Solutions for Developed Economies

Alan J. Auerbach

In structuring this conference, the organizers have made the
sensible decision to devote segia sessions to the problems of
developing and developed countrigghen atterpting to confront
unsustainable fiscal policies, developedremuies are refived of
many of the economic constraints with which developing countries
must deal. With greater weh| more stable andredible govern-
ments,and more advanced financial systems, developed countries
have the economic capacity to solve their fiscates though
adjustments in taxand spending gies, in coordination with
monetary policy. For deveped ecmomies, the question is not
whether reforntanbe achieved, but whethenitll be achieved.

My comments dealvith the obstacles facing the adoption of
sustainable fiscal policies teveloped economs and consider how
these obstacles can be overcome. Among my conclusions are:

1) Annual deficit meases, or trends in sucimeasures,
offer a poor gauge of a oatry’s fiscal policy. This is
especially true for economies undergoing significant
changes in dmographic structure, as is tbase today for
many developed courés.

2) U.S. fiscal policy is far more balanced than recent

deficit trends sggest. Even if taxes and spending are adjusted
to achieve aalarced budget in the shortun, changing
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demograpkcs will still cause U.S. fiscal policy to be unsus-
tainable. Other developeambuntries face similar situatns.

3) Because current budget deficits are not a good indicator
of the state of fiscal balance, policies to restrict them, such
as a balanced budget amendment, are not a promising
approach to the control of fiscal policy.

4) Budget control measures are furthedemmined by the
general inaccuracy of revenue and expenditure forecasts.

5) Privatization and feetalism—shifting fiscal responsi-
bilities to states anther lower-level governments—are two
mechansms for anational governmant to recognize the
magnitude of its commitmenénd exert control over them.
However, each of #se options has its costs as well.
Improved control maylgso be posble under existing schemes
of federal provision with a reform in accounting methods.

In short, to provide thegditical will to deal with fiscal imbances,
we need to improve our aasating mehods so that such imbalances
are evident. But a solutiorods not lie in the copiete delegation
of responsibility to states, ipate entites, or ad hocidget rules.

Assessing a nation’s fiscal position

To illustrate the problems of evaluating fiscal policy using annual
deficit measures,use the case of the United Stateswéver, these
problems areommon among nains. | begin with a standard review
of the short-termigcal sitwation. Chart 1shows the most recent
projections by the Congressional Budget Offifwr the deficit and
its compaents, as a share of GDP, for fiscal years 1995 through
2005. While the prjectionsindicate a rising deficit as a share of
GDP, the primary deficit, equal to the deficit less mierest pay-
ments, is currently negative and will remain so fevesal years.
Even in fiscal year 2005, the prary deficit is projected at just 0.5
percent of GDP. The cash-flow surplus of the social security system
contributes roughly 1 percent GDP per year to this @arent fiscal
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Chart 1
The Deficit and its Components

Percent of GDP

5

Deficit

¢—’—“‘ Pl
- . .. - = - -
0l--— Primary Deficit -

-
—————
-

-
-
- -
- - -

-

-

Fiscal Year

-1 1 | 1 1 | 1 1 1 1
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

229

health. Observers often puzzle over whigdficit measure—the

total deficit, the pmnary deficit, or penaps the primary dadit

excluding the social security surplus—exf§ the bespicture of
fiscal trends. Alas, none of theseeasures provides an adequate

measure of the course of U.S. fiscal policy.

To understand the problems axtrapolating these short-term
deficit measures, itdips to consider thgovernment’s long-run
budget constraint, which inchtesthat, for the government debt not
to explode, the curremstock of debtDEBT;) plus the present value

of all future primary deficitsRDs) cannot exceed zero:

(1) DEBT +Z (1+i)SPDs< 0
St
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wherei is the rate of interesthisexpression indicates thatng-run
fiscal balance equires hat, at some point, we must runirpary
surpluses to help service the growing national debt. It also tells us
thatlong-runbalance cannot be inferred from short-run values of
the primary deficit, unlesthese values are infiorative about sub-
sequent primary deficits.

