—to date have had only a limitegicefin otal
revenues. Taxeverues will grow aly as tax adminisation and
compliance improveand thiswill take time. Kpenditure reduc-
tions, on theother hand, have had a ticeable impactindeed, in
virtually all Latin American countries, total pidsector spending as
a percentage of GDP has dee€lil sistantially.

Edwards toked at the reform programs @hile, Mexico, and
Argentina in detil. Chile is mrticularly interestindbecause of its
pioneering role in privatizing social security. iiéhhas replaced its
traditional pay-as-you-go public pensisystem with a system
based onndividual retiremenaccounts. The program has been a
success, reducing demands omlpufinances as well as encourag-
ing private saving and the development of the Chilearitalap
market.

Edwards stessed that, for all emtries, a ckar and modern regu-
latory framework mist be in placeOthemwise, tansferring basic
infrastructureand other statenterprise activities to the private
sector cannot be successtaliwardsalso stressed that theallenge
for Latin American countries, and foransition econones as well,
is to increase dmestic savings to boost potential growth.

José Pablo Arellano, in his comments, focused on resteme-
opmentsin Chile, whichas run abdget surfus since 1988.&veral
factors have contributed to Chis improved fiscal position. On
the revenue side, the country has been able to rely on a broad
value-added tax and has put in place atax structure that is protected
from annual modifications. Chile also has created ailszakion
fund that offsets the fiscalfefcts of variations in the jure of copper,
one of its key expas. On the expenditures side, Chile has trans-
ferred the provision of many social services to the private sector.
While still funded by thetate, such services now benéfim private-
sector competition. In addition, Chile hasadually eliminated



XXXV Stuart E. Weiner

direct lending bygovernment agencies and has largely prohibited
the earmarking of taxes for specific projects.

Arellano also discisedChile’s private pension system. The sys-
tem now covers 90 percent of the counteyisployedworkers and has
accumulated a pensidand eqial to 50 percent of GDP. In effect,
Chile has replaced a pay-as-you-go system containing legally defined
benefits with a privately futhed system antaining legally defined
contributions. One important implication is that future government
outlays will no longer depend onahges in life span.

John Femming, in this comments, focused on recdevelop-
ments in the transition economies of Central and Eastern Europe.
Virtually all of these counies have egerienced some dput and
employment loss in the transition to a market economy, but several
have now resumed grdatv Flemming notedhat a resumipon of
growth has come only in countries that have been ablabdizse
inflation and improve their fiscal position.

Flemming underscoretie point made by Edwards that transferring
infrastructureand functions to the pwate sector requires clear
regulatory frameworks. He also ted that the financial sector can
be a source of fiscal instability, atltat the problem of bad debts
and bankruptcy have not been fully resolveddme Eastern Euro-
pean ecoomies. On a positive t®, Flemming agued breign
investment will prove beneficial to the transition economies because
of the transfer of associated technologies.

Overview panel

In the final session of the symposium, threeerview panebts
presented their thoughts on the debt and deficit issue.

Martin Feldstein argued that deficit reduction should be a critical
goal of government policy, deserving thiglinest priority. Budget
deficits are unaimiguously harmil. Deficitsundermine responsible
government spending deadns by permitting politically gpular
programs to be esblished and expanded twout having to be
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financed through taxe®eficits crowd out capital, which leads to
lower productivity, lowereal wages, and awer standard of living.
And, defcits geneate arever-growing nationalebt, whose interest
payments kep tax rates resttively high.

Feldstein calculated that if thé S.governmenthad run balanced
budgets since 1980, today’s national debt would be only 10 percent
of GDP and current margin&x ratescould be 30 percent lower.
The clearmessage is that budget deficits matter. They have had a
profound effect on the U.S. economy &tent years.

Looking ahead, Feldstein was cautiously optimistic about the pros-
pects fordeficit reduction. The economics profession, policymakers,
and the American public are all coming to recognize that thidgm
of deficits is severe. Reducing dgfs and, in pdicular, coming to
grips with entitlement progims, will not be easy. But the@tlectual
and political envionment is now more conducive to fundamental
change than at any time in the last fifteen years.

Goran Persson directed his remarks to Sweden’s recent efforts to
reduce its budget deficit. In 1994, Sweden had a budget deficit of
10 percent of GDP, the largest among OECDnties. Its blic
debt had doubled in three years. Such high debt levels were threat-
ening Sweden’s economic stability and making it increasingly vul-
nerable to disruptive global capital market flows. Asrd2on
observed, “It is not an exaggeration to say that the rapid increase in
the public debt challenged the whole idea of democracy.”

Sweden had reached the point where something had to be done. The
new government that took office in late 1994 put in place an aggressive
fiscal cansolidation program aimed at reducing the deficit to 3 percent
of GDP by 1997 and balancing the budget by 1$&&ng measures
have already been taken—the program is front-loaded—and two-
thirds of the measuresvolve spenling cuts. The program was
passed with a 94 percemijority in the Swedish parliament.

Persson argued that three elements are required fsca €on-
solidation program to be successful. First, the program must be
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designed so that the burdens are shared equitably. Otherwise, public
support, which is absolutely essential, will be lacking. Second, and
related, the consolidation programust be comprehensive thiar

than a collection of ad hoc measuraaking it clear tonterest groups

that everyone will be asked to makerdf#ces. Andthird, the reform
process and budgeting procedures should be as transparent as possi-
ble. Only in this way can credibility be established and maintained.
Sweden has followed such an approach over the past year and, as a
result, is facing a much brighter future.

James Wolfensohn, in his commerftg;used on the developing
countriesoutside of Latin Amdca andCentral andeastern Europe.
He stressethat thepoorer countries ofsia, Africa, and the Middle
East face d@iff erent set of economic problems than those faced by
wealthier countries. Mangoor natons are struggling to establish
democracies in the post-Cold War era; most have limited economic
resources at their disposal. While suchumities areconcerned
about excessive debt and idék, they often &ce the more funda-
mental problem of providinbasic health and educational services.
These newlemoceacies are fragile, armbntinued economic support
from the wealthier nations is essential. \@oléohn called on the
wealthier nations to remain outward-looking, and to integrate their
deficit reduction progams with catinued aid to the lesslvantaged
nations.

The central theme running throughout the conferemas that
reducing government budget ddfs and debtrepresents anajor
challenge to counies aound the wad. To meet this challenge,
difficult decisions willneed to be madeuBlic and politcal resolve
will be tested. If successful, aentand prospective fiscal reform
measures will help unleash the world’s economies to achieve their
full potential.