Unfortunately, the small primary defts projected for the near-
term fail to reflect the verlarge primary deficits looming just after.
For the United Statethere aréawo major reasons for this. The first
is the rapid growth in entitleemt spending as a share of GDP. As
pictured in Chart 1 his spewuling will grow to absorb an additional
2 percent of GDBver just the next ten fiscgkars. Beyond the next
ten years, thismpwth (as a share of GDP) is projected to continue,
driven in part by increases in the real cost of medical sesywaid
for by the government—Medicarand Medicaid. Second, even
without increases in the realipe of medical care, changing demo-
graphics is projected to increase the share of the population receiv-
ing these and other transfer payments, notably social security.

The longer-run contribins to the gmary deficit of hese two
factors are enorpus. Chart 2, adapted from a recent pa&mspicts
each of theseontributions though the year 2070. Starting from the
primary deficit of just 0.2 percent of GDP in fiscal year 2004 cited
above, the chart projects the impact of changes in the OASDI
balance and the percent of GDP accounted for by Medicare and
Medicaid, assming all other components of government spending
and revenues remain constant as a share of GDP at their 2004 values,
which alreadyrepresents a significanteduction in discretionary
spending from today’s share of GDP.

The chart pbts four series. At the bottom is the net cash flow,
excluding interest ftat is, payroll axes less benig), as a share of
GDP, generated by the social security (OASDI) system. (These
surpluses are smaller than those give@itiart 1, which inalde trust
fund interest in eceipts.) As this s&rs shows, benefits wilurpass
payroll tax receipts during the second decade of the gantury,
with the retirement of members of the baby-boorharts. The top
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Chart 2
Long-Run U.S. Rscal Projedions

Percent of GDP
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series in the chart is Medicare plus Medicaid as a share of GDP,
based on piections of the Health Care fancing Administration
(HCFA) through 2030 and assumed to grow only as a result of demo-
graphic change (rather than ieases ineglative prices) thereafter.

Much of the attention devoted recently to projections for Medicare
and QASDI has focused on how theselverse &nds affect the
viability of the respective trust funds, with the Medicare trust fund
facing imminentinsolvency and &ASDI crisis folowing a couple
of decades later. However, theevall deficit is more relevant to
fiscal balance than the state aflividual trust funds. Combining
these two contributions to increased net¢rsing yields the pro-
jected primary deficit ségs in the figure, which grows steadily until
around 2030 and hovers around 5 percent of GDP thereafter—higher
than for any single year during the postwar period!
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The remaining sées in the chart shows the projected share of
GDP absorbed by Medicaaad Medicaid absent aimcrease in the
relative price of medial care after fiscal ye@004. As his series
shows, demgraphics alone will play a ajor role in the expansion
of government health care spending in the next century. Even were
costs controlled, pmary deficits would still grow from near zero to
around 4 percent of GDP as a result of demographic changes.

With a large initial sbck of government debt and primary deficits
growing over tine, it isclear that these policy projections do not
satisfy the expression for the sustainability of grovrent policy
given in equation 1. Tindicate just how severe these projected
deficits are, we can ask how large arpanent reduction in the
primary deficit would benecessary to satisfy equationThat is,
how large a comlpied permanentincrease in reues andeduction
in federal spending would be needed to gatelarge enough
primary surplises in the futre to service today’s national debt. The
answer is, nearly 5 percent of GDP, if we begin in fiscal year 2004.
In today’s dollars, this would amount to an annual cut in the deficit
(excluding savings from reduced debt seey of around $340
billion—far in exess ofsimply balancing the budget. The explana-
tion is simple. In order to provide for tlemormous liabilites we
face in thenext century, a trust fund will be needed—nuitjfor the
social security sysim, but forthe federal govement as a whole.

Of course, a permanent reduction in the primary deficit as a share
of GDP is but one path to fiscal solvency. We could absorbater
share of the contraction in the short run or, perhaps more likely, delay
serious actioruntil somelater date. How we reduce deits, and
when, can have quiteftiérent impacts on the country’s economic
performance and theelative well-being ofdiff erent classes of
individuals. Looking at the long-run path of defidmsips usinder-
stand the extent to which fiscal policgeds adjstment. However,
it can tell us relatively little about theanleoffs amongdlifferent
adjustment paths; how cutting benefits compares to raising taxes, or
how acting now compares to delaying action. To evaluate tradeoffs
like these, we need a more detailed apgh to measuring the
burdens of fiscal policy.
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The fiscal crisis from the perspective of generational accounting

As the recent heated Congressional debate about how to reduce
the deficit illustatesthere are manways to address the long-term
U.S. fiscal problem, inciding taking no immediate action at all. To
evaluate the alternatives, anelp quantify the magnitude of change
required, colleages and | haveleveloped an #&drnative to the
deficit and its variants to measure thatstof fiscal policy. We call
this apppachgenerational accountingoecause it is based on the
allocation oftaxes andransfers to different generationg\s in the
deficit anaysis just presented along with Chart 2, gexional
accounting starts with themhg-run budgetonstraint gien above
in equation 1. But generational accounting goes one step further in
asking not simply how large changes in taxes aetiding must be
to ensure a sustainable fiscalipy, but how differentchanges in
taxes and spending, at different dates, will affect different groups in
the population.

Generational accounting is motivated by the concerns tradition-
ally voiced about the d&fit—that it may unduly buden future
generations and crowd out national saving. However, as measured,
the curent deftitis a poor gauge of the magumite of such problems.

The social security systemffers a familiar ilustration of this
weakness. We know that the social security system isiilyr
running cash-flow budget surmes. Yet, if weaccounted for the
social security system on an accrual basis, as businesses now must
do for their pension liabilies, the annual surpluses being would

turn into deficits, with the large positive annwash flowbeing
offset byeven larger annual growth in liabiéis, paticularly to the
large baby-boom cohort®w in the workforceEven excluding the
social security surplus from the calculated deficit, as is done for
certain budget pyoses, does not adequately adjust for theigipl
burdens of the social security system.

While the problem of how taccaunt for social security is gener-
ally recognized, it is syptomatic of a much more pervasive prob-
lem that islesswell undestood. Other transferrpgrams, such as
Medicare, involve similar implicit liabities not counted as nanal
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debt. Taxedliffer in theextent to which they impose current burdens
on individuals,rather han utureones. In each casthere is aveak
relationship, if any at all, between the ipgls impact on the current
budget and its impact on differeggneratons and, by extension, on
macroeconomic performance.

In theory, deficitscause crerding out to the extent that they
increase perceived household wealth and copsom But without
knowing how a current deficit relates to the overall burdens on
different generations, weannot gauge the extent oberding out;
few believe, for examplahat the curent sate of the social security
system, cash-flow surpluses and all, is good for capital formation.
By allocating the burdens of fiscal policy among different genera-
tions, generational accounting informs us not only about burdens,
but about potential wealth effects on congtion. For example, it
will reveal the distributional effects of a policy that exypls social
security without changing the current deficit, thifegient distribu-
tional effects of alernativedeficit reduction polties, and the gen-
erational impact of stetural changes in fiscal sticture, such as a
shift from income taxation to consumption taxation.

Table 1 illustrates thase of gemrational accounting to afyze
the current U.S. fiscal situation. It presetits results of six simu-
lations, corresponding to differentséal policy paths. The first
simulation is for the basele, assuming no changeduarrent fiscal
policy. As already dicussed, this policy is unsastable. To mea-
sure the degree ohis imbalance, the siolationassumeshat the
entire burden of this imbalance falls on future generetj in pro-
portion to their ncome. That is, it implicitly assumes that whatever
policy changesoccur to satisfy equation 1, they are borne exclu-
sively by future generations of individuals. This is not a prediction
of how policy will change, but simply a measure of the present
imbalance.

The two entries in the first column of Table 1 indicate the net
lifetime tax rates—the present value of all taxes, lemssfer pay-
ments, as a share of the present value of latoonie—aced under
the baseline scenario by two representatidividuals—soneone
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Table 1
Generational Accounting for the UnitedStates

Balance: Balance: Balance:

Income  Social Income Slower Balanced

Taxes, Security, Taxes, Health Budget
Baseline 2001 1996 2016 Growth  in 2002

Percent Change 62.6 95.0 118.2

Lifetime Tax Rate:

Current
generations 34.2 44.6 38.1 52.6 36.0 351

Future
generations 84.4 44.6 38.1 52.6 70.4 72.5

Source: Auerbach et al (1995)

born today, and someone born in the fufifd he first of these tax
rates equals the share of lifetime income fedtal, state, antbcal
taxes, net of ansfer payments, will absorb, given current tax and
transfer polcies. Thalifference between the two tax rates represents
the net increase in bden needed to actve fiscal balance, if this
entire burden is borne byture generatins. If we keep in mind the
likely behavioral response, the projected 84 percent tax rate on
future generations indicatesst how infeasible it would be to
exempt all existing generations from the burdeniséai adjust-
ments. hdeed, as these lifetime tax rates aetof transfer pay-
ments, this simulation implies gross lifetime tax rates approaching
100 percent.

The nextthree columns in the table correspond to three alternative
scenarios for achieving fiscal laalce through permanenolicy
adjustments. For each simufati, the cdumn presents the required
permanent change in the poliegriable needed sthat the lurden
placed on members afifure generabns does not exceed tHadrne
by current newborns. The first experiment isr@erease in federal
taxes in 2001. For this policy to achieve fiscal balance, federal tax
revenues wuld have to increase by 63 percent. Because federal
income aixes are just over 8 percent of GDP, tlasult is in line
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with the result presented above of a required reduction inithanyr
deficit of about 5 percent of GDP.hie policy would raise the
lifetime tax rate of current newborns by about 10 peampaiints.

The second policy option considered in Table 1 is a cut in social
security benefts, efective immediately. Achieving fiscal balance
through this route aloneauld require an almost congik elimina-
tion of benefits. For such a policy, thedlifme tax rates of current
newbornsvould rise by less than under the previous onereaigr
share of the total fiscal adjustment would be borne by older, existing
generaibns, both because of immediate enactment and because
social security benefits go to the elderly. On the othadidelaying
an income taincrease until 216 would magnifyhe required annual
increase, with the additional fifteen-year deldgliag another 8 per-
centage points to the lifetime tax rates of currentbews.

The magnitude ofhese changesinforces the messagieat the
current U.S. fiscal imbalance is extremely large. The final two
simulations in Table 1 provide filmer evidence. One shows the
impact of exerting sufficient control over government health care
expenditires so that #ir rate of growth is reduced by 2 percentage
points per year relative to the baseline for the next ten years, with
subsequent growth at the baseline rate alondothier trajectory.

The second simulation approximates the impact of a balanced
budgetin 2002, achieved through phased cutsmde®ense spend-

ing (excluding social security) and entittements, with all expendi-
ture categories resuming théiaseline growth rate thereafter. This

is similar to the approach currently being taken in Cesgr with

the tax cut omitted. While both tfiese pticy changes gesrally

would be viewed as significant, tieér comes close to eliminating

the need for further adjustments, here assumed to be borne by future
generations.

Theseresuts, that current policy will ¢ad to large, essentially
infeasible burdens on futurgenerations, are not unie to the
United States. Aacent Organization for Economic Cooperation and
Development (OECD) study of selected counfrigsing the same
generational accounting amarch found theolicies of all caintries
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considered to be unsustainable, in that the implied burdens on future
generations wouldxceed those on a@nt generatins. In the goup
consideed, the Uhited Satesfell in the middle in terms of the
magnitude of the imbalance, in a dian position to Norway, with

Italy in worse shape and Germany and Sweden in better condition,
as measured by the relative fiscal bamd on future and creant
generations.

Potential solutions: budget rules, privatization, and fedealism

The United States andter developed countries face large fiscal
imbalances. Asjustillustrated, delay in addresdiegéimbalances
may ultimately necessitate draconian policies. This section consid-
ers the promise of alteative structural refans to make fiscal
policy more responsive.

Budget rules

Since the mid-1980s, the U.S. government has attempted to
enforce budget discipline throughsaccession obudget control
mechanéms, ircluding the Gamm-Rudman-Holhigs(GRH) Act of
1985 and the Budget Enforcemehdt (BEA) of 1990. The most
recent session of Congress irsdal a near miss at the passage of a
constitutional amendment requiring annual budgatitce. The
logic behind such rules is that theypose thecollective will on
individual legislative decisins, in much the same way tlsaercion
is necessary to provide an adequate level of public goods like
national defense. Wibut such rules, the intuition goes, there is a
free-rider problem: legislators may wish to maintaéndl discpline
but cannot do so unilaterally without harming their constituents or
their own reelection proggts.

Traditionally, econondts haveevaluated mechanisms like the
balanced budget amendment in terms familiathttse who study
monetary policy: as a tradeoff between rules and discretion. While
the balancedudget amendment may impose desired discipline, it
alsoreducesthe scope for disapetiry stabilization policy. By now,
this aspect of the debate is welhderstood, andkegicism has
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mounted about the usefulness of fiscal policy as a short-run stabili-
zation device. But recent experieras deronstrated that there are
serious faws with simplebudget control rles that have little to do
with the reduced scope for discretion.

A very fundamental problem witlteficit-control measures is that
they are a#mpting to control theeficit. As discussed above, the
current year’s de€it may, and under present circatances does,
offer a poor measure of the state of fiscal policy.halit focusing
on a muchdnger horizonand taking a more detailddok at the
distribution of iscal burdens, a fiscalontrol measure is poorly
equipped to satisfy its underlying objees. As illustrated above in
Chart 2 and Table 1, achieving a balanced budget in the short run
will still leave theUnited States with a fiscal imbalance that, barring
further short-term aatin, will be borne tproportionately by future
generations.

An additional problem is that the imposition of deficit-control
measures simply exacerbates the problem caused by the deficit's
weak connection to fiscal balance, bgcouraging legislators to
balance théudget using “smoke and mirrors” and ottggmmicks”
to reduce the short-run deficit while doing little about the long-run
fiscal imbalance. There is evidence from the GRidriod, for
example, of greatarse of asset sales and, moreagalily, a pattern
of deficit reduction focused ahe current year’s deficit, which was
the exclusive focus of the penalties imposed under @RH.

Finally, deficit-control measures typically have been poorly
designed to deal with forecasting errors. Example, undeGRH,
success imeeting a deficit target was judged ex ante, when a fiscal
year’s budgetvas forrmulated. The actual deficit, regHess of its
magniude, was irrelevant to the rulender the ries in operation
since 1990Congress is limited from taking action taciease the
deficit relative to its baseline during a fivegr budget window, but,
again, faces no rules regarding the actual deficit levalsTif the
deficit forecast for goarticular fscal year starthigh and grows
higher as that fiscal year apjches, this has nordict impact on
Congressional aan. Given the systeatically optimistic deficit
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forecasts of the recent pa$trules that are not based aotual
realizations will be sed voward higher deficits.

Privatization

In recent years, pratization of government industrieasbeen a
path for economic reform, first in Westernurries with national-
ized industies, such as thenited Kingdom, and then in the coun-
tries of Eastern Europe. In the United States, gtixation of this
type is not a major issue, as governmedtstrial activity already
is minimal. Here, discussions of iyatization focus on tansfer
payments, particularhhbse of the social security system. Based on
results in Chile and elsewhere, some hargued that the United
States can dénefit by convertingts social security system into a
private, contrilntory pension scheme.

One must earcise care in translating results from deyéhg
countries into policy prescriptions for countries like the United
States, for the argnents for privatization do not apply equally in
all contexts. Here, there is little concesmer the stability of the
government. Atéast in the pasthere haveen no attempt to funnel
contributions to socialrisurance programs intoproductiveuses
favored by government. The case for privatization in developed
countries seems to be that it will permit them to rein in unrealistic
commitments and permit a reduction in the magnitude of unfunded
liabilities. That is, the case is a political one; the direcheontc
impact of privatization itself should be minimal.

At present, government social secusgstems typicallyrivolve
significantredistributons within and across generations. The poor
receive a better return on their contritlous than do the rich, and
generations thatave retired or will do so soon haverdd better
than thosé¢hat will follow. Privatization is aneans of raking these
redistributons more explicit and, presumably, more difficult to
preserveConsider first the question of redistribution within genera-
tions. If individual payroll taxes wre directed to amdividual’s
private pension account, this would elimindate government’s
ability to use a complicatetdenefit formula to redistribute from



240 Alan J. Auerbach

workers with high lifetime nicomes to those with lowféitime
incomes.Such redistribution could be maintained, but it would
require an explicit system of taxinggh-income elderly prsons to
finance transfers to the low-income eldeAfsent suchedistribu-
tion, there would be a direct linkage betwemayroll taxes and
benefits, thus sharpleducing the labor supply disincentiveesfts

of the present systef.

Replacing a public pension sanewith a private one also entails
making intergenerational redistribution more explicit, for it elimi-
nates the illusins produced byash-flow accounting of payroll
taxes and bnefits. In directing new contributins toward private
pension accounts, privatization would reveal the true financial status
of the social security system as omgh accrued liabilites far in
excess of its existing trust fund assets. Thability could be met
through higher payrollaxes, asvould automatically occur under
the current government scheme, but these payods now would
be explicitly unrelated tdéhe taxpayer’'s own participation in the
pension scheme.

Thus, pivatization is a natural vehicle for reducing the redistribu-
tive effects of social insance schemes. Itesirability, however,
rests not only on the attractiveness of these objectives, but also on
the availability of other alternakes. For example, one could make
evident the social security system’s accruedbilities simply by
changing its accountingites, ptting them on amaccrual basis and
requiring the government to include them in its annual deficit
calculation. This is far simpler than revamping the country’s social
security system, and to Ipeeferred if the main objective of priva-
tization is to control commitments by making implicit liabilities
explicit.12

Federalism

During the past year, thehas been a strong move to reduce U.S.
federal budget liabities by shiftinghem to lower levels of govern-
ment. For prgrams ike Medicaid and Aid to Families with Depend-
ent Children (AFDC), the obgtive has been to replace ¢etnent
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programs, under which the federal government contributed a share
of each state’s expenses, witmp-sum grants to the states. In switch-
ing to lumpsum grants, thiederal governmergtlso reduces itetal

level of spending, and therein lies the direct impact on its budget.

As with privatizaton, shifting more responsibility to theates
does not, intself, alter the fcal landscape. If dafhate program
costs remain the same, ugihg federal contributions simply shifts
the burden from one level of gernment to anther. Theissue,
again, is whether the pgoams tlemselves will be altered by the shift
in responsibility away from the federal goverem. In this instance,
therecan be real changes in economic incentives that contribute to
a reduction in expenditures.

The literature on fiscal federalisraduses on the costs and bene-
fits of locating governrant responsibilies at paticular levels of
government3 A key advanage tolocal provision, and onhat has
been emphasized intberrent debate, is the ability of state and local
governments to be more responsive than the federal government to
differences in peferences. Bytailoring spending more to local
objectives, so the argumemegs, bwer-level governmentsan get
by with reduced resources with little or no lospirblic welfare. A
second advaage of assigningesponsibilities to these govern-
ments,one that has noeceived as much attention, is that they have
much more limited scope to impose burdens on future geoesati
Because of the ability ahdividuals to move across jurisdiotis,
any state or loality thatseeks to burden its fute residentsvith
high taxes to pay for its crant largesse wilee the impact of this
policy reflected in current ppertyvalues, thushifting the burdens
back to current residents.

But a key disadvantage of state or local provision isdbility
to internalize spillover eéicts on other jusdictions.When these
spillover effects are positive, with other jurisdictions gaining through
a particular government’s activity, too little of the activity occurs.
For social programs like Medicaid and AFDC, a major potential
spillover efiect is subational migraton. Increasingranseers to the
poor helps other jurisittions fiscally by dscouraging outmigration
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and encouraging inmigration of the poohuB, we should expect
state and local governments togage in less redistrution than
would be socially desable. A further problenwith assigning the
task of redistribution to ate and local governments is that, even if
the federal government pralés compensating grants to poorer
jurisdictions, there is no guaranteédt thepoor in these poorer
jurisdictions will benefit as a result—it is harder for the federal
government to get resawes to thepoor if it works thraigh a state
and/or local government as andrmmediary.

These poblems of spilloversand argeting help explain why
redistribution traditionally has been viewed as a proper function of
the federal government, either throughedirprovision or through
the current pactice of partial provision combined with restrictions
on state and locathoices. Shifting esponsibilities to the states,
therefore, is likely todad toreduced spending otmansfer programs,
and perhaps also a changédaus of hese programs away from the
poor. Thus, they may well succeed in reducing transfers to the poor,
but we should pause before labeling this charngaiecess.”

Conclusions

The fiscal imbalancéacing countries like the Unite8tates is
worse than current dieft levelsmay suggest, and external solutions
to theproblem have limited appeal. Budgaintroldevices will only
work to the extent that the deficit is an aatermeasure of fiscal
balance and can be forecasturately; thas, they will work porly.
Privatization, if adopted to make intergenerational redistion
more explicit, is an expensivey to reforngovernmenaccainting
procedures. &deraism, as now beingracticed, is a way to reduce
redistribution to the poor, but perhaps by more than would be
consistent with a national consensus.

Improved government accounting procedures would carsyiolo
side effectsReforms should include four chges inmethodology,
so that fiscal projections 1) recognize impli@tilities; 2) consider
longer lange consequences; 3) reflect tmeertainty of forecasts;
and 4) estimate the generational consequences of polionacti
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Such reforms would stilleave our elected officials with the
difficult job of adopting responsible poles, butwould give them
an advantage they cemtly lack of knowing whatese pticies are.

Endnotes
1cBO (1995).

2For the sake of simplicity, | write this conaifnt here gnoring uncertainty andssuming
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3Auerbach (1994).
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BAll calculations in this table areased on an assumed real, before-tax discount rate of 6
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the level or composition of government purchases.

8See OECD 1995).

9See Auerbach (1994) and Reischauer (1990).

10 have analyzed these faasts in Auerbacf1994, 1995).

At present, because this linkage is very weak, it is rational for workers to view the payroll
tax as having little offsetin terms of additional benefits. See Feldstein and Sarh98eR.(

12t also might avoid higher administrative costs, a phesvaon of the Chilean pratization
experience (Diamond 1993).

133ee the discussion of federalism in general, and issues of fadistmiin particular, in
Rubinfeld (1987).
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